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Title 26—Internal 
Revenue 

(This book contains part 1, §§ 1.61 to 1.139) 
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CHAPTER I—Internal Revenue Service, Department of the 
Treasury (Continued) ......................................................... 1 
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CHAPTER I—INTERNAL REVENUE SERVICE, 
DEPARTMENT OF THE TREASURY (CONTINUED) 

EDITORIAL NOTE: IRS published a document at 45 FR 6088, Jan. 25, 1980, deleting statutory 
sections from their regulations. In Chapter I cross-references to the deleted material have 
been changed to the corresponding sections of the IRS Code of 1954 or to the appropriate regu-
lations sections. When either such change produced a redundancy, the cross-reference has 
been deleted. For further explanation, see 45 FR 20795, Mar. 31, 1980. 

SUBCHAPTER A—INCOME TAX (CONTINUED) 

Part Page 
1 Income taxes (Continued) ........................................ 5 

SUPPLEMENTARY PUBLICATIONS: Internal Revenue Service Looseleaf Regulations System, Alcohol 
and Tobacco Tax Regulations, and Regulations Under Tax Conventions. 
EDITORIAL NOTE: Treasury Decision 6091, 19 FR 5167, Aug. 17, 1954, provides in part as fol-

lows: 
PARAGRAPH 1. All regulations (including all Treasury decisions) prescribed by, or under au-

thority duly delegated by, the Secretary of the Treasury, or jointly by the Secretary and the 
Commissioner of Internal Revenue, or by the Commissioner of Internal Revenue with the ap-
proval of the Secretary of the Treasury, or jointly by the Commissioner of Internal Revenue 
and the Commissioner of Customs or the Commissioner of Narcotics with the approval of the 
Secretary of the Treasury, applicable under any provision of law in effect on the date of en-
actment of the Code, to the extent such provision of law is repealed by the Code, are hereby 
prescribed under and made applicable to the provisions of the Code corresponding to the pro-
vision of law so repealed insofar as any such regulation is not inconsistent with the Code. 
Such regulations shall become effective as regulations under the various provisions of the 
Code as of the dates the corresponding provisions of law are repealed by the Code, until super-
seded by regulations issued under the Code. 

PAR. 2. With respect to any provision of the Code which depends for its application upon 
the promulgation of regulations or which is to be applied in such manner as may be pre-
scribed by regulations, all instructions or rules in effect immediately prior to the enactment 
of the Code, to the extent such instructions or rules could be prescribed as regulations under 
authority of such provision of the Code, shall be applied as regulations under such provision 
insofar as such instructions or rules are not inconsistent with the Code. Such instructions 
or rules shall be applied as regulations under the applicable provision of the Code as of the 
date such provision takes effect. 

PAR. 3. If any election made or other act done pursuant to any provision of the Internal 
Revenue Code of 1939 or prior internal revenue laws would (except for the enactment of the 
Code) be effective for any period subsequent to such enactment, and if corresponding provi-
sions are contained in the Code, such election or other act shall be given the same effect 
under the corresponding provisions of the Code to the extent not inconsistent therewith. The 
term ‘‘act’’ includes, but is not limited to, an allocation, identification, declaration, agree-
ment, option, waiver, relinquishment, or renunciation. 

PAR. 4. The limits of the various internal revenue districts have not been changed by the 
enactment of the Code. Furthermore, delegations of authority made pursuant to the provi-
sions of Reorganization Plan No. 26 of 1950 and Reorganization Plan No. 1 of 1952 (as well as 
redelegations thereunder), including those governing the authority of the Commissioner of 
Internal Revenue, the Regional Commissioners of Internal Revenue, or the District Directors 
of Internal Revenue, are applicable to the provisions of the Code to the extent consistent 
therewith. 
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SUBCHAPTER A—INCOME TAX (CONTINUED) 

PART 1—INCOME TAXES 
(CONTINUED) 

COMPUTATION OF TAXABLE INCOME 

Definition of Gross Income, Adjusted Gross 
Income, and Taxable Income 

Sec. 
1.61–1 Gross income. 
1.61–2 Compensation for services, including 

fees, commissions, and similar items. 
1.61–2T Taxation of fringe benefits—1985 

through 1988 (temporary). 
1.61–3 Gross income derived from business. 
1.61–4 Gross income of farmers. 
1.61–5 Allocations by cooperative associa-

tions; per-unit retain certificates—tax 
treatment as to cooperatives and pa-
trons. 

1.61–6 Gains derived from dealings in prop-
erty. 

1.61–7 Interest. 
1.61–8 Rents and royalties. 
1.61–9 Dividends. 
1.61–10 Alimony and separate maintenance 

payments; annuities; income from life in-
surance and endowment contracts. 

1.61–11 Pensions. 
1.61–12 Income from discharge of indebted-

ness. 
1.61–13 Distributive share of partnership 

gross income; income in respect of a de-
cedent; income from an interest in an es-
tate or trust. 

1.61–14 Miscellaneous items of gross income. 
1.61–15 Options received as payment of in-

come. 
1.61–21 Taxation of fringe benefits. 
1.61–22 Taxation of split-dollar life insur-

ance arrangements. 
1.62–1 Adjusted gross income. 
1.62–1T Adjusted gross income (temporary). 
1.62–2 Reimbursements and other expense 

allowance arrangements. 
1.63–1 Change of treatment with respect to 

the zero bracket amount and itemized 
deductions. 

1.63–2 Cross reference. 
1.66–1 Treatment of community income. 
1.66–2 Treatment of community income 

where spouses live apart. 
1.66–3 Denial of the Federal income tax ben-

efits resulting from the operation of 
community property law where spouse 
not notified. 

1.66–4 Request for relief from the Federal 
income tax liability resulting from the 
operation of community property law. 

1.66–5 Effective date. 
1.67–1T 2-percent floor on miscellaneous 

itemized deductions (temporary). 

1.67–2T Treatment of pass-through entities 
(temporary). 

1.67–3 Allocation of expenses by real estate 
mortgage investment conduits. 

1.67–3T Allocation of expenses by real es-
tate mortgage investment conduits (tem-
porary). 

1.67–4 Costs paid or incurred by estates or 
non-grantor trusts. 

ITEMS SPECIFICALLY INCLUDED IN GROSS 
INCOME 

1.71–1 Alimony and separate maintenance 
payments; income to wife or former wife. 

1.71–1T Alimony and separate maintenance 
payments (temporary). 

1.71–2 Effective date; taxable years ending 
after March 31, 1954, subject to the Inter-
nal Revenue Code of 1939. 

1.72–1 Introduction. 
1.72–2 Applicability of section. 
1.72–3 Excludable amounts not income. 
1.72–4 Exclusion ratio. 
1.72–5 Expected return. 
1.72–6 Investment in the contract. 
1.72–7 Adjustment in investment where a 

contract contains a refund feature. 
1.72–8 Effect of certain employer contribu-

tions with respect to premiums or other 
consideration paid or contributed by an 
employee. 

1.72–9 Tables. 
1.72–10 Effect of transfer of contracts on in-

vestment in the contract. 
1.72–11 Amounts not received as annuity 

payments. 
1.72–12 Effect of taking an annuity in lieu of 

a lump sum upon the maturity of a con-
tract. 

1.72–13 Special rule for employee contribu-
tions recoverable in three years. 

1.72–14 Exceptions from application of prin-
ciples of section 72. 

1.72–15 Applicability of section 72 to acci-
dent or health plans. 

1.72–16 Life insurance contracts purchased 
under qualified employee plans. 

1.72–17 Special rules applicable to owner- 
employees. 

1.72–17A Special rules applicable to em-
ployee annuities and distributions under 
deferred compensation plans to self-em-
ployed individuals and owner-employees. 

1.72–18 Treatment of certain total distribu-
tions with respect to self-employed indi-
viduals. 

1.72(e)–1T Treatment of distributions where 
substantially all contributions are em-
ployee contributions (temporary). 

1.72(p)–1 Loans treated as distributions. 
1.73–1 Services of child. 
1.74–1 Prizes and awards. 
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26 CFR Ch. I (4–1–15 Edition) Pt. 1 

1.75–1 Treatment of bond premiums in case 
of dealers in tax-exempt securities. 

1.77–1 Election to consider Commodity 
Credit Corporation loans as income. 

1.77–2 Effect of election to consider com-
modity credit loans as income. 

1.78–1 Dividends received from certain for-
eign corporations by certain domestic 
corporations choosing the foreign tax 
credit. 

1.79–0 Group-term life insurance—defini-
tions of certain terms. 

1.79–1 Group-term life insurance—general 
rules. 

1.79–2 Exceptions to the rule of inclusion. 
1.79–3 Determination of amount equal to 

cost of group-term life insurance. 
1.79–4T Questions and answers relating to 

the nondiscrimination requirements for 
group-term life insurance (temporary). 

1.82–1 Payments for or reimbursements of 
expenses of moving from one residence to 
another residence attributable to em-
ployment or self-employment. 

1.83–1 Property transferred in connection 
with the performance of services. 

1.83–2 Election to include in gross income in 
year of transfer. 

1.83–3 Meaning and use of certain terms. 
1.83–4 Special rules. 
1.83–5 Restrictions that will never lapse. 
1.83–6 Deduction by employer. 
1.83–7 Taxation of nonqualified stock op-

tions. 
1.83–8 Applicability of section and transi-

tional rules. 
1.84–1 Transfer of appreciated property to 

political organizations. 
1.85–1 Unemployment compensation. 
1.88–1 Nuclear decommissioning costs. 

ITEMS SPECIFICALLY EXCLUDED FROM GROSS 
INCOME 

1.101–1 Exclusion from gross income of pro-
ceeds of life insurance contracts payable 
by reason of death. 

1.101–2 Employees’ death benefits. 
1.101–3 Interest payments. 
1.101–4 Payment of life insurance proceeds 

at a date later than death. 
1.101–5 Alimony, etc., payments. 
1.101–6 Effective date. 
1.101–7 Mortality table used to determine 

exclusion for deferred payments of life 
insurance proceeds. 

1.102–1 Gifts and inheritances. 
1.103–1 Interest upon obligations of a State, 

territory, etc. 
1.103–2 Dividends from shares and stock of 

Federal agencies or instrumentalities. 
1.103–3 Interest upon notes secured by mort-

gages executed to Federal agencies or in-
strumentalities. 

1.103–4 Interest upon United States obliga-
tions. 

1.103–5 Treasury bond exemption in the case 
of trusts or partnerships. 

1.103–6 Interest upon United States obliga-
tions in the case of nonresident aliens 
and foreign corporations, not engaged in 
business in the United States. 

1.103–7 Industrial development bonds. 
1.103–8 Interest on bonds to finance certain 

exempt facilities. 
1.103–9 Interest on bonds to finance indus-

trial parks. 
1.103–10 Exemption for certain small issues 

of industrial development bonds. 
1.103–11 Bonds held by substantial users. 
1.103–16 Obligations of certain volunteer fire 

departments. 
1.103(n)–1T Limitation on aggregate amount 

of private activity bonds (temporary). 
1.103(n)–2T Private activity bond defined 

(temporary). 
1.103(n)–3T Private activity bond limit 

(temporary). 
1.103(n)–4T Elective carryforward of unused 

private activity bond limit (temporary). 
1.103(n)–5T Certification of no consideration 

for allocation (temporary). 
1.103(n)–6T Determinations of population 

(temporary). 
1.103(n)–7T Election to allocate State ceil-

ing to certain facilities for local fur-
nishing of electricity (temporary). 

1.103A–2 Qualified mortgage bond. 
1.104–1 Compensation for injuries or sick-

ness. 
1.105–1 Amounts attributable to employer 

contributions. 
1.105–2 Amounts expended for medical care. 
1.105–3 Payments unrelated to absence from 

work. 
1.105–5 Accident and health plans. 
1.105–11 Self-insured medical reimburse-

ment plan. 
1.106–1 Contributions by employer to acci-

dent and health plans. 
1.107–1 Rental value of parsonages. 
1.108–1 [Reserved] 
1.108–2 Acquisition of indebtedness by a per-

son related to the debtor. 
1.108–3 Intercompany losses and deductions. 
1.108–4 Election to reduce basis of depre-

ciable property under section 108(b)(5) of 
the Internal Revenue Code . 

1.108–5 Time and manner for making elec-
tion under the Omnibus Budget Rec-
onciliation Act of 1993. 

1.108–6 Limitations on the exclusion of in-
come from the discharge of qualified real 
property business indebtedness. 

1.108–7 Reduction of attributes. 
1.108–8 Indebtedness satisfied by partner-

ship interest. 
1.108(c)–1T [Reserved] 
1.108(i)–0 Definitions and effective/applica-

bility dates. 
1.108(i)–1 Deferred discharge of indebtedness 

income and deferred original issue dis-
count deductions of C corporations. 

1.108(i)–2 Application of section 108(i) to 
partnerships and S corporations. 
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Internal Revenue Service, Treasury Pt. 1 

1.108(i)–3 Rules for the deduction of OID. 
1.109–1 Exclusion from gross income of les-

sor of real property of value of improve-
ments erected by lessee. 

1.110–1 Qualified lessee construction allow-
ances. 

1.111–1 Recovery of certain items previously 
deducted or credited. 

1.112–1 Combat zone compensation of mem-
bers of the Armed Forces. 

1.113–1 Mustering-out payments for mem-
bers of the Armed Forces. 

1.117–1 Exclusion of amounts received as a 
scholarship or fellowship grant. 

1.117–2 Limitations. 
1.117–3 Definitions. 
1.117–4 Items not considered as scholarships 

or fellowship grants. 
1.117–5 Federal grants requiring future serv-

ice as a Federal employee. 
1.118–1 Contributions to the capital of a cor-

poration. 
1.118–2 Contribution in aid of construction. 
1.119–1 Meals and lodging furnished for the 

convenience of the employer. 
1.120–1 Statutory subsistence allowance re-

ceived by police. 
1.120–3 Notice of application for recognition 

of status of qualified group legal services 
plan. 

1.121–1 Exclusion of gain from sale or ex-
change of a principal residence. 

1.121–2 Limitations. 
1.121–3 Reduced maximum exclusion for tax-

payers failing to meet certain require-
ments. 

1.121–4 Special rules. 
1.121–5 Suspension of 5-year period for cer-

tain members of the uniformed services 
and Foreign Service. 

1.122–1 Applicable rules relating to certain 
reduced uniformed services retirement 
pay. 

1.123–1 Exclusion of insurance proceeds for 
reimbursement of certain living ex-
penses. 

1.125–3 Effect of the Family and Medical 
Leave Act (FMLA) on the operation of 
cafeteria plans. 

1.125–4 Permitted election changes. 
1.125–4T Permitted election changes (tem-

porary). 
1.127–1 Amounts received under a qualified 

educational assistance program. 
1.127–2 Qualified educational assistance pro-

gram. 
1.132–0 Outline of regulations under section 

132. 
1.132–1 Exclusion from gross income for cer-

tain fringe benefits. 
1.132–1T Exclusion from gross income of 

certain fringe benefits—1985 through 1988 
(temporary). 

1.132–2 No-additional-cost services. 
1.132–2T No-additional-cost service—1985 

through 1988 (temporary). 
1.132–3 Qualified employee discounts. 

1.132–3T Qualified employee discount—1985 
through 1988 (temporary). 

1.132–4 Line of business limitation. 
1.132–4T Line of business limitation—1985 

through 1988 (temporary). 
1.132–5 Working condition fringes. 
1.132–5T Working condition fringe—1985 

through 1988 (temporary). 
1.132–6 De minimis fringes. 
1.132–6T De minimis fringe—1985 through 

1988 (temporary). 
1.132–7 Employer-operated eating facilities. 
1.132–7T Treatment of employer-operated 

eating facilities—1985 through 1988 (tem-
porary). 

1.132–8 Fringe benefit nondiscrimination 
rules. 

1.132–8T Nondiscrimination rules—1985 
through 1988 (temporary). 

1.133–1T Questions and answers relating to 
interest on certain loans used to acquire 
employer securities (temporary). 

AUTHORITY: 26 U.S.C. 7805, unless otherwise 
noted. 

Section 1.61–2T also issued under 26 U.S.C. 
61. 

Section 1.61–21 also issued under 26 U.S.C. 
61. 

Sections 1.62–1T and 1.62–2 also issued 
under 26 U.S.C. 62. 

Section 1.66–4 also issued under 26 U.S.C. 
66(c); 

Sections 1.67–2T and 1.67–3T also issued 
under 26 U.S.C. 67(c). 

Section 1.67–3 also issued under 26 U.S.C. 
67(c). 

Sections 1.72–4, 1.72–5, 1.72–6, 1.72–7, 1.72–8, 
and 1.72–11 also issued under 26 U.S.C. 72(c). 

Section 1.101–7 also issued under 26 U.S.C. 
101(d)(2)(B)(ii). 

Section 1.103–10 also issued under 26 U.S.C. 
103(b)(6). 

Section 1.103A–2 also issued under 26 U.S.C. 
103A(j). 

Section 1.108–1 also issued under 26 U.S.C. 
108(e)(8) and 108(e)(10(B). 

Section 1.108–2 also issued under 26 U.S.C. 
108. 

Section 1.108–3 also issued under 26 U.S.C. 
108, 267, and 1502. 

Section 1.108–4 also issued under 26 U.S.C. 
108. 

Section 1.108–5 also issued under 26 U.S.C. 
108. 

Section 1.108(c)–1 also issued under the au-
thority of 26 U.S.C. 108(d)(9). 

Section 1.108(i)–0 also issued under 26 
U.S.C. 108(i)(7) and 1502. 

Section 1.108(i)–1 also issued under 26 
U.S.C. 108(i)(7) and 1502. 

Section 1.108(i)–2 also issued under 26 
U.S.C. 108(i)(7). 

Section 1.108(i)–2T also issued under 26 
U.S.C. 108(i)(7). 

Section 1.108(i)–3 also issued under 26 
U.S.C. 108(i)(7) and 1502. 
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26 CFR Ch. I (4–1–15 Edition) § 1.61–1 

Section 1.110–1 also issued under 26 U.S.C. 
110(d). 

Sections 1.132–0 through 1.132–8T also 
issued under 26 U.S.C. 132. 

SOURCE: T.D. 6500, 25 FR 11402, Nov. 26, 1960; 
25 FR 14021, Dec. 21, 1960, unless otherwise 
noted. 

COMPUTATION OF TAXABLE 
INCOME 

DEFINITION OF GROSS INCOME, ADJUSTED 
GROSS INCOME, AND TAXABLE INCOME 

§ 1.61–1 Gross income. 
(a) General definition. Gross income 

means all income from whatever 
source derived, unless excluded by law. 
Gross income includes income realized 
in any form, whether in money, prop-
erty, or services. Income may be real-
ized, therefore, in the form of services, 
meals, accommodations, stock, or 
other property, as well as in cash. Sec-
tion 61 lists the more common items of 
gross income for purposes of illustra-
tion. For purposes of further illustra-
tion, § 1.61–14 mentions several mis-
cellaneous items of gross income not 
listed specifically in section 61. Gross 
income, however, is not limited to the 
items so enumerated. 

(b) Cross references. Cross references 
to other provisions of the Code are to 
be found throughout the regulations 
under section 61. The purpose of these 
cross references is to direct attention 
to the more common items which are 
included in or excluded from gross in-
come entirely, or treated in some spe-
cial manner. To the extent that an-
other section of the Code or of the reg-
ulations thereunder, provides specific 
treatment for any item of income, such 
other provision shall apply notwith-
standing section 61 and the regulations 
thereunder. The cross references do not 
cover all possible items. 

(1) For examples of items specifically 
included in gross income, see Part II 
(section 71 and following), Subchapter 
B, Chapter 1 of the Code. 

(2) For examples of items specifically 
excluded from gross income, see part 
III (section 101 and following), Sub-
chapter B, Chapter 1 of the Code. 

(3) For general rules as to the taxable 
year for which an item is to be in-
cluded in gross income, see section 451 
and the regulations thereunder. 

§ 1.61–2 Compensation for services, in-
cluding fees, commissions, and simi-
lar items. 

(a) In general. (1) Wages, salaries, 
commissions paid salesmen, compensa-
tion for services on the basis of a per-
centage of profits, commissions on in-
surance premiums, tips, bonuses (in-
cluding Christmas bonuses), termi-
nation or severance pay, rewards, jury 
fees, marriage fees and other contribu-
tions received by a clergyman for serv-
ices, pay of persons in the military or 
naval forces of the United States, re-
tired pay of employees, pensions, and 
retirement allowances are income to 
the recipients unless excluded by law. 
Several special rules apply to members 
of the Armed Forces, National Oceanic 
and Atmospheric Administration, and 
Public Health Service of the United 
States; see paragraph (b) of this sec-
tion. 

(2) The Code provides special rules in-
cluding the following items in gross in-
come: 

(i) Distributions from employees’ 
trusts, see sections 72, 402, and 403, and 
the regulations thereunder; 

(ii) Compensation for child’s services 
(in child’s gross income), see section 73 
and the regulations thereunder; 

(iii) Prizes and awards, see section 74 
and the regulations thereunder. 

(3) Similarly, the Code provides spe-
cial rules excluding the following items 
from gross income in whole or in part: 

(i) Gifts, see section 102 and the regu-
lations thereunder; 

(ii) Compensation for injuries or 
sickness, see section 104 and the regu-
lations thereunder; 

(iii) Amounts received under accident 
and health plans, see section 105 and 
the regulations thereunder; 

(iv) Scholarship and fellowship 
grants, see section 117 and the regula-
tions thereunder; 

(v) Miscellaneous items, see section 
122. 

(b) Members of the Armed Forces, Na-
tional Oceanic and Atmospheric Adminis-
tration, and Public Health Service. (1) 
Subsistence and uniform allowances 
granted commissioned officers, chief 
warrant officers, warrant officers, and 
enlisted personnel of the Armed 
Forces, National Oceanic and Atmos-
pheric Administration, and Public 
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Internal Revenue Service, Treasury § 1.61–2 

Health Service of the United States, 
and amounts received by them as com-
mutation of quarters, are excluded 
from gross income. Similarly, the 
value of quarters or subsistence fur-
nished to such persons is excluded from 
gross income. 

(2) For purposes of this section, quar-
ters or subsistence includes the fol-
lowing allowances for expenses in-
curred after December 31, 1993, by 
members of the Armed Forces, mem-
bers of the commissioned corps of the 
National Oceanic and Atmospheric Ad-
ministration, and members of the com-
missioned corps of the Public Health 
Service, to the extent that the allow-
ances are not otherwise excluded from 
gross income under another provision 
of the Internal Revenue Code: a dis-
location allowance, authorized by 37 
U.S.C. 407; a temporary lodging allow-
ance, authorized by 37 U.S.C. 405; a 
temporary lodging expense, authorized 
by 37 U.S.C. 404a; and a move-in hous-
ing allowance, authorized by 37 U.S.C. 
405. No deduction is allowed under this 
chapter for any expenses reimbursed by 
such excluded allowances. For the ex-
clusion from gross income of— 

(i) Disability pensions, see section 
104(a)(4) and the regulations there-
under; 

(ii) Miscellaneous items, see section 
122. 

(3) The per diem or actual expense al-
lowance, the monetary allowance in 
lieu of transportation, and the mileage 
allowance received by members of the 
Armed Forces, National Oceanic and 
Atmospheric Administration, and the 
Public Health Service, while in a travel 
status or on temporary duty away from 
their permanent stations, are included 
in their gross income except to the ex-
tent excluded under the accountable 
plan provisions of § 1.62–2. 

(c) Payment to charitable, etc., organi-
zation on behalf of person rendering serv-
ices. The value of services is not includ-
ible in gross income when such services 
are rendered directly and gratuitously 
to an organization described in section 
170(c). Where, however, pursuant to an 
agreement or understanding, services 
are rendered to a person for the benefit 
of an organization described in section 
170(c) and an amount for such services 
is paid to such organization by the per-

son to whom the services are rendered, 
the amount so paid constitutes income 
to the person performing the services. 

(d) Compensation paid other than in 
cash—(1) In general. Except as other-
wise provided in paragraph (d)(6)(i) of 
this section (relating to certain prop-
erty transferred after June 30, 1969), if 
services are paid for in property, the 
fair market value of the property 
taken in payment must be included in 
income as compensation. If services are 
paid for in exchange for other services, 
the fair market value of such other 
services taken in payment must be in-
cluded in income as compensation. If 
the services are rendered at a stipu-
lated price, such price will be presumed 
to be the fair market value of the com-
pensation received in the absence of 
evidence to the contrary. For special 
rules relating to certain options re-
ceived as compensation, see §§ 1.61–15, 
1.83–7, and section 421 and the regula-
tions thereunder. For special rules re-
lating to premiums paid by an em-
ployer for an annuity contract which is 
not subject to section 403(a), see sec-
tion 403(c) and the regulations there-
under and § 1.83–8(a). For special rules 
relating to contributions made to an 
employees’ trust which is not exempt 
under section 501, see section 402(b) and 
the regulations thereunder and § 1.83– 
8(a). 

(2) Property transferred to employee or 
independent contractor. (i) Except as 
otherwise provided in section 421 and 
the regulations thereunder and § 1.61–15 
(relating to stock options), and para-
graph (d)(6)(i) of this section, if prop-
erty is transferred by an employer to 
an employee or if property is trans-
ferred to an independent contractor, as 
compensation for services, for an 
amount less than its fair market value, 
then regardless of whether the transfer 
is in the form of a sale or exchange, the 
difference between the amount paid for 
the property and the amount of its fair 
market value at the time of the trans-
fer is compensation and shall be in-
cluded in the gross income of the em-
ployee or independent contractor. In 
computing the gain or loss from the 
subsequent sale of such property, its 
basis shall be the amount paid for the 
property increased by the amount of 
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such difference included in gross in-
come 

(ii)(A) Cost of life insurance on the life 
of the employee. Generally, life insur-
ance premiums paid by an employer on 
the life of his employee where the pro-
ceeds of such insurance are payable to 
the beneficiary of such employee are 
part of the gross income of the em-
ployee. However, the amount includible 
in the employee’s gross income is de-
termined with regard to the provisions 
of section 403 and the regulations 
thereunder in the case of an individual 
contract issued after December 31, 1962, 
or a group contract, which provides in-
cidental life insurance protection and 
which satisfies the requirements of sec-
tion 401(g) and § 1.401–9, relating to the 
nontransferability of annuity con-
tracts. For example, if an employee or 
independent contractor is the owner 
(as defined in § 1.61–22(c)(1)) of a life in-
surance contract and the payments 
with regard to such contract are not 
split-dollar loans under § 1.7872–15(b)(1), 
the employee or independent con-
tractor must include in income the 
amount of any such payments by the 
employer or service recipient with re-
spect to such contract during any year 
to the extent that the employee’s or 
independent contractor’s rights to the 
life insurance contract are substan-
tially vested (within the meaning of 
§ 1.83–3(b)). This result is the same re-
gardless of whether the employee or 
independent contractor has at all times 
been the owner of the life insurance 
contract or the contract previously has 
been owned by the employer or service 
recipient as part of a split-dollar life 
insurance arrangement (as defined in 
§ 1.61–22(b)(1) or (2)) and was transferred 
by the employer or service recipient to 
the employee or independent con-
tractor under § 1.61–22(g). For the spe-
cial rules relating to the includibility 
in an employee’s gross income of an 
amount equal to the cost of certain 
group term life insurance on the em-
ployee’s life which is carried directly 
or indirectly by his employer, see sec-
tion 79 and the regulations thereunder. 
For special rules relating to the exclu-
sion of contributions by an employer to 
accident and health plans for the em-
ployee, see section 106 and the regula-
tions thereunder. 

(B) Cost of group-term life insurance on 
the life of an individual other than an em-
ployee. The cost (determined under 
paragraph (d)(2) of § 1.79–3) of group- 
term life insurance on the life of an in-
dividual other than an employee (such 
as the spouse or dependent of the em-
ployee) provided in connection with the 
performance of services by the em-
ployee is includible in the gross income 
of the employee. 

(3) Meals and living quarters. The 
value of living quarters or meals which 
an employee receives in addition to his 
salary constitutes gross income unless 
they are furnished for the convenience 
of the employer and meet the condi-
tions specified in section 119 and the 
regulations thereunder. For the treat-
ment of rental value of parsonages or 
rental allowance paid to ministers, see 
section 107 and the regulations there-
under; for the treatment of statutory 
subsistence allowances received by po-
lice, see section 120 and the regulations 
thereunder. 

(4) Stock and notes transferred to em-
ployee or independent contractor. Except 
as otherwise provided by section 421 
and the regulations thereunder and 
§ 1.61–15 (relating to stock options), and 
paragraph (d)(6)(i) of this section, if a 
corporation transfers its own stock to 
an employee or independent contractor 
as compensation for services, the fair 
market value of the stock at the time 
of transfer shall be included in the 
gross income of the employee or inde-
pendent contractor. Notes or other evi-
dences of indebtedness received in pay-
ment for services constitute income in 
the amount of their fair market value 
at the time of the transfer. A taxpayer 
receiving as compensation a note re-
garded as good for its face value at ma-
turity, but not bearing interest, shall 
treat as income as of the time of re-
ceipt its fair discounted value com-
puted at the prevailing rate. As pay-
ments are received on such a note, 
there shall be included in income that 
portion of each payment which rep-
resents the proportionate part of the 
discount originally taken on the entire 
note. 

(5) Property transferred on or before 
June 30, 1969, subject to restrictions. Not-
withstanding paragraph (d) (1), (2), or 
(4) of this section, if any property is 
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transferred after September 24, 1959, by 
an employer to an employee or inde-
pendent contractor as compensation 
for services, and such property is sub-
ject to a restriction which has a sig-
nificant effect on its value at the time 
of transfer, the rules of § 1.421–6(d)(2) 
shall apply in determining the time 
and the amount of compensation to be 
included in the gross income of the em-
ployee or independent contractor. This 
(5) is also applicable to transfers sub-
ject to a restriction which has a sig-
nificant effect on its value at the time 
of transfer and to which § 1.83–8(b) (re-
lating to transitional rules with re-
spect to transfers of restricted prop-
erty) applies. For special rules relating 
to options to purchase stock or other 
property which are issued as compensa-
tion for services, see § 1.61–15 and sec-
tion 421 and the regulations there-
under. 

(6) Certain property transferred, pre-
miums paid, and contributions made in 
connection with the performance of serv-
ices after June 30, 1969—(i) Exception. 
Paragraph (d) (1), (2), (4), and (5) of this 
section and § 1.61–15 do not apply to the 
transfer of property (as defined in 
§ 1.83–3(e)) after June 30, 1969, unless 
§ 1.83–8 (relating to the applicability of 
section 83 and transitional rules) ap-
plies. If section 83 applies to a transfer 
of property, and the property is not 
subject to a restriction that has a sig-
nificant effect on the fair market value 
of such property, then the rules con-
tained in paragraph (d) (1), (2), and (4) 
of this section and § 1.61–15 shall also 
apply to such transfer to the extent 
such rules are not inconsistent with 
section 83. 

(ii) Cross references. For rules relating 
to premiums paid by an employer for 
an annuity contract which is not sub-
ject to section 403(a), see section 403(c) 
and the regulations thereunder. For 
rules relating to contributions made to 
an employees’ trust which is not ex-
empt under section 501(a), see section 
402(b) and the regulations thereunder. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6696, 28 FR 13450, Dec. 12, 
1963; T.D. 6856, 30 FR 13316, Oct. 20, 1965; T.D. 
7544, 43 FR 31913, July 24, 1978; T.D. 7623, 44 
FR 28800, May 17, 1979; T.D. 8256, 54 FR 28582, 
July 6, 1989; T.D. 8607, 60 FR 40076, Aug. 7, 
1995; T.D. 9092, 68 FR 54344, Sept. 17, 2003] 

§ 1.61–2T Taxation of fringe benefits— 
1985 through 1988 (temporary). 

(a) Fringe benefits—(1) In general. Sec-
tion 61(a)(1) provides that, except as 
otherwise provided in subtitle A, gross 
income includes compensation for serv-
ices, including fees, commissions, 
fringe benefits, and similar items. Ex-
amples of fringe benefits include: an 
employer-provided automobile, a flight 
on an employer-provided aircraft, an 
employer-provided free or discounted 
commercial airline flight, an employer- 
provided vacation, and employer-pro-
vided discount on property or services, 
and emkployer-provided membership in 
a country club or other social club, and 
an employer-provided ticket to an en-
tertainment or sporting event. 

(2) Fringe benefits excluded from in-
come. To the extent that a particular 
fringe benefit is specifically excluded 
from gross income pursuant to another 
section of subtitle A, that section shall 
govern the treatment of the fringe ben-
efit. Thus, if the requirements of the 
governing section are satisfied, the 
fringe benefits may be excludable from 
gross income. Examples of excludable 
fringe benefits are qualified tuition re-
ductions provided to an employee (sec-
tion 177(d)); meals and lodging fur-
nished to an employee for the conven-
ience of the employer (section 119); and 
benefits provided under a dependent 
care assistance program (section 129). 
Similarly, the value of the use by an 
employee of an employer-provided ve-
hicle or a flight provided to an em-
ployee on an employer-provided air-
craft may be excludable from income 
under section 105 (because, for example, 
the trnsportation is provided for med-
ical reasons) if and to the extent that 
the requirements of that section are 
satisfied. Section 61 and the regula-
tions thereunder shall apply, however, 
to the extent that they are not incon-
sistent with such other section. For ex-
ample, many fringe benefits specifi-
cally addressed in other sections of 
subtitle A are excluded from gross in-
come only to the extent that they do 
not exceed specific dollar or percentage 
limits, or only if certain other require-
ments are met. If the limits are exceed-
ed or the requirements are not met, 
some or all of the fringe benefit may be 
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includible in gross income. See para-
graph (b)(3) of this section. 

(3) Compensation for services. A fringe 
benefit provided in connection with the 
performance of services shall be consid-
ered to have been provided as com-
pensation for servcies. Refraining from 
the performance of services (such as 
pursuant to a covenant not to compete) 
is deemed to be the performance of 
services for purposes of this section. 

(4) Recipient of a fringe benefit—(i) 
Definition. A fringe benefit is included 
in the income of the ‘‘recipient’’ of the 
fringe benefit. The recipient of a fringe 
benefit is the person performing the 
services in connection with which the 
fringe benefit is provided. Thus, a per-
son may be considered to be a recipi-
ent, even though that person did not 
actually receive the fringe benefit. For 
example, a fringe benefit provided to 
any person is connection with the per-
formance of services by another person 
is considered to have been provided to 
the person who performs the services 
and not the person who receives the 
fringe benefit. In addition, if a fringe 
benefit is provided to a person, but tax-
able to a second person as the recipi-
ent, such benefit is referred to as pro-
vided to the second person and use by 
the first person is considered use by 
the second person. For example, provi-
sion of an automobile to an employee’s 
spouse by the employer is taxable to 
the employee as the recipient. The 
automobile is referred to as available 
to the employee and use by the em-
ployee’s spouse is considered use by the 
employee. 

(ii) Recipient may be other than an em-
ployee. The recipient of a fringe benefit 
need not be an employee of the pro-
vider of the fringe benefit, but may be 
a partner, director, or an independent 
contractor. For convenience, the term 
‘‘employee’’ includes a reference to any 
recipient of a fringe benefit, unless 
otherwise specifically provided in this 
section. 

(5) Provider of a fringe benefit. The 
‘‘provider’’ of a fringe benefit is that 
person for whom the services are per-
formed, regardless of whether that per-
son actually provides the fringe benefit 
to the recipient. The provider of a 
fringe benefit need not be the employer 
of the recipient of the fringe benefit, 

but may be, for example, a client or 
customer of an independent contractor. 
For convenience, the term ‘‘employer’’ 
includes a reference to any provider of 
a fringe benefit, unless otherwise spe-
cifically provided in this section. 

(6) Effective date. This section is effec-
tive from January 1, 1985, to December 
31, 1988, with respect to fringe benefits 
furnished before January 1, 1989. No in-
ference may be drawn from the promul-
gation or terms of this section con-
cerning the application of law in effect 
prior to January 1, 1985. 

(b) Valuation of fringe benefits—(1) In 
general. An employee must include in 
gross income the amount by which the 
fair market value of the fringe benefit 
exceeds the sum of (i) the amount, if 
any, paid for the benefit, and (ii) the 
amount, if any, specifically excluded 
from gross income by some other sec-
tion of subtitle A. Therefore, for exam-
ple, if the employee pays fair market 
value for what is received, no amount 
is includible in the gross income of the 
employee. 

(2) Fair market value. In general, fair 
market value is determined on the 
basis of all the facts and cir-
cumstances. Specifically, the fair mar-
ket value of a fringe benefit is that 
amount a (hypothetical person would 
have to pay a hypothetical third party 
to obtain (i.e., purchase or lease) the 
particular fringe benefit. Thus, for ex-
ample, the effect of any special rela-
tionship that may exist between the 
employer and the employee must be 
disregarded. This also means that an 
employee’s subjective perception of the 
value of a fringe benefit is not relevant 
to the determination of a fringe bene-
fit’s fair market value. In addition, the 
cost incurred by the employer is not 
determinative of the fair market value 
of the fringe benefit. For special rules 
relating to the valuation of certain 
fringe benefits, see paragraph (c) of 
this section. 

(3) Exclusion from income based on cost. 
If a statutory exclusion phrased in 
terms of cost applies to the provision 
of a fringe benefit, section 61 does not 
require the inclusion in the recipient’s 
gross income of the difference between 
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the fair market value and the exclud-
able cost of that fringe benefit. For ex-
ample, section 129 provides an exclu-
sion from an employee’s gross income 
for amounts paid or incurred by an em-
ployer to provide dependent care as-
sistance to employees. Even if the fair 
market value of the dependent care as-
sistance exceeds the employer’s cost, 
the excess is not subject to inclusion 
under section 61 and this section. If the 
statutory cost exclusion is a limited 
amount, however, then the fair market 
value of the fringe benefit attributable 
to any excess cost is subject to inclu-
sion. 

(4) Fair market value of the availability 
of an employer-provided vehicle. If the 
vehicle special valuation rules of para-
graph (d), (e), or (f) of this section are 
not used by a taxpayer entitled to use 
such rules, the value of the availability 
of an employer-provided vehicle is de-
termined under the general valuation 
principles set forth in this section. In 
general, such valuation must be deter-
mined by reference to the cost to a hy-
pothetical person of leasing from a hy-
pothetical third party the same or 
comparable vehicle on the same or 
comparable terms in the geographic 
area in which the vehicle is available 
for use. Unless the employee can sub-
stantiate that the same or comparable 
vehicle could have been leased on a 
cents-per-mile basis, the value of the 
availability of the vehicle cannot be 
determined by reference to a cents-per- 
mile rate applied to the number of 
miles the vehicle is driven. An example 
of a comparable lease term is the 
amount of time that the vehicle is 
available to the employee for use, e.g., 
a one-year period. 

(5) Fair market value of a flight on an 
employer-provided aircraft. If the non- 
commercial flight special valuation 
rule of paragraph (g) of this section is 
not used (or is not properly used) by a 
taxpayer entitled to use such rule, the 
value of a flight on an employer-pro-
vided aircraft is determined under the 
general valuation principles set forth 
in this section. An example of how the 
general valuation principles would 
apply is that if an employee whose 
flight is primarily personal controls 
the use of an aircraft with respect to 
such flight, such flight is valued by ref-

erence to how much it would cost a hy-
pothetical person to charter the same 
or comparable aircraft for the same or 
comparable flight. The cost to charter 
the aircraft must be allocated among 
all employees on board the aircraft 
based on all the facts and cir-
cumstances, including which employ-
ees controlled the use of the aircraft. 
Notwithstanding the allocation re-
quired by the preceding sentence, no 
additional amount shall be included in 
the income of any employee whose 
flight is properly valued under the spe-
cial valuation rule of paragraph (g) of 
this section. 

(c) Special valuation rules—(1) In gen-
eral. Paragraphs (d) through (j) of this 
section provide special valuation rules 
that may be used under certain cir-
cumstances for certain commonly pro-
vided fringe benefits. Paragraph (d) 
provides a lease valuation rule relating 
to employer-provided automobiles. 
Paragraph (e) provides a cents-per-mile 
valuation rule relating to employer- 
provided vehicles. Paragraph (f) pro-
vides a commuting valuation rule re-
lating to employer-provided vehicles. 
Paragraph (g) provides a flight valu-
ation rule relating to flights on em-
ployer-provided aircraft. Paragraph (h) 
provides a flight valuation rule relat-
ing to flights on commercial airlines. 
Paragraph (i) is reserved. Paragraph (j) 
provides a meal valuation rule relating 
to employer-operated eating facilities 
for employees. For general rules relat-
ing to the valuation of fringe benefits 
not eligible for valuation under the 
special valuation rules, see paragraph 
(d) of this section. 

(2) Use of the special valuation rules— 
(i) In general. The Special valuation 
rules may be used for income, employ-
ment tax, and reporting purposes. Use 
of any of the special valuation rules is 
optional. An employer need not use the 
same vehicle special valuation rule for 
all vehicles provided to all employees. 
For example, an employer may use the 
automobile lease valuation rule for 
automobiles provided to some employ-
ees, and the commuting and vehicle 
cents-per-mile valuation rules for auto-
mobiles provided to other employees. 
Except as otherwise provided, however, 
if either the commercial flight valu-
ation rule or the noncommercial flight 
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valuation rule is used, such rule must 
be used by an employer to value all 
flights taken by employees in a cal-
endar year. Effective January 1, 1986, if 
an employer uses one of the special 
rules to value the benefit provided to 
an employee, the employee may not 
use another special rule to value that 
benefit. The employee may, however, 
use general valuation rules based on 
facts and circumstances (see paragraph 
(b) of this section). Effective January 1, 
1986, an employee may only use a spe-
cial valuation rule if the employer uses 
the rule. If a special rule is used, it 
must be used for all purposes. If an em-
ployer properly uses a special rule and 
the employee uses the special rule, the 
employee must include in gross income 
the amount determined by the em-
ployer under the special rule less any 
amount reimbursed by the employee to 
the employer. The employer and the 
employee may use the special rules to 
determine the amount of the reim-
bursement due the employer by the 
employee. If an employer properly uses 
a special rule and properly determines 
the amount of an employee’s working 
condition fringe under section 132 and 
§ 1.132–1T (under the general rule or 
under a special rule), and the employee 
uses the special valuation rule, the em-
ployee must include in gross income 
the amount determined by the em-
ployer less any amount reimbursed by 
the employee to the employer. 

(ii) Transitional rules—(A) Use of vehi-
cle special valuation rules for 1985 and 
1986. For purposes of valuing the use or 
availability of a vehicle, the consist-
ency rules provided in paragraphs (d)(6) 
and (e)(5) of this section (relating to 
the automobile lease valuation rule 
and the vehicle cents-per-mile valu-
ation rule, respectively) apply for 1987 
and thereafter. Therefore, for 1985 and 
1986 an employer (and employee, sub-
ject to paragraph (c)(2)(i) of this sec-
tion) may use any applicable special 
valuation rule (or no special valuation 
rule) to value the use or availability of 
a vehicle, subject to paragraph 
(c)(2)(ii)(B) of this section. 

(B) Consistency Rules for 1985 and 1986. 
If an employer uses the automobile 
lease valuation rule of paragraph (d) of 
this section in 1985 or 1986 with respect 
to an automobile, such rule must be 

used for the entire calendar year with 
respect to the automobile except for 
any period during which the com-
muting valuation rule of paragraph (f) 
of this section is properly used. If an 
employer uses the vehicle cents-per- 
mile valuation rule of pararaph (e) of 
this section in 1985 or 1986 with respect 
to a vehicle, such rule must be used for 
the entire calendar year with respect 
to the vehicle except for any period 
during which the commuting valuation 
rule of paragraph (f) of this section is 
properly used. The rules of this para-
graph (c)(2)(ii)(B) also apply to employ-
ees using the special valuation rules of 
paragraphs (d) or (e) of this section. 

(C) Employee’s use of special valuation 
rules for 1985. An employee may use a 
special valuation rule (other than the 
rule in paragraph (e) of this section re-
lating to the vehicle cents-per-mile 
valuation rule) during 1985 even if the 
employer does not use the same special 
valuation rule during 1985. An employ-
ee’s use of a special valuation rule in 
1986 and thereafter must be consistent 
with his employer’s use of the rule as 
required under paragraph (c)(2)(i) of 
this section. 

(D) Examples. The following examples 
illustrate the rules of paragraph 
(c)(2)(ii) of this section: 

Example 1. Assume that an employer prop-
erly uses the automobile lease valuation rule 
in 1985. The employer may use the vehicle 
cents-per-mile valuation rule in 1986 if the 
requirements of the vehicle cents-per-mile 
valuation rule are satisfied. 

Example 2. Assume that an employer does 
not use a special valuation rule to value the 
availability of an automobile in 1985. The 
employer may use any of the special valu-
ation rules in 1986 if the requirements of the 
rule chosen are satisfied. The same applies 
for 1987. 

Example 3. Assume that an employer prop-
erly uses the vehicle cents-per-mile valu-
ation rule in 1985. The employer may con-
tinue to use to the rule or use any of the 
other special valuation rules to value the 
benefit provided in 1986 if the requirements 
of the rule chosen are satisfied. Alter-
natively, the employer may use none of the 
special valuation rules in 1986 but use any of 
the rules in 1987 if the requirements of the 
rule chosen are satisfied. 

Example 4. Assume that an employee prop-
erly uses the automobile lease valuation rule 
in 1985. In 1986 and thereafter the employee 
may use a special valuation rule only if the 
employee’s employer uses the same special 
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valuation rule. The employee may use gen-
eral valuation principles to value the benefit 
provided in 1986 and thereafter. 

(3) Election to use the special valuation 
rules—A particular special valuation 
rule is deemed to have been elected by 
the employer (and, if applicable, by the 
employee), if the employer (and, if ap-
plicable, the employee) determines the 
value of the fringe benefit provided by 
applying the special valuation rule and 
treats such value as the fair market 
value of the fringe benefit for income, 
employment tax, and reporting pur-
poses. Neither the employer nor the 
employee is required to notify the In-
ternal Revenue Service of the election. 

(4) Application of section 414 to employ-
ers. For purposes of paragraphs (c) 
through (j) of this section, except as 
otherwise provided therein, the term 
‘‘employer’’ includes all entities re-
quired to be treated as a single em-
ployer under section 414 (b), (c), or (m). 

(5) Valuation formulas contained in the 
special valuation rules. The valuation 
formulas contained in the special valu-
ation rules are provided only for use in 
connection with such rules. Thus, when 
a special valuation rule is properly ap-
plied to a fringe benefit, the Commis-
sioner will accept the value calculated 
pursuant to the rule as the fair market 
value of that fringe benefit. However, 
when a special valuation rule is not 
properly applied to a fringe benefit 
(see, for example, paragraph (g)(11) of 
this section), or when a special valu-
ation rule is not used to value a fringe 
benefit by a taxpayer entitled to use 
the rule, the fair market value of that 
fringe benefit may not be determined 
by reference to any value calculated 
under any special valuation rule. Under 
the circumstances described in the pre-
ceding sentence, the fair market value 
of the fringe benefit must be deter-
mined pursuant to paragraph (b) of this 
section. 

(6) Modification of the special valuation 
rules. The Commissioner may, if he 
deems it necessary, add, delete, or 
modify the special valuation rules, in-
cluding the valuation formulas con-
tained herein, on a prospective basis. 

(7) Special Accounting Period. If the 
employer is using the special account-
ing rule provided in Announcement 85– 
113 (1985–31 I.R.B., August 5, 1985) (re-

lating to the reporting of and with-
holding on the value of noncash fringe 
benefits), benefits which are deemed 
provided in a subsequent calendar year 
pursuant to such rule are considered as 
provided in such subsequent calendar 
year for purposes of the special valu-
ation rules. Thus, if a particular spe-
cial valuation rule is in effect for a cal-
endar year, it applies to benefits 
deemed provided during such calendar 
year under the special accounting rule. 

(d) Automobile lease valuation rule—(1) 
In general—(i) Annual Lease Value. 
Under the special valuation rule of this 
paragraph (d), if an employer provides 
an employee with an automobile that 
is available to the employee for an en-
tire calendar year, the value of the 
benefit provided in the Annual Lease 
Value (determined under paragraph 
(d)(2) of this section) of that auto-
mobile. Except as otherwise provided, 
for an automobile that is available to 
an employee for less than an entire cal-
endar year, the value of the benefit 
provided is either a pro-rated Annual 
Lease Value or the Daily Lease Value 
(as defined in paragraph (d)(4) of this 
section), whichever is applicable. Ab-
sent any statutory exclusion relating 
to the employer-provided automobile 
(see, for example, section 132(a)(3) and 
§ 1.132–5T(b)), the amount of the Annual 
Lease Value (or a pro-rated Annual 
Lease Value or the Daily Lease Value, 
as applicable) is included in the gross 
income of the employee. 

(ii) Definition of automobile. For pur-
poses of this paragraph (d), the term 
‘‘automobile’’ means any four-wheeled 
vehicle manufactured primarily for use 
on public streets, roads, and highways. 

(2) Calculation of Annual Lease 
Value—(i) In general. The Annual Lease 
Value of a particular automobile is cal-
culated as follows: 

(A) Determine the fair market value 
of the automobile as of the first date 
on which the automobile is made avail-
able to any employee of the employer 
for personal use. For an automobile 
first made available to any employee 
for personal use prior to January 1, 
1985, determine the fair market value 
as of January 1, 1985. For rules relating 
to determination of the fair market 
value of an automobile for purposes of 
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this paragraph (d), see paragraph (d)(5) 
of this section. 

(B) Select the dollar range in column 
1 of the Annual Lease Value Table, set 
forth in paragraph (d)(2)(iii) of this sec-
tion, corresponding to the fair market 
value of the automobile. Except as oth-
erwise provided in paragraphs (d)(2) (iv) 
and (v) of this section, the Annual 
Lease Value for each year of avail-
ability of the automobile is the cor-
responding amount in column 2 of the 
Table. 

(ii) Use by employee only in 1985. If the 
employee, but not the employer, is 
using the special rule of this paragraph 
(d), the employee may calculate the 
Annual Lease Value in the same man-
ner as described in paragraph 
(d)(2)(i)(A) of this section, except that 
the fair market value of the auto-
mobile is determined as of the first 
date on which the automobile is made 
available to the employee for personal 
use or, for an automobile made avail-
able to the employee for personal use 
prior to January 1, 1985, by deter-
mining the fair market value as of Jan-
uary 1, 1985. If the employer is also 
using the special rule of this paragraph 
(d), however, then the employee to 
whom the automobile is made avail-
able must use the special rule, if at all, 
by using the Annual Lease Value cal-
culated by the employer. The rules of 
this paragraph (d)(2)(ii) apply only for 
1985. 

(iii) Annual Lease Value Table. 

Automobile fair market value 
Annual 
lease 
value 

(1) (2) 

$0 to $999 ............................................................. $600 
$1,000 to $1,999 ................................................... 850 
$2,000 to $2,999 ................................................... 1,100 
$3,000 to $3,999 ................................................... 1,350 
$4,000 to $4,999 ................................................... 1,600 
$5,000 to $5,999 ................................................... 1,850 
$6,000 to $6,999 ................................................... 2,100 
$7,000 to $7,999 ................................................... 2,350 
$8,000 to $8,999 ................................................... 2,600 
$9,000 to $9,999 ................................................... 2,850 
$10,000 to $10,999 ............................................... 3,100 
$11,000 to $11,999 ............................................... 3,350 
$12,000 to $12,999 ............................................... 3,600 
$13,000 to $13,999 ............................................... 3,850 
$14,000 to $14,999 ............................................... 4,100 
$15,000 to $15,999 ............................................... 4,350 
$16,000 to $16,999 ............................................... 4,600 
$17,000 to $17,999 ............................................... 4,850 
$18,000 to $18,999 ............................................... 5,100 
$19,000 to $19,999 ............................................... 5,350 
$20,000 to $20,999 ............................................... 5,600 

Automobile fair market value 
Annual 
lease 
value 

(1) (2) 

$21,000 to $21,999 ............................................... 5,580 
$22,000 to $22,999 ............................................... 6,100 
$23,000 to $23,999 ............................................... 6,350 
$24,000 to $24,999 ............................................... 6,600 
$25,000 to $25,999 ............................................... 6,850 
$26,000 to $27,999 ............................................... 7,250 
$28,000 to $29,999 ............................................... 7,750 
$30,000 to $31,999 ............................................... 8,250 
$32,000 to $33,999 ............................................... 8,750 
$34,000 to $35,999 ............................................... 9,250 
$36,000 to $37,999 ............................................... 9,750 
$38,000 to $39,999 ............................................... 10,250 
$40,000 to $41,999 ............................................... 10,750 
$42,000 to $43,999 ............................................... 11,250 
$44,000 to $45,999 ............................................... 11,750 
$46,000 to $47,999 ............................................... 12,250 
$48,000 to $49,999 ............................................... 12,750 
$50,000 to $51,999 ............................................... 13,250 
$52,000 to $53,999 ............................................... 13,750 
$54,000 to $55,999 ............................................... 14,250 
$56,000 to $57,999 ............................................... 14,750 
$58,000 to $59,999 ............................................... 15,250 

For vehicles having a fair market 
value in excess of $59,999, the Annual 
Lease Value is equal to: (.25 × the fair 
market value of the automobile) + $500. 

(iv) Recalculation of annual lease 
value. The Annual Lease Values deter-
mined under the rules of this para-
graph (d) are based on a four-year lease 
term. Therefore, except as otherwise 
provided in paragraph (d)(2)(v) of this 
section, the Annual Lease Value cal-
culated by applying paragraph (d)(2) (i) 
or (ii) of this section shall remain in ef-
fect for the period that begins with the 
first date the special valuation rule of 
paragraph (d) of this section is applied 
by the employer to the automobile and 
ends on December 31 of the fourth full 
calendar year following that date. The 
Annual Lease Value for each subse-
quent four-year period is calculated by 
determining the fair market value of 
the automobile as of the January 1 fol-
lowing the period described in the pre-
vious sentence and selecting the 
amount in column 2 of the Annual 
Lease Value Table corresponding to the 
appropriate dollar range in column 1 of 
the Table. If, however, the employer is 
using the special accounting rule pro-
vided in Announcement 85–113 (1985–31 
I.R.B., August 5, 1985) (relating to the 
reporting of and withholding on the 
value of noncash fringe benefits), the 
employer may calculate the Annual 
Lease Value for each subsequent four- 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00028 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



17 

Internal Revenue Service, Treasury § 1.61–2T 

year period as of the beginning of the 
special accounting period that begins 
immediately prior to the January 1 de-
scribed in the previous sentence. For 
example, assume that pursuant to An-
nouncement 85–113, an employer uses 
the special accounting rule. Assume 
further that beginning on November 1, 
1985, the special accounting period is 
November 1 to October 31 and that the 
employer elects to use the special valu-
ation rule of this paragraph (d) as of 
January 1, 1985. The employer may re-
calculate the Annual Lease Value as of 
November 1, 1988, rather than as of 
January 1, 1989. 

(v) Transfer of the automobile to an-
other employee. Unless the primary pur-
pose of the transfer is to reduce Fed-
eral taxes, if an employer transfers an 
automobile from one employee to an-
other employee, the employer may re-
calculate the Annual Lease Value 
based on the fair market value of the 
automobile as of January 1 of the year 
of transfer. If, however, the employer is 
using the special accounting rule pro-
vided in Announcement 85–113 (1985–31 
I.R.B., August 5, 1985) (relating to the 
reporting of and withholding on the 
value of noncash fringe benefits), the 
employer may recalculate the Annual 
Lease Value based on the fair market 
value of the automobile as of the begin-
ning of the special accounting period in 
which the transfer occurs. If the em-
ployer does not recalculate the Annual 
Lease Value, and the employee to 
whom the automobile is transferred 
uses the special valuation rule, the em-
ployee may not recalculate the Annual 
Lease Value. 

(3) Services included in, or excluded 
from, the Annual Lease Value Table—(i) 
Maintenance and insurance included. 
The Annual Lease Values contained in 
the Annual Lease Value Table include 
the fair market value of maintenance 
of, and insurance for, the automobile. 
Neither an employer nor an employee 
may reduce the Annual Lease Value by 
the fair market value of any service in-
cluded in the Annual Lease Value that 
is not provided by the employer, such 
as reducing the Annual Lease Value by 
the fair market value of a maintenance 
service contract or insurance. An em-
ployer or employee may take into ac-
count the services actually provided 

with respect to the automobile by val-
uing the availability of the automobile 
under the general valuation rules of 
paragraph (b) of this section. 

(ii) Fuel excluded—(A) In general. The 
Annual Lease Values do not include 
the fair market value of fuel provided 
by the employer, regardless of whether 
fuel is provided in kind or its cost is re-
imbursed by or charged to the em-
ployer. 

(B) Valuation of fuel provided in kind. 
The provision of fuel in kind may be 
valued at fair market value based on 
all the facts and circumstances or, in 
the alternative, it may be valued at 5.5 
cents per mile for all miles driven by 
the employee. However, the provision 
of fuel in kind may not be valued at 5.5 
cents per mile for miles driven outside 
the United States, Canada, and Mexico. 
For purposes of this section, the United 
States includes the United States and 
its territories. 

(C) Valuation of fuel where cost reim-
bursed by or charged to employer. The 
fair market value of fuel, the cost of 
which is reimbursed by or charged to 
an employer, is generally the amount 
of the actual reimbursement or the 
amount charged, provided the purchase 
of the fuel is at arm’s length. If an em-
ployer with a fleet of at least 20 auto-
mobiles that meet the requirements of 
paragraph (d)(5)(v)(C) of this section re-
imburses employees for the cost of fuel 
or allows employees to charge the em-
ployer for the cost of the fuel, however, 
the fair market value of fuel provided 
to those automobiles may be deter-
mined by reference to the employer’s 
fleet-average cents-per-mile fuel cost. 
The fleet-average cents-per-mile fuel 
cost in equal to the fleet-average per- 
gallon fuel cost divided by the fleet-av-
erage miles-per-gallon rate. The aver-
ages described in the preceding sen-
tence must be determined by averaging 
the per-gallon fuel costs and miles-per- 
gallon rates of a representative sample 
of the automobiles in the fleet equal to 
the greater of ten percent of the auto-
mobiles in the fleet or 20 automobiles 
for a representative period, such as a 
two month period. 

(iii) All other services excluded. The 
fair market value of any service not 
specifically identified in paragraph 
(d)(3)(i) of this section that is provided 
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by the employer with respect to an 
automobile (such as the services of a 
chauffeur) must be added to the Annual 
Lease Value of the automobile in deter-
mining the fair market value of the 
benefit provided. 

(4) Availability of an automobile for less 
than an entire calendar year—(i) Pro- 
rated Annual Lease Value used for con-
tinuous availability of 30 or more days. 
Except as otherwise provided in para-
graph (d)(4)(iv) of this section, for peri-
ods of continuous availability of 30 or 
more days, but less than an entire cal-
endar year, the value of the avail-
ability of the employer-provided auto-
mobile is the pro-rated Annual Lease 
Value. The pro-rated Annual Lease 
Value is calculated by multiplying the 
applicable Annual Lease Value by a 
fraction, the numerator of which is the 
number of days of availability and the 
denominator of which is 365. 

(ii) Daily Lease Value used for contin-
uous availability of less than 30 days. Ex-
cept as otherwise provided in para-
graph (d)(4)(iii) of this section, for peri-
ods of continuous availability of one or 
more but less than 30 days, the value of 
the availability of the employer-pro-
vided automobile is the Daily Lease 
Value. The Daily Lease Value is cal-
culated by multiplying the applicable 
Annual Lease Value by a fraction, the 
numerator of which is four times the 
number of days of availability and the 
denominator of which is 365. 

(iii) Election to treat all periods as peri-
ods of at least 30 days. A pro-rated An-
nual Lease Value may be applied with 
respect to a period of continuous avail-
ability of less than 30 days, by treating 
the automobile as if it had been avail-
able for 30 days, if to do so would result 
in a lower valuation than applying the 
Daily Lease Value to the shorter period 
of actual availability. 

(iv) Periods of unavailability—(A) Gen-
eral rule. In general, a pro-rated Annual 
Lease Value (as provided in paragraph 
(d)(4)(i) of this section) is used to value 
the availability of an employer-pro-
vided automobile when the automobile 
is available to an employee for a period 
of continuous availability of at least 30 
days but less than the entire calendar 
year. Neither an employer nor an em-
ployee may use a pro-rated Annual 
Lease Value when the reduction of Fed-

eral taxes is the primary reason the 
automobile is unavailable to an em-
ployee during the calendar year. 

(B) Unavailability for personal reasons 
of the employee. If an automobile is un-
available to an employee because of 
personal reasons of the employee, such 
as while the employee is on vacation, a 
pro-rated Annual Lease Value may not 
be used. For example, assume an auto-
mobile is available to an employee dur-
ing the first five months of the year 
and during the last five months of the 
year. Assume further that the period of 
unavailability occurs because the em-
ployee is on vacation. The Annual 
Lease Value, if it is applied, must be 
applied with respect to the entire 12 
month period. The Annual Lease Value 
may not be pro-rated to take into ac-
count the two-month period of unavail-
ability. 

(5) Fair market value—(i) In general. 
For purposes of determining the An-
nual Lease Value of an automobile 
under the Annual Lease Value Table, 
the fair market value of an automobile 
is that amount a hypothetical person 
would have to pay a hypothetical third 
party to purchase the particular auto-
mobile provided. Thus, for example, 
any special relationship that may exist 
between the employee and the em-
ployer must be disregarded. Also, the 
employee’s subjective perception of the 
value of the automobile is not relevant 
to the determination of the auto-
mobile’s fair market value. In addition, 
except as provided in paragraph (d)(5) 
(ii) of this section, the cost incurred by 
the employer of either purchasing of 
leasing the automobile is not deter-
minative of the fair market value of 
the automobile. 

(ii) Safe-harbor valuation rule. For 
purposes of calculating the Annual 
Lease Value of an automobile under 
this paragraph (d), the safe-harbor 
value of the automobile may be used as 
the fair market value of the auto-
mobile For an automobile owned by 
the employer, the safe-harbor value of 
the automobile is the employer’s cost 
of purchasing the automobile, provided 
the purchase is made at arm’s length. 
For an automobile leased by the em-
ployer, the safe-harbor value of the 
automobile is the value determined 
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under paragraph (d)(5)(iii) of this sec-
tion. 

(iii) Use of nationally recognized pric-
ing guides. The fair market value of an 
automobile that is (A) provided to an 
employee prior to January 1, 1985, (B) 
being revalued pursuant to paragraphs 
(d)(2) (iv) or (v) of this section, or (C) is 
a leased automobile being valued pur-
suant to paragraph (d)(5)(ii) of this sec-
tion, may be determined by using the 
retail value of such automobile as re-
ported in a nationally recognized publi-
cation that regularly reports new or 
used automobile retail values, which-
ever is applicable. The values con-
tained in (and obtained from) the pub-
lication must be reasonable with re-
spect to the automobile being valued. 

(iv) Fair market value of special equip-
ment—(A) Certain equipment excluded. 
The fair market value of an automobile 
does not include the fair market value 
of any telephone or any specialized 
equipment that is added to or carried 
in the automobile if the presence of 
such equipment is necessitated by, and 
attributable to, the business needs of 
the employer. 

(B) Use of specialized equipment outside 
of employer’s business. The value of spe-
cialized equipment must be included, 
however, if the employee to whom the 
automobile is available uses the spe-
cialized equipment in a trade of busi-
ness of the employee other than the 
employee’s trade or business of being 
an employee of the employer. 

(C) Equipment susceptible to personal 
use. The exclusion rule provided in this 
paragraph (d)(5)(iv) does not apply to 
specialized equipment susceptible to 
personal use. 

(v) Fleet-average valuation rule—(A) In 
general. An employer with a fleet of 20 
or more automobiles may use a fleet- 
average value for purposes of calcu-
lating the Annual Lease Values of the 
automobiles in the fleet. The fleet-av-
erage value is the average of the fair 
market values of each automobile in 
the fleet. The fair market value of each 
automobile in the fleet shall be deter-
mined, pursuant to the rules of para-
graphs (d)(5) (i) through (iv) of this sec-
tion, as of the later of January 1, 1985, 
or the first date on which the auto-
mobile is made available to any em-

ployee of the employer for personal 
use. 

(B) Period for use of rule. The fleet-av-
erage valuation rule of this paragraph 
(d)(5)(v) may be used by an employer as 
of January 1 of any calendar year fol-
lowing the calendar year in which the 
employer acquires a fleet of 20 or more 
automobiles. The Annual Lease Value 
calculated for the automobiles in the 
fleet, based on the fleet-average value, 
shall remain in effect for the period 
that begins with the first January 1 the 
fleet-average valuation rule of this 
paragraph (d)(5)(v) is applied by the 
employer to the automobiles in the 
fleet and ends on December 31 of the 
subsequent calendar year. The Annual 
Lease Value for each subsequent two 
year period is calculated by deter-
mining the fleet-average value of the 
automobiles in the fleet as of the first 
January 1 of such period. An employer 
may cease using the fleet-average valu-
ation rule as of any January 1. The 
fleet-average valuation rule does not 
apply as of January 1 of the year in 
which the number of automobiles in 
the employer’s fleet declines to fewer 
than 20. If, however, the employer is 
using the special accounting rule pro-
vided in Announcement 85–113 (I.R.B. 
No. 31, August 5, 1985), the employer 
may apply the rules of this paragraph 
(d)(5)(v)(B) on the basis of the special 
accounting period rather than the cal-
endar year. (This is accomplished by 
substituting (1) the beginning of the 
special accounting period that begins 
immediately prior to the January 1 de-
scribed in this paragraph (d)(5)(v)(B) 
for January 1 wherever it appears in 
this paragraph (d)(5)(v)(B) and (2) the 
end of such accounting period for De-
cember 31.) The revaluation rules of 
paragraph (d)(2) (iv) and (v) of this sec-
tion do not apply to automobiles val-
ued under this paragraph (d)(5)(v). 

(C) Limitations on use of fleet-average 
rule. The rule provided in this para-
graph (d)(5)(v) may not be used for any 
automobile whose fair market value 
(determined pursuant to paragraphs 
(d)(5) (i) through (iv) of this section as 
of either the first date on which the 
automobile is made available to any 
employee of the employer for personal 
use or, if later, January 1, 1985) exceeds 
$16,500. In addition, the rule provided in 
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this paragraph (d)(5)(v) may only be 
used for automobiles that the employer 
reasonably expects will regularly be 
used in the employer’s trade or busi-
ness. Infrequent use of the vehicle, 
such as for trips to the airport or be-
tween the employer’s multiple business 
premises, does not constitute regular 
use of the vehicle in the employer’s 
trade or business. 

(D) Additional automobiles added to the 
fleet. If the rule provided in this para-
graph (d)(5)(v) is used by an employer, 
it must be used for every automobile 
included in or added to the fleet that 
meets the requirements of paragraph 
(d)(5)(v)(C) of this section. The fleet-av-
erage value in effect at the time an 
automobile is added to the fleet is 
treated as the fair market value of the 
automobile for purposes of determining 
the Annual Lease Value of the auto-
mobile until the fleet-average value 
changes pursuant to paragraph 
(d)(5)(v)(B) of this section. 

(E) Use of the fleet-average rule by em-
ployees. An employee can only use the 
fleet-average value if it is used by the 
employer. If an employer uses the 
fleet-average value, and the employee 
uses the special valuation rule of para-
graph (d) of this section, the employee 
must use the fleet-average value. 

(6) Consistency rules—(i) Use of the 
automobile lease valuation rule by an em-
ployer. Except as provided in paragraph 
(d)(5) (v)(B) of this section, an em-
ployer may adopt the automobile lease 
valuation rule of this paragraph (d) for 
an automobile only if the rule is adopt-
ed with respect to the later of the pe-
riod that begins on January 1, 1987, or 
the first period in which the auto-
mobile is made available to an em-
ployee of the employer for personal use 
or, if the commuting valuation rule of 
paragraph (f) of this section is used 
when the automobile is first made 
available to an employee of the em-
ployer for personal use, the first period 
in which the commuting valuation rule 
is not used. 

(ii) An employer must use the auto-
mobile lease valuation rule for all subse-
quent periods. Once the automobile 
lease valuation rule has been adopted 
for an automobile by an employer, the 
rule must be used by the employer for 
all subsequent periods in which the em-

ployer makes the automobile available 
to any employee, except that the em-
ployer may, for any period during 
which use of the automobile qualifies 
for the commuting valuation rule of 
paragraph (f) of this section, use the 
commuting valuation rule with respect 
to the automobile. 

(iii) Use of the automobile lease valu-
ation rule by an employee. Except as pro-
vided in paragraph (c)(2)(ii)(C) of this 
section, an employee may adopt the 
automobile lease valuation rule for an 
automobile only if the rule is adopted 
(A) by the employer and (B) with re-
spect to the first period in which the 
automobile for which the employer 
(consistent with paragraph (d)(6)(i) of 
this section) adopted the rule is made 
available to that employee for personal 
use, or, if the commuting valuation 
rule of paragraph (f) of this section is 
used when the automobile is first made 
available to that employee for personal 
use, the first period in which the com-
muting valuation rule is not used. 

(iv) An employee must use the auto-
mobile lease valuation rule for all subse-
quent periods. Once the automobile 
lease valuation rule has been adopted 
for an automobile by an employee, the 
rule must be used by the employee for 
all subsequent periods in which the 
automobile for which the rule is used is 
available to the employee, except that 
the employee may, for any period dur-
ing which use of the automobile quali-
fies for use of the commuting valuation 
rule of paragraph (f) of this section and 
for which the employer uses the rule, 
use the commuting valuation rule with 
respect to the automobile. 

(v) Replacement automobiles. Notwith-
standing anything in this paragraph 
(D)(6) to the contrary, if the auto-
mobile lease valuation rule is used by 
an employer, or by an employer and an 
employee, with respect to a particular 
automobile, and a replacement auto-
mobile is provided to the employee for 
the primary purpose of reducing Fed-
eral taxes, then the employer, or the 
employer and the employee, using the 
rule must continue to use the rule with 
respect to the replacement automobile. 

(e) Vehicle cents-per-mile valuation 
rule—(1) In general—(i) General rule. 
Under the vehicle cents-per-mile valu-
ation rule of this paragraph (e), if an 
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employer provides an employee with 
the use of a vehicle that (A) the em-
ployer reasonably expects will be regu-
larly used in the employer’s trade or 
business throughout the calendar year 
(or such shorter period as the vehicle 
may be owned or leased by the em-
ployer) or (B) satisfies the require-
ments of paragraph (e)(1)(ii) of this sec-
tion, the value of the benefit provided 
in the calendar year is the standard 
mileage rate provided in the applicable 
Revenue Ruling or Revenue Procedure 
(‘‘cents-per-mile rate’’) multiplied by 
the total number of miles the vehicle is 
driven by the employee for personal 
purposes. For 1985, the standard mile-
age rate is 21 cents per mile for the 
first 15,000 miles and 11 cents per mile 
for all miles over 15,000. See Rev. Proc. 
85–49. The standard mileage rate must 
be applied to personal miles inde-
pendent of business miles. Thus, for ex-
ample, if an employee drives 20,000 per-
sonal miles and 35,000 business miles in 
1985, the value of the personal use of 
the vehicle is $3,700 
(15,000×$.21+5,000×$.11). For purposes of 
this section, the use of a vehicle for 
personal purposes is any use of the ve-
hicle other than use in the employee’s 
trade or business of being an employee 
of the employer. Infrequent use of the 
vehicle, such as for trips to the airport 
or between the employer’s multiple 
business premises, does not constitute 
regular use of the vehicle in the em-
ployer’s trade or business. 

(ii) Mileage rule. A vehicle satisfies 
the requirements of this paragraph 
(e)(1)(ii) in a calendar year if (A) it is 
actually driven at least 10,000 miles in 
the year, and (B) use of the vehicle dur-
ing the year is primarily by employees. 
For example, if a vehicle is used by 
only one employee during the year and 
that employee drives a vehicle at least 
10,000 miles in a calendar year, such ve-
hicle satisfies the requirements of this 
paragraph (e)(1)(ii) even if all miles 
driven by the employee are personal. 
The requirements of this paragraph 
(e)(1)(ii), however, will not be satisfied 
if during the year the vehicle is trans-
ferred among employees in such a way 
which enables an employee whose use 
was at a rate significantly less that 
10,000 miles per year to meet the 10,000 
mile threshold. Assume that an em-

ployee uses a vehicle for the first six 
months of the year and drives 2,000 
miles, and that vehicle is then used by 
other employees who drive the vehicle 
8,000 miles in the last six months of the 
year. Because the rate at which miles 
were driven in the first six months of 
the year would result in only 4,000 
miles being driven in the year, and be-
cause the first employee did not use 
the vehicle during the last six months 
of the year, the requirements of this 
paragraph (e)(1)(ii) are not satisfied. 
The requirement of paragraph 
(e)(1)(ii)(B) of this section is deemed 
satisfied if employees use the vehicle 
on a consistent basis for commuting. If 
the employer does not own or lease the 
vehicle during a portion of the year, 
the 10,000 mile threshold is to be re-
duced proportionately to reflect the pe-
riods when the employer owned or 
leased the vehicle. For purposes of this 
paragraph (e)(1)(ii), use of the vehicle 
by an individual (other than the em-
ployee) whose use would be taxed to 
the employee is not considered use by 
the employee. 

(iii) Limitation on use of the vehicle 
cents-per-mile valuation rule. The value 
of the use of an automobile (as defined 
in paragraph (d)(1)(ii) of this section) 
may not be determined under the vehi-
cle cents-per-mile valuation rule of 
this paragraph (e) if the fair market 
value of the automobile (determined 
pursuant to paragraphs (d)(5) (i) 
through (iv) of this section as of the 
later of January 1, 1985, or the first 
date on which the automobile is made 
available to any employee of the em-
ployer for personal use) exceeds $12,800. 
No inference may be drawn from the 
promulgation or terms of this section 
concerning the application of law in ef-
fect prior to January 1, 1985. 

(2) Definition of vehicle. For purposes 
of this paragraph (e), the term ‘‘vehi-
cle’’ means any motorized wheeled ve-
hicle manufactured primarily for use 
on public streets, roads, and highways. 
The term ‘‘vehicle’’ includes an auto-
mobile as defined in paragraph (d)(1)(ii) 
of this section. 

(3) Services included in, or excluded 
from, the cents-per-mile rate—(i) Mainte-
nance and insurance included. The 
cents-per-mile rate includes the fair 
market value of maintenance of, and 
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insurance for, the vehicle. An employer 
may not reduce the cents-per-mile rate 
by the fair market value of any service 
included in the cents-per-mile rate but 
not provided by the employer. An em-
ployer or employee may take into ac-
count the services provided with re-
spect to the automobile by valuing the 
availability of the automobile under 
the general valuation rules of para-
graph (b) of this section. 

(ii) Fuel provided by the employer—(A) 
Miles driven in the United States, Can-
ada, and Mexico. With respect to miles 
driven in the United States, Canada, 
and Mexico, the cents-per-mile rate in-
cludes the fair market value of fuel 
provided by the employer. If fuel is not 
provided by the employer, the cents- 
per-mile rate may be reduced by no 
more than 5.5 cents or the amount 
specified in any applicable Revenue 
Ruling or Revenue Procedure. For pur-
poses of this section, the United States 
includes the United States and its ter-
ritories. 

(B) Miles driven outside the United 
States, Canada, and Mexico. With re-
spect to miles driven outside the 
United States, Canada, and Mexico, the 
fair market value of fuel provided by 
the employer is not reflected in the 
cents-per-mile rate. Accordingly, the 
cents-per-mile rate may be reduced but 
by no more than 5.5 cents or the 
amount specified in any applicable 
Revenue Ruling or Revenue Procedure. 
If the employer provides the fuel in 
kind, it must be valued based on all the 
facts and circumstances. If the em-
ployer reimburses the employee for the 
cost of fuel or allows the employee to 
charge the employer for the cost of 
fuel, the fair market value of the fuel 
is generally the amount of the actual 
reimbursement or the amount charged, 
provided the purchase of fuel is at 
arm’s length. 

(4) Valuation of personal use only. The 
vehicle cents-per-mile valuation rule of 
this paragraph (e) may only be used to 
value the miles driven for personal pur-
poses. Thus, the employer must include 
an amount in an employee’s income 
with respect to the use of a vehicle 
that is equal to the product of the 
number of personal miles driven by the 
employee and the appropriate cents- 
per-mile rate. The employer may not 

include in income a greater or lesser 
amount; for example, the employer 
may not include in income 100 percent 
(all business and personal miles) of the 
value of the use of the vehicle. The 
term ‘‘personal miles’’ means all miles 
driven by the employee except miles 
driven by the employee is the employ-
ee’s trade or business of being an em-
ployee of the employer. 

(5) Consistency rules—(i) Use of the ve-
hicle cents-per-mile valuation rule by an 
employer. An employer must adopt the 
vehicle cents-per-mile valuation rule of 
this paragraph (e) for a vehicle by the 
later of the period that begins on Janu-
ary 1, 1987, or the first period in which 
the vehicle is used by an employee of 
the employer for personal use or, if the 
commuting valuation rule of paragraph 
(f) of this section is used when the ve-
hicle is first used by an employee of 
the employer for personal use, the first 
period in which the commuting valu-
ation rule is not used. 

(ii) An employer must use the vehicle 
cents-per-mile valuation rule for all subse-
quent periods. Once the vehicle cents- 
per-mile valuation rule has been adopt-
ed for a vehicle by an employer, the 
rule must be used by the employer for 
all subsequent periods in which the ve-
hicle qualifies for use of the rule, ex-
cept that (A) the employer may, for 
any period during which use of the ve-
hicle qualifies for the commuting valu-
ation rule of paragraph (f) of this sec-
tion, use the commuting valuation rule 
with respect to the vehicle, and (B) if 
the employer elects to use the auto-
mobile lease valuation rule of para-
graph (d) of this section for a period in 
which the vehicle does not qualify for 
use of the vehicle cents-per-mile valu-
ation rule, then the employer must 
comply with the requirements of para-
graph (d)(6) of this section. If the vehi-
cle fails to qualify for use of the vehi-
cle cents-per-mile valuation rule dur-
ing a subsequent period, the employer 
may adopt for such subsequent period 
and thereafter any other special valu-
ation rule for which the vehicle then 
qualifies. For purposes of paragraph 
(d)(6) of this section, the first day on 
which an automobile with respect to 
which the vehicle cents-per-mile rule 
had been used fails to qualify for use of 
the vehicle cents-per-mile valuation 
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rule may be deemed to be the first day 
on which the automobile is available to 
an employee of the employer for per-
sonal use. 

(iii) Use of the vehicle cents-per-mile 
valuation rule by an employee. An em-
ployee may adopt the vehicle cents- 
per-mile valuation rule for a vehicle 
only if the rule is adopted (A) by the 
employer and (B) with respect to the 
first period in which the vehicle for 
which the employer (consistent with 
paragraph (e)(5)(i) of this section) 
adopted the rule is available to that 
employee for personal use or, if the 
commuting valuation rule of paragraph 
(f) of this section is used by both the 
employer and the employee when the 
vehicle is first used by an employee for 
personal use, the first period in which 
the commuting valuation rule is not 
used. 

(iv) An employee must use the vehicle 
cents-per-mile valuation rule for all subse-
quent periods. Once the vehicle cents- 
per-mile valuation rule has been adopt-
ed for a vehicle by an employee, the 
rule must be used by the employee for 
all subsequent periods of personal use 
of the vehicle by the employee for 
which the rule is used by the employer, 
except that the employee may, for any 
period during which use of the vehicle 
qualifies for use of the commuting 
valuation rule of paragraph (f) of this 
section and for which such rule is used 
by the employer, use the commuting 
valuation rule with respect to the vehi-
cle. 

(v) Replacement vehicles. Notwith-
standing anything in this paragraph 
(e)(5) to the contrary, if the vehicle 
cents-per-mile valuation rule is used 
by an employer, or by an employer and 
an employee, with respect to a par-
ticular vehicle, and a replacement ve-
hicle is provided to the employee for 
the primary purpose of reducing Fed-
eral taxes, then the employer, or the 
employer and the employee, using the 
rule must continue to use the rule with 
respect to the replacement vehicle if 
the replacement vehicle qualifies for 
use of the rule. 

(f) Commuting valuation rule—(1) In 
general. Under the commuting valu-
ation rule of this paragraph (f), the 
value of the commuting use of an em-
ployer-provided vehicle may be deter-

mined pursuant to paragraph (f)(3) of 
this section if the following criteria 
are met by the employer and employ-
ees with respect to the vehicle: 

(i) The vehicle is owned or leased by 
the employer and is provided to one or 
more employees for use in connection 
with the employer’s trade or business 
and is used in the employer’s trade or 
business; 

(ii) For bona fide noncompensatory 
business reasons, the employer requires 
the employee to commute to and/or 
from work in the vehicle; 

(iii) The employer has established a 
written policy under which the em-
ployee may not use the vehicle for per-
sonal purposes, other than for com-
muting or de minimis personal use 
(such as a stop for a personal errand on 
the way between a business delivery 
and the employee’s home); 

(iv) Except for de minimis personal 
use, the employee does not use the ve-
hicle for any personal purpose other 
than commuting; and 

(v) The employee required to use the 
vehicle for commuting is not a control 
employee of the employer (as defined 
in paragraphs (f) (5) and (6) of this sec-
tion). 
If the vehicle is a chauffeur-driven ve-
hicle, the commuting valuation rule of 
this paragraph (f) may not be used to 
value the commuting use of any pas-
senger who commutes in the vehicle. 
The rule may be used, however, to 
value the commuting use of the chauf-
feur. Personal use of a vehicle is all use 
of the vehicle by the employee that is 
not used in the employee’s trade or 
business of being an employee of the 
employer. 

(2) Special rules. Notwithstanding 
anything in paragraph (f)(1) of this sec-
tion to the contrary, the following spe-
cial rules apply— 

(i) Written policy not required in 1985. 
The policy described in paragraph 
(f)(1)(iii) of this section prohibiting 
personal use need not be written with 
respect to the commuting use which 
occurs prior to January 1, 1986; 

(ii) Commuting use during 1985. For 
commuting use that occurs after De-
cember 31, 1984, but before January 1, 
1986, the restrictions of paragraph 
(f)(1)(v) of this section shall be applied 
by substituting ‘‘an employee who is 
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an officer or a five-percent owner of the 
employer’’ in lieu of ‘‘a control em-
ployee’’. For purposes of determining 
who is a five-percent owner, any indi-
vidual who owns (or is considered as 
owning) five or more percent of the fair 
market value of an entity (the ‘‘owned 
entity’’) is considered a five-percent 
owner of all entities that would be ag-
gregated with the owned entity under 
the rules of section 414 (b), (c), or (m). 
An employee who is an officer of an 
employer shall be treated as an officer 
of all entities treated as a single em-
ployer pursuant to section 414 (b), (c), 
or (m). The definitions provided in 
paragraphs (f)(5)(i) and (f)(6) of this sec-
tion may be used to define an officer; 
and 

(iii) Control employee exception. If the 
vehicle in which the employee is re-
quired to commute is not an auto-
mobile as defined in paragraph (d)(1)(ii) 
of this section, the restrictions of para-
graph (f)(1)(v) of this section do not 
apply. 

(3) Commuting value—(i) $1.50 per one- 
way commute. If the requirements of 
this paragraph (f) are satisfied, the 
value of the commuting use of an em-
ployer-provided vehicle is $1.50 per one- 
way commute (e.g., from home to work 
or from work to home). 

(ii) Value per employee. If there is 
more than one employee who com-
mutes in the vehicle, such as in the 
case of an employer-sponsored car pool, 
the amount includible in the income of 
each employee is $1.50 per one-way 
commute. Thus, the amount includible 
for each round-trip commute is $3.00 
per employee. 

(4) Definition of vehicle. For purposes 
of this paragraph (f), the term ‘‘vehi-
cle’’ means any motorized wheeled ve-
hicle manufactured primarily for use 
on public streets, roads, and highways. 
The term ‘‘vehicle’’ includes an auto-
mobile as defined in paragraph (d)(1)(ii) 
of this section. 

(5) Control employee defined—Non-gov-
ernment employer. For purposes of this 
paragraph (f), a control employee of a 
non-government employer is any em-
ployee— 

(i) Who is a Board- or shareholder-ap-
pointed, confirmed, or elected officer of 
the employer, 

(ii) Who is a director of the employer, 
or 

(iii) Who owns a one-percent or great-
er equity, capital, or profits interest in 
the employer. 

For purposes of determining who is a 
one-percent owner under paragraph 
(f)(5)(iii) of this section, any individual 
who owns (or is considered as owning 
under section 318(a) or principles simi-
lar to section 318(a) for entities other 
than corporations) one percent or more 
of the fair market value of an entity 
(the ‘‘owned entity’’) is considered a 
one-percent owner of all entities which 
would be aggregated with the owned 
entity under the rules of section 414 
(b), (c), or (m). An employee who is an 
officer of an employer shall be treated 
as an officer of all entities treated as a 
single employer pursuant to section 414 
(b), (c) or (m). 

(6) Control employee defined—Govern-
ment employer. For purposes of this 
paragraph (f), a control employee of a 
government employer if any— 

(i) Elected official, 
(ii) Federal employee who is ap-

pointed by the President and confirmed 
by the Senate. In the case of commis-
sioned officers of the United States 
Armed Forces, an officer is any indi-
vidual with the rank of brigadier gen-
eral or above or the rank of rear admi-
ral (lower half) or above; or 

(iii) State or local executive officer 
comparable to the individuals de-
scribed in paragraph (f)(6) (i) and (ii) of 
this section. 

For purposes of this paragraph (f), the 
term ‘‘government’’ includes any Fed-
eral, state, or local governmental unit, 
and any agency or instrumentality 
thereof. 

(g) Non-commercial flight valuation 
rule—(1) In general. Under the non-com-
mercial flight valuation rule of this 
paragraph (g), if an employee is pro-
vided with a flight on an employer-pro-
vided aircraft, the value of the flight is 
calculated using the aircraft valuation 
formula provided in paragraph (g)(5) of 
this section. Except as otherwise pro-
vided, for purposes of this paragraph 
(g), a flight provided to a person whose 
flight would be taxable to an employee 
as the recipient is referred to as pro-
vided to the employee, and a flight 
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taken by such person is considered a 
flight taken by the employee. 

(2) Eligible flights and eligible aircraft. 
The valuation rule of this paragraph 
(g) may be used to value flights on all 
employer-provided aircraft, including 
helicopters. The valuation rule of this 
paragraph (g) may be used to value 
international as well as domestic 
flights. The valuation rule of this para-
graph (g) may not be used to value a 
flight on any commercial aircraft on 
which air transportation is sold to the 
public on a per-seat basis. For a special 
valuation rule relating to certain 
flights on commercial aircraft, see 
paragraph (h) of this section. 

(3) Definition of a flight—(i) General 
rule. Except as otherwise provided in 
paragraph (g)(3)(iii) of this section (re-
lating to intermediate stops), for pur-
poses of this paragraph (g), an individ-
ual’s flight is the distance (in statute 
miles) between the place at which the 
individual boards the aircraft and the 
place at which the individual deplanes. 

(ii) Valuation of each flight. Under the 
valuation rule of this paragraph (g), 
value is determined separately for each 
flight. Thus, a round-trip is comprised 
of at least two flights. For example, an 
employee who takes a personal trip on 
an employer-provided aircraft from 
New York, New York to Denver, Colo-
rado, Denver to Los Angeles, Cali-
fornia, and Los Angeles to New York 
has taken three flights and must apply 
the aircraft valuation formula sepa-
rately to each flight. The value of a 
flight must be determined on a pas-
senger-by-passenger basis. For exam-
ple, if an individual accompanies an 
employee and the flight taken by the 
individual would be taxed to the em-
ployee, the employee would be taxed on 
the special rule value of the flight by 
the employee and by the individual. 

(iii) Intermediate stop. If the primary 
purpose of a landing is necessitated by 
weather conditions, by an emergency, 
for purposes of refueling or obtaining 
other services relating to the aircraft, 
or for purposes of the employer’s busi-
ness unrelated to the employee whose 
flight is being valued (‘‘an inter-
mediate stop’’), the distance between 
the place at which the trip originates 
and the place at which the inter-
mediate stop occurs is not considered a 

flight. For example, assume that an 
employee’s trip originates in St. Louis, 
Missouri, on route to Seattle, Wash-
ington, but, because of weather condi-
tions, the aircraft lands in Denver, Col-
orado, and the employee stays in Den-
ver overnight. Assume further that the 
next day the aircraft flies to Seattle 
where the employee deplanes. The em-
ployee’s flight is the distance between 
the airport in St. Louis and the airport 
in Seattle. Assume that a trip origi-
nates in New York, New York, with 
five passengers and makes an inter-
mediate stop in Chicago, Illinois, be-
fore going on to Los Angeles, Cali-
fornia. If one of the five passengers 
deplanes in Chicago, the distance of 
that passenger’s flight would be the 
distance between the airport in New 
York and the airport in Chicago. The 
intermediate stop is disregarded when 
measuring the flights taken by each of 
the other passengers. Their flights 
would be the distance between the air-
port in New York and the airport in 
Los Angeles. 

(4) Personal and non-personal flights— 
(i) In general. The valuation rule of this 
paragraph (g) applies to personal 
flights on employer-provided aircraft. 
A personal flight is one the value of 
which is not excludable under another 
section of subtitle A, such as under sec-
tion 132(d) (relating to a working con-
dition fringe). However, solely for pur-
poses of paragraphs (g)(4)(ii) and 
(g)(4)(iii) of this section, references to 
personal flights do not include flights a 
portion of which would not be exclud-
able by reason of section 274.(c). 

(ii) Trip primarily for employer’s busi-
ness. If an employee combines, in one 
trip, personal and business flights on 
an employer-provided aircraft and the 
employee’s trip is primarily for the 
employer’s business (see § 1.162–2(b)(2)), 
the employee must include in income 
the excess of the value of all the flights 
that comprise the trip over the value of 
the flights that would have been taken 
had there been no personal flights but 
only business flights. For example, as-
sume that an employee flies on an em-
ployer-provided aircraft from Chicago, 
Illinois to Miami, Florida, for the em-
ployer’s business and that from Miami 
the employee flies on the employer- 
provided aircraft to Orlando, Florida, 
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for personal purposes and then flies 
back to Chicago. Assume further that 
the primary purpose of the trip is for 
the employer’s business. The amount 
includible in income is the excess of 
the value of the three flights (Chicago 
to Miami, Miami to Orlando, and Or-
lando to Chicago), over the value of the 
flights that would have been taken had 
there been no personal flights but only 
business flights (Chicago to Miami and 
Miami to Chicago). 

(iii) Primarily personal trip. In an em-
ployee combines, in one trip, personal 
and business flights on an employer- 
provided aircraft and the aircraft’s trip 
is primarily personal (see § 1.162– 
2(b)(2)), the amount includible in the 
employee’s income is the value of the 
personal flights that would have been 
taken had there been no business 
flights but only personal flights. For 
example, assume that an employee 
flies on an employer-provided aircraft 
from San Francisco, California, to Los 
Angeles, California, for the employer’s 
business and that from Los Angeles the 
employee flies on an employer-provided 
aircraft to Palm Springs, California, 
primarily for personal reasons and then 
flies back to San Francisco. Assume 
further that the primary purpose of the 
trip is personal. The amount includible 
in the employee’s income is the value 
of personal flights that would have 
been taken had there been no business 
flights but only personal flights (San 
Francisco to Palm Springs and Palm 
Springs to San Francisco). 

(iv) Application of section 274(c). The 
value of employer-provided travel out-
side the United States away from home 
may not be excluded from the employ-
ee’s gross income as a working condi-
tion fringe, by either the employer or 
the employee, to the extent not deduct-
ible by reason of section 274(c). The 
valuation rule of this paragraph (g) ap-
plies to that portion of the value of any 
flight not excludable by reason of sec-
tion 274(c). Such value must be in-
cluded in income in addition to the 
amounts determined under paragraphs 
(g)(4)(ii) and (g)(4)(iii) of this section. 

(v) Flight by individuals who are not 
personal guests. If an individual who is 
not an employee of the employer pro-
viding the aircraft is on a flight, and 
the individual is not the personal guest 

of any employee, the flight by the indi-
vidual is not taxable to any employee 
of the employer providing the aircraft. 
The rule in the preceding sentence ap-
plies where the individual is provided 
the flight by the employer for non-
compensatory business reasons of the 
employer. For example, assume that G, 
and employee of company Y, accom-
panies A, an employee of company X, 
on company X’s aircraft for the pur-
pose of inspecting land under consider-
ation for purchase by company X from 
company Y. The flight by G is not tax-
able to A. 

(5) Aircraft valuation formula. Under 
the valuation rule of this paragraph 
(g), the value of a flight is determined 
by multiplying the base aircraft valu-
ation formula for the period during 
which the flight was taken by the ap-
propriate aircraft multiple (as provided 
in paragraph (g)(7) of this section) and 
then adding the applicable terminal 
charge. The base aircraft valuation for-
mula (also known as the Standard In-
dustry Fare Level formula or SIFL) in 
effect on June 30, 1985, is as follows: 
($.1402 per mile for the first 500 miles, 
$.1069 per mile for miles between 501 
and 1500, and $.1028 per mile for miles 
over 1500). The terminal charge in ef-
fect on June 30, 1985, is $25.62. The SIFL 
cents-per-mile rates in the formula and 
the terminal charge are calculated by 
the Department of Transportation and 
are revised semi-annually. 

(6) SIFL formula in effect for a par-
ticular flight. For purposes of this para-
graph (g), in determining the value of a 
particular flight during the first six 
months of a calendar year, the SIFL 
formula (and terminal charge) in effect 
on December 31 of the preceding year 
applies, and in determining the value 
of a particular flight during the last six 
months of a calendar year, the SIFL 
formula (and terminal charge) in effect 
on June 30 of that year applies. The fol-
lowing is the SIFL formula in effect on 
December 31, 1984: ($.1480 per mile for 
the first 500 miles, $.1128 per mile for 
miles between 501 and 1500, and $.1085 
per mile for miles over 1500). The ter-
minal charge in effect on December 31, 
1984, is $27.05. 

(7) Aircraft multiples—(i) In general. 
The aircraft multiples are based on the 
maximum certified takeoff weight of 
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the aircraft. For purposes of applying 
the aircraft valuation formula de-
scribed in paragraph (g)(5) of this sec-
tion, the aircraft multiples are as fol-
lows: 

[In percent] 

Maximum certified takeoff weight of 
the aircraft 

Aircraft multiple for 
a— 

Control 
employee 

Non-con-
trol em-
ployee 

6,000 lbs. or less ............................... 62.5 15.6 
6,001 to 10,000 lbs ........................... 125.0 23.4 
10,001 to 25,000 lbs ......................... 300.0 31.3 
25,001 lbs. or more ........................... 400.0 31.3 

(ii) Flights treated as provided a to con-
trol employee. Except as provided in 
paragraph (g)(10) of this section, any 
flight provided to an individual whose 
flight would be taxable to a control 
employee (as defined in paragraph 
(g)(8) and (9) of this section) as the re-
cipient shall be valued as if such flight 
has been provided to that control em-
ployee. For example, assume that the 
chief executive officer of an employer, 
his spouse, and his two children fly on 
an employer-provided aircraft for per-
sonal purposes. Assume further that 
the maximum certified takeoff weight 
of the aircraft is 12,000 lbs. The amount 
includible in the employee’s income is 
4 × ((300 percent × base aircraft valu-
ation formula) plus the applicable ter-
minal charge). 

(8) Control employee defined—Non-
government employer. For purposes of 
this paragraph (g), a control employee 
of a non-government employer is any 
employee— 

(i) Who is a Board- or shareholder- 
appointed, confirmed, or elected officer 
of the employer, limited to the lesser 
of (A) one-percent of all employees (in-
creased to the next highest integer, if 
not an integer) or (B) ten employees; 

(ii) Whose compensation equals or ex-
ceeds the compensation of the top one 
percent most highly-paid employees of 
the employer (increased to the next 
highest integer, if not an integer) lim-
ited to a maximum of 25 employees; 

(iii) Who owns a ten-percent or great-
er equity, capital or profits interest in 
the employer; or 

(iv) Who is a director of the em-
ployer. 

For purposes of this paragraph (g), any 
employee who is a family member 
(within the meaning of section 
267(c)(4)) of a control employee is also 
a control employee. Pursuant to this 
paragraph (g)(8), an employee may be a 
control employee under more than one 
of the requirements listed in para-
graphs (g)(8) (i) through (iv) of this sec-
tion. For example, an employee may be 
both an officer under paragraph 
(g)(8)(i) of this section and a highly- 
paid employee under paragraph 
(g)(8)(ii) of this section. In this case, 
for purposes of the officer limitation 
rule of paragraph (g)(8)(i) of this sec-
tion and the highly-paid employee lim-
itation rule of paragraph (g)(8)(ii) of 
this section, the employee would be 
counted as reducing both such limita-
tion rules. In no event shall an em-
ployee whose compensation is less than 
$50,000 be a control employee under 
paragraph (g)(8)(ii) of this section. For 
purposes of determining who is a ten- 
percent owner under paragraph 
(g)(8)(iii) of this section, any individual 
who owns (or is considered as owning 
under section 318(a) or principles simi-
lar to section 318(a) for entities other 
than corporations) ten percent or more 
of the fair market value of an entity 
(the ‘‘owned entity’’) is considered a 
ten-percent owner of all entities which 
would be aggregated with the owned 
entity under the rules of section 414 
(b), (c), or (m). For purposes of deter-
mining who is an officer under para-
graph (g)(8)(i) of this section, notwith-
standing anything in this section to 
the contrary, if the employer would be 
aggregated with other employers under 
the rules of section 414 (b), (c), or (m), 
the officer definition and the limita-
tions are applied to each separate em-
ployer rather than to the aggregated 
employer. If applicable, the officer lim-
itation rule of paragraph (g)(8)(i) of 
this section is applied to employees in 
descending order of their compensa-
tion. Thus, if an employer has 11 board- 
appointed officers, the employee with 
the least compensation of those offi-
cers would not be an officer under para-
graph (g)(8)(i) of this section. For pur-
poses of this paragraph (g), the term 
‘‘compensation’’ means the amount re-
ported on a Form W-2 as income for the 
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prior calendar year. Compensation in-
cludes all amounts received from all 
entities treated as a single employer 
under section 414 (b), (c), or (m). 

(9) Control employee defined—Govern-
ment. For purposes of this paragraph 
(g), a control employee of a govern-
ment employer is any— 

(i) Elected officials; 
(ii) Federal employee who is ap-

pointed by the President and confirmed 
by the Senate. In the case of commis-
sioned officers of the United States 
Armed Forces, an officer is any indi-
vidual with the rank or brigadier gen-
eral or above or the rank of rear admi-
ral (lower half) or above; or 

(iii) State or local executive officer 
comparable to the individuals in para-
graph (g)(9)(i) and (ii) of this section. 
For purposes of this paragraph (g), the 
term ‘‘government’’ includes any Fed-
eral, state, or local government unit, 
and any agency or instrumentality 
thereof. 

(10) Seating capacity rule—(i) In gen-
eral. Where 50 percent of more of the 
regular passenger seating capacity of 
an aircraft (as used by the employer) is 
occupied by individuals whose flights 
are primarily for the employer’s busi-
ness (and whose flights are excludable 
from income under section 132(d)), the 
value of a flight on that aircraft by any 
employee who is not flying primarily 
for the employer’s business (or who is 
flying primarily for the employer’s 
business but the value of whose flight 
is not excludable under section 132(d) 
by reason of section 274(c)) is deemed 
to be zero. See § 1.132–5T which limits 
the exclusion under section 132(d) to 
situations where the employee receives 
the flight in connection with the per-
formance of services for the employer 
providing the aircraft. For purposes of 
this paragraph (g)(10), the term ‘‘em-
ployee’’ includes only employees and 
partners of the employer providing the 
aircraft and does not include inde-
pendent contractors and directors of 
the employer. 
For purposes of this paragraph (g)(10), 
the second sentence of paragraph (g)(1) 
of this section will not apply. Instead, 
a flight taken by an individual who is 
either treated as an employee pursuant 
to section 132(f)(1) or whose flight is 
treated as a flight taken by an em-

ployee pursuant to section 132(f)(2) is 
considered a flight taken by an em-
ployee. If (A) a flight is considered 
taken by an individual other than an 
employee (as defined in this paragraph 
(g)(10)), (B) the value of that individ-
ual’s flight is not excludable under sec-
tion 132(d), and (C) the seating capacity 
rule of this paragraph (g)(10) otherwise 
applies, then the value of the flight 
provided to such an individual is the 
value of a flight provided to a non-con-
trol employee (even if the individual 
who would be taxed on the value of 
such individual’s flight is a control em-
ployee). 

(ii) Application of 50-percent test to 
multiple flights. The seating capacity 
rule of this paragraph (g)(10) must be 
met both at the time the individual 
whose flight is being valued boards the 
aircraft and at the time the individual 
deplanes. For example, assume that 
employee A boards an employer-pro-
vided aircraft for personal purposes in 
New York, New York, and that at that 
time 80 percent of the regular pas-
senger seating capacity of the aircraft 
is occupied by individuals whose flights 
are primarily for the employer’s busi-
ness (and whose flights are excludable 
from income under section 132(d)) (‘‘the 
business passengers’’). If the aircraft 
flies directly to Hartford, Connecticut 
where all of the passengers, including 
A, deplane, the requirements of the 
seating capacity rule of this paragraph 
(g)(10) have been satisfied. If instead, 
some of the passengers, including A, re-
main on the aircraft in Hartford and 
the aircraft continues on to Boston, 
Massachusetts, where they all deplane, 
the requirements of the seating capac-
ity rule of this paragraph (g)(10) will 
not be satisfied unless at least 50 per-
cent of the seats comprising the air-
craft’s regular passenger seating capac-
ity were occupied by the business pas-
sengers at the time A deplanes in Bos-
ton. 

(iii) Regular passenger seating capac-
ity. The regular passenger seating ca-
pacity of an aircraft is the maximum 
number of seats that have at any time 
been on the aircraft (while owned or 
leased by the employer). Except to the 
extent excluded pursuant to paragraph 
(g)(10)(v) of this section, regular seat-
ing capacity includes all seats which 
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may be occupied by members of the 
flight crew. It is irrelevant that on a 
particular flight, less than the max-
imum number of seats are available for 
use, because, for example, some of the 
seats are removed. When determining 
the maximum number of seats, those 
seats that cannot at any time be le-
gally used during takeoff and are not 
any time used during takeoff are not 
counted. 

(iv) Examples. The rules of paragraph 
(g)(10)(iii) of this section are illus-
trated by the following examples: 

Example 1. Employer A and employer B 
order the same aircraft, except that A orders 
it with 10 seats and B orders it with eight 
seats. A always uses its aircraft as a 10-seat 
aircraft; B always uses its aircraft as an 
eight-seat aircraft. The regular passenger 
seating capacity of A’s aircraft is 10 and of 
B’s aircraft is eight. 

Example 2. Assume the same facts as in ex-
ample (1), except that whenever A’s chief ex-
ecutive officer and spouse use the aircraft 
eight seats are removed. Even if substan-
tially all of the use of the aircraft is by the 
chief executive officer and spouse the regular 
passenger seating capacity of the aircraft is 
10. 

Example 3. Assume the same facts as in ex-
ample (1), except that whenever more than 
eight people want to fly in B’s aircraft, two 
extra seats are added. Even if substantially 
all of the use of the aircraft occurs with 
eight seats, the regular passenger seating ca-
pacity of the aircraft is 10. 

(v) Seats occupied by flight crew. When 
determining the regular passenger 
seating capacity of an aircraft, any 
seat occupied by a member of the flight 
crew (whether or not such individual is 
an employee of the employer providing 
the aircraft) shall not be counted, un-
less the purpose of the flight by such 
individual is not primarily to serve as 
a member of the flight crew. If the seat 
occupied by a member of the flight 
crew is not counted as a passenger seat 
pursuant to the previous sentence, 
such member of the flight crew is dis-
regarded in applying the 50 percent test 
described in the first sentence of para-
graph (g)(10)(i) of this section. For ex-
ample, assume that, prior to the appli-
cation of this paragraph (g)(10)(v), the 
regular passenger seating capacity of 
an aircraft is two seats. 

Assume further that an employee pi-
lots the aircraft and that the employ-

ee’s flight is not primarily for the em-
ployer’s business. If the employee’s 
spouse occupies the other seat for per-
sonal purposes, the seating capacity 
rule is not met and the value of both 
flights must be included in the employ-
ee’s income. If, however, the employ-
ee’s flight were primarily for the em-
ployer’s business (unrelated to serving 
as a member of the flight crew), then 
the seating capacity rule is met and 
the value of the flight for the employ-
ee’s spouse is deemed to be zero. If the 
employee’s flight were primarily to 
serve as a member of the flight crew, 
then the seating capacity rule is not 
met and the value of a flight by any 
passenger for primarily personal rea-
sons is not deemed to be zero. 

(11) Erroneous use of the non-commer-
cial flight valuation rule—(i) In general. 
If the non-commercial flight valuation 
rule of this paragraph (g) is used by an 
employer or a control employee, as the 
case may be, on a return as originally 
filed, on the grounds that either the 
control employee is not in fact a con-
trol employee, or that the aircraft is 
within a specific weight classification, 
and either position is subsequently de-
termined to be erroneous, the valu-
ation rule of this paragraph (g) (includ-
ing paragraph (g)(13) of this section) is 
not available to value the flight taken 
by that control employee by the person 
or persons taking the erroneous posi-
tion. With respect to the weight classi-
fications, the previous sentence does 
not apply if the position taken is that 
the weight of the aircraft is greater 
than it is subsequently determined to 
be. If, with respect to a flight by a con-
trol employee, the seating capacity 
rule of paragraph (g)(10) of this section 
is used by an employer or the control 
employee, as the case may be, on a re-
turn as originally filed, and it is subse-
quently determined that the require-
ments of paragraph (g)(10) of this sec-
tion were not met, the valuation rule 
of this paragraph (g) (including para-
graph (g)(13) of this section) is not 
available to value the flight taken by 
that control employee by the person or 
persons taking the erroneous position. 

(ii) Value of flight excluded as a work-
ing condition fringe. If either an em-
ployer or an employee, on a return as 
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originally filed, excludes from the em-
ployee’s income or wages the value of a 
flight on the grounds that the flight 
was excludable as a working condition 
fringe under section 132, and that posi-
tion is subsequently determined to be 
erroneous, the valuation rule of this 
paragraph (g) (including paragraph 
(g)(13) of this section) is not available 
to value the flight taken by that em-
ployee by the person or persons taking 
the erroneous position. 

(12) Consistency rules—(i) Use by the 
employer. Except as otherwise provided 
in paragraphs (g)(11) and (g)(13)(iv) of 
this section, if the non-commercial 
flight valuation rule of this paragraph 
(g) is used by an employer to value 
flights provided in a calendar year, the 
rule must be used to value all flights 
provided in the calendar year. 

(ii) Use by the employee. Except as 
otherwise provided in paragraphs 
(g)(11) and (g)(13)(iv) of this section, if 
the non-commercial flight valuation 
rule of this paragraph (g) is used by an 
employee to value a flight taken in a 
calendar year, the rule must be used to 
value all flights taken in the calendar 
year. 

(13) Transitional valuation rule—(i) In 
general. If the value of a flight deter-
mined under this paragraph (g)(13) is 
lower than the value of the flight oth-
erwise determined under paragraph (g) 
of this section, the value of the flight 
is the lower amount. The transitional 
valuation rule of this paragraph (g)(13) 
is available only for flights provided 
after December 31, 1984, and before Jan-
uary 1, 1986. 

(ii) Transitional valuation rule aircraft 
multiples. The appropriate aircraft mul-
tiples under the transitional valuation 
rule are as follows: 

(A) 125 percent of the base aircraft 
valuation formula, plus the applicable 
terminal charge, for any flight by any 
employee who is not a key employee 
(as defined in paragraph (g)(13)(iii) of 
this section.) 

(B) 125 percent of the base aircraft 
valuation formula, plus the applicable 
terminal charge, for a flight by a key 
employee if there is a primary business 
purpose of the trip by the aircraft. For 
purposes of this paragraph (g)(13)(ii) 
(B), entertaining an employee or other 
individual is not a business purpose. 

(C) 600 percent of the base aircraft 
valuation formula, plus the applicable 
terminal charge, for a flight by a key 
employee if there is not primary busi-
ness for the trip by the aircraft. 

Where there is no business purpose for 
the trip by the aircraft, the alternative 
valuation rule may not be used to 
value a flight by a key employee. For 
purposes of this section, compensating 
an employee is not a business purpose. 

(iii) Key employee defined. A ‘‘key em-
ployee’’ is any employee who is a five- 
percent owner or an officer of the em-
ployer, or who, with respect to a par-
ticular trip by the aircraft, controls 
the use of the aircraft. For purposes of 
determining who is a five-percent 
owner, any individual who owns (or is 
considered as owning) five or more per-
cent of the fair market value of an en-
tity (the ‘‘owned entity’’) is considered 
a five-percent owner of all entities that 
would be aggregated with the owned 
entity under the rules of section 414(b), 
(c), or (m). 

(iv) Erroneous use of transitional valu-
ation rule. If the transitional valuation 
rule is used by an employer or a key 
employee, as the case may be, on a re-
turn as originally filed, on the grounds 
that— 

(A) The key employee is not in fact a 
key employee, 

(B) An aircraft trip had a primary 
business purpose, or 

(C) An aircraft trip had some busi-
ness purpose, 
and such position is subsequently de-
termined to be erroneous, neither the 
transitional valuation rule nor the 
non-commercial flight valuation rule 
of this paragraph (g) is available to 
value such flight taken by that key 
employee by the person or persons tak-
ing the erroneous position. 

(h) Commercial flight valuation rule— 
(1) In general. Under the commercial 
flight valuation rule of this paragraph 
(h), the value of a space-available 
flight (as defined in paragraph (h)(2) of 
this section) on a commercial aircraft 
is 25 percent of the actual carrier’s 
highest unrestricted coach fare in ef-
fect for the particular flight taken. 

(2) Space-available flight. The com-
mercial flight valuation rule of this 
paragraph (h) is available to value a 
space-available flight. The term 
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‘‘space-available flight’’ means a flight 
on a commercial aircraft (i) for which 
the airline (the acutal carrier) incurs 
no substantial additional cost (includ-
ing forgone revenue) determined with-
out regard to any amount paid for the 
flight and (ii) which is subject to the 
same types of restrictions customarily 
associated with flying on an employee 
‘‘standby’’ or ‘‘space-available’’ basis. 
A flight may be a space-available flight 
even if the airline that is the actual 
carrier is not the employer of the em-
ployee. 

(3) Commercial aircraft. If the actual 
carrier does not offer, in the ordinary 
course of its business, air transpor-
tation to customers on a per-seat basis, 
the commercial flight valuation rule of 
this paragraph (h) is not available. 
Thus, if, in the ordinary course of its 
line of business, the employer only of-
fers air transportation to customers on 
a charter basis, the commerical flight 
valuation rule of this paragraph (h) 
may not be used to value a space-avail-
able flight on the employer’s aircraft. 
Similarly, if, in the ordinary course of 
its line of business, an employer only 
offers air transportation to customers 
for the transport of cargo, the commer-
cial flight valuation rule of this para-
graph (h) may not be used to value a 
space-available flight on the employ-
er’s aircraft. 

(4) Timing of inclusion. The date that 
the flight is taken is the relevant date 
for purposes of applying section 61(a)(1) 
and this section to a space-available 
flight on a commercial aircraft. The 
date of purchase or issuance of a pass 
or ticket is not relevant. Thus, this 
section applies to a flight taken on or 
after January 1, 1985, regardless of the 
date on which the pass or ticket for the 
flight was purchased or issued. 

(5) Consistency rules—(i) Use by em-
ployer. If the commercial flight valu-
ation rule of this paragraph (h) is used 
by an employer to value flights pro-
vided in a calendar year, the rule must 
be used to value all flights provided in 
the calendar year. 

(ii) Use by employee. If the commer-
cial flight valuation rule of this para-
graph (h) is used by an employee to 
value a flight taken in a calendar year, 
the rule must be used to value all 

flights taken by such employee in the 
calendar year. 

(i) [Reserved] 
(j) Valuation of meals provided at an 

employer-operated eating facility for em-
ployees—(1) In general. The valuation 
rule of this paragraph (j) may be used 
to value a meal provided at an em-
ployer-operated eating facility for em-
ployees (as defined in § 1.132–7T). For 
rules relating to an exclusion for the 
value of meals provided at an em-
ployer-operated eating facility for em-
ployees, see § 1.132–7T. 

(2) Valuation formula—(i) In general. 
The value of all meals provided at an 
employer-operated eating facility for 
employees during a calendar year is 150 
percent of the direct operating costs of 
the eating facility (‘‘total meal 
value’’). For purposes of this paragraph 
(j), the definition of direct operating 
costs provided in § 1.132–7T applies. The 
taxable value of meals provided at an 
eating facility may be determined in 
two ways. The ‘‘individual meal sub-
sidy’’ may be treated as the taxable 
value of a meal provided at the eating 
facility (see paragraph (j)(2)(ii) of this 
section). Alternatively, the employer 
may allocate the ‘‘total meal subsidy’’ 
among employees (see paragraph 
(j)(2)(iii) of this section). 

(ii) ‘‘Individual meal subsidy’’ defined. 
The ‘‘individual meal subsidy’’ is deter-
mined by multiplying the price 
charged for a particular meal by a frac-
tion, the numerator of which is the 
total meal value and the denominator 
of which is the gross receipts of the 
eating facility, and then subtracting 
the amount paid for the meal. The tax-
able value of meals provided to a par-
ticular employee during a calendar 
year, therefore, is the sum of the indi-
vidual meal subsidies provided to the 
employee during the calendar year. 

(iii) Allocation of ‘‘total meal subsidy.’’ 
Instead of using the individual meal 
value method, the employer may allo-
cate the ‘‘total meal subsidy’’ (total 
meal value less the gross receipts of 
the facility) among employees in any 
manner reasonable under the cir-
cumstances. 

[T.D. 8063, 50 FR 52285, Dec. 23, 1985, as 
amended by T.D. 8256, 54 FR 28582, July 6, 
1989; T.D. 8457, 57 FR 62195, Dec. 30, 1992] 
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§ 1.61–3 Gross income derived from 
business. 

(a) In general. In a manufacturing, 
merchandising, or mining business, 
‘‘gross income’’ means the total sales, 
less the cost of goods sold, plus any in-
come from investments and from inci-
dental or outside operations or sources. 
Gross income is determined without 
subtraction of depletion allowances 
based on a percentage of income to the 
extent that it exceeds cost depletion 
which may be required to be included 
in the amount of inventoriable costs as 
provided in § 1.471–11 and without sub-
traction of selling expenses, losses or 
other items not ordinarily used in com-
puting costs of goods sold or amounts 
which are of a type for which a deduc-
tion would be disallowed under section 
162 (c), (f), or (g) in the case of a busi-
ness expense. The cost of goods sold 
should be determined in accordance 
with the method of accounting consist-
ently used by the taxpayer. Thus, for 
example, an amount cannot be taken 
into account in the computation of 
cost of goods sold any earlier than the 
taxable year in which economic per-
formance occurs with respect to the 
amount (see § 1.446–1(c)(1)(ii)). 

(b) State contracts. The profit from a 
contract with a State or political sub-
division thereof must be included in 
gross income. If warrants are issued by 
a city, town, or other political subdivi-
sion of a State, and are accepted by the 
contractor in payment for public work 
done, the fair market value of such 
warrants should be returned as income. 
If, upon conversion of the warrants 
into cash, the contractor does not re-
ceive and cannot recover the full value 
of the warrants so returned, he may de-
duct any loss sustained from his gross 
income for the year in which the war-
rants are so converted. If, however, he 
realizes more than the value of the 
warrants so returned, he must include 
the excess in his gross income for the 
year in which realized. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7207, 
37 FR 20767, Oct. 5, 1972; T.D. 7285, 38 FR 
26184, Sept. 19, 1973; T.D. 8408, 57 FR 12419, 
Apr. 10, 1992] 

§ 1.61–4 Gross income of farmers. 
(a) Farmers using the cash method of 

accounting. A farmer using the cash re-
ceipts and disbursements method of ac-
counting shall include in his gross in-
come for the taxable year— 

(1) The amount of cash and the value 
of merchandise or other property re-
ceived during the taxable year from the 
sale of livestock and produce which he 
raised, 

(2) The profits from the sale of any 
livestock or other items which were 
purchased, 

(3) All amounts received from breed-
ing fees, fees from rent of teams, ma-
chinery, or land, and other incidental 
farm income, 

(4) All subsidy and conservation pay-
ments received which must be consid-
ered as income, and 

(5) Gross income from all other 
sources. 
The profit from the sale of livestock or 
other items which were purchased is to 
be ascertained by deducting the cost 
from the sales price in the year in 
which the sale occurs, except that in 
the case of the sale of purchased ani-
mals held for draft, breeding, or dairy 
purposes, the profits shall be the 
amount of any excess of the sales price 
over the amount representing the dif-
ference between the cost and the depre-
ciation allowed or allowable (deter-
mined in accordance with the rules ap-
plicable under section 1016(a) and the 
regulations thereunder). However, see 
section 162 and the regulations there-
under with respect to the computation 
of taxable income on other than the 
crop method where the cost of seeds or 
young plants purchased for further de-
velopment and cultivation prior to sale 
is involved. Crop shares (whether or 
not considered rent under State law) 
shall be included in gross income as of 
the year in which the crop shares are 
reduced to money or the equivalent of 
money. See section 263A for rules re-
garding costs that are required to be 
capitalized. 

(b) Farmers using an accrual method of 
accounting. A farmer using an accrual 
method of accounting must use inven-
tories to determine his gross income. 
His gross income on an accrual method 
is determined by adding the total of 
the items described in subparagraphs 
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(1) through (5) of this paragraph and 
subtracting therefrom the total of the 
items described in subparagraphs (6) 
and (7) of this paragraph. These items 
are as follows: 

(1) The sales price of all livestock 
and other products held for sale and 
sold during the year; 

(2) The inventory value of livestock 
and products on hand and not sold at 
the end of the year; 

(3) All miscellaneous items of in-
come, such as breeding fees, fees from 
the rent of teams, machinery, or land, 
or other incidental farm income; 

(4) Any subsidy or conservation pay-
ments which must be considered as in-
come; 

(5) Gross income from all other 
sources; 

(6) The inventory value of the live-
stock and products on hand and not 
sold at the beginning of the year; and 

(7) The cost of any livestock or prod-
ucts purchased during the year (except 
livestock held for draft, dairy, or 
breeding purposes, unless included in 
inventory). 
All livestock raised or purchased for 
sale shall be added in the inventory at 
their proper valuation determined in 
accordance with the method authorized 
and adopted for the purpose. Livestock 
acquired for draft, breeding, or dairy 
purposes and not for sale may be in-
cluded in the inventory (see subpara-
graphs (2), (6), and (7) of this para-
graph) instead of being treated as cap-
ital assets subject to depreciation, pro-
vided such practice is followed consist-
ently from year to year by the tax-
payer. When any livestock included in 
an inventory are sold, their cost must 
not be taken as an additional deduc-
tion in computing taxable income, be-
cause such deduction is reflected in the 
inventory. See the regulations under 
section 471. See section 263A for rules 
regarding costs that are required to be 
capitalized. Crop shares (whether or 
not considered rent under State law) 
shall be included in gross income as of 
the year in which the crop shares are 
reduced to money or the equivalent of 
money. 

(c) Special rules for certain receipts. In 
the case of the sale of machinery, farm 
equipment, or any other property (ex-
cept stock in trade of the taxpayer, or 

property of a kind which would prop-
erly be included in the inventory of the 
taxpayer if on hand at the close of the 
taxable year, or property held by the 
taxpayer primarily for sale to cus-
tomers in the ordinary course of his 
trade or business), any excess of the 
proceeds of the sale over the adjusted 
basis of such property shall be included 
in the taxpayer’s gross income for the 
taxable year in which such sale is 
made. See, however, section 453 and the 
regulations thereunder for special rules 
relating to certain installment sales. If 
farm produce is exchanged for mer-
chandise, groceries, or the like, the 
market value of the article received in 
exchange is to be included in gross in-
come. Proceeds of insurance, such as 
hail or fire insurance on growing crops, 
should be included in gross income to 
the extent of the amount received in 
cash or its equivalent for the crop in-
jured or destroyed. See section 451(d) 
for special rule relating to election to 
include crop insurance proceeds in in-
come for taxable year following tax-
able year of destruction. For taxable 
years beginning after July 12, 1972, 
where a farmer is engaged in producing 
crops and the process of gathering and 
disposing of such crops is not com-
pleted within the taxable year in which 
such crops are planted, the income 
therefrom may, with the consent of the 
Commissioner (see section 446 and the 
regulations thereunder), be computed 
upon the crop method. For taxable 
years beginning on or before July 12, 
1972, where a farmer is engaged in pro-
ducing crops which take more than a 
year from the time of planting to the 
time of gathering and disposing, the in-
come therefrom may, with the consent 
of the Commissioner (see section 446 
and the regulations thereunder), be 
computed upon the crop method. In 
any case in which the crop method is 
used, the entire cost of producing the 
crop must be taken as a deduction for 
the year in which the gross income 
from the crop is realized, and not ear-
lier. 

(d) Definition of ‘‘farm’’. As used in 
this section, the term ‘‘farm’’ embraces 
the farm in the ordinarily accepted 
sense, and includes stock, dairy, poul-
try, fruit, and truck farms; also planta-
tions, ranches, and all land used for 
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farming operations. All individuals, 
partnerships, or corporations that cul-
tivate, operate, or manage farms for 
gain or profit, either as owners or ten-
ants, are designated as farmers. For 
more detailed rules with respect to the 
determination of whether or not an in-
dividual is engaged in farming, see 
§ 1.175–3. For rules applicable to persons 
cultivating or operating a farm for 
recreation or pleasure, see sections 162 
and 165, and the regulations there-
under. 

(e) Cross references. (1) For election to 
include Commodity Credit Corporation 
loans as income, see section 77 and reg-
ulations thereunder. 

(2) For definition of gross income de-
rived from farming for purposes of lim-
iting deductibility of soil and water 
conservation expenditures, see section 
175 and regulations thereunder. 

(3) For definition of gross income 
from farming in connection with dec-
larations of estimated income tax, see 
section 6073 and regulations there-
under. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7198, 
37 FR 13679, July 13, 1972; T.D. 8729, 62 FR 
44546, Aug. 22, 1997] 

§ 1.61–5 Allocations by cooperative as-
sociations; per-unit retain certifi-
cates—tax treatment as to coopera-
tives and patrons. 

(a) In general. Amounts allocated on 
the basis of the business done with or 
for a patron by a cooperative associa-
tion, whether or not entitled to tax 
treatment under section 522, in cash, 
merchandise, capital stock, revolving 
fund certificates, retain certificates, 
certificates of indebtedness, letters of 
advice or in some other manner dis-
closing to the patron the dollar 
amount allocated, shall be included in 
the computation of the gross income of 
such patron for the taxable year in 
which received to the extent prescribed 
in paragraph (b) of this section, regard-
less of whether the allocation is 
deemed, for the purpose of section 522, 
to be made at the close of a preceding 
taxable year of the cooperative asso-
ciation. The determination of the ex-
tent of taxability of such amounts is in 
no way dependent upon the method of 
accounting employed by the patron or 

upon the method, cash, accrual, or oth-
erwise, upon which the taxable income 
of such patron is computed. 

(b) Extent of taxability. (1) Amounts 
allocated to a patron on a patronage 
basis by a cooperative association with 
respect to products marketed for such 
patron, or with respect to supplies, 
equipment, or services, the cost of 
which was deductible by the patron 
under section 162 or section 212, shall 
be included in the computation of the 
gross income of such patron, as ordi-
nary income, to the following extent: 

(i) If the allocation is in cash, the 
amount of cash received. 

(ii) If the allocation is in merchan-
dise, the amount of the fair market 
value of such merchandise at the time 
of receipt by the patron. 

(iii) If the allocation is in the form of 
revolving fund certificates, retain cer-
tificates, certificates of indebtedness, 
letters of advice, or similar documents, 
the amount of the fair market value of 
such document at the time of its re-
ceipt by the patron. For purposes of 
this subdivision, any document con-
taining an unconditional promise to 
pay a fixed sum of money on demand or 
at a fixed or determinable time shall be 
considered to have a fair market value 
at the time of its receipt by the patron, 
unless it is clearly established to the 
contrary. However, for purposes of this 
subdivision, any document which is 
payable only in the discretion of the 
cooperative association, or which is 
otherwise subject to conditions beyond 
the control of the patron, shall be con-
sidered not to have any fair market 
value at the time of its receipt by the 
patron, unless it is clearly established 
to the contrary. 

(iv) If the allocation is in the form of 
capital stock, the amount of the fair 
market value, if any, of such capital 
stock at the time of its receipt by the 
patron. 

(2) If any allocation to which sub-
paragraph (1) of this paragraph applies 
is received in the form of a document 
of the type described in subparagraph 
(1) (iii) or (iv) of this paragraph and is 
redeemed in full or in part or is other-
wise disposed of, there shall be in-
cluded in the computation of the gross 
income of the patron, as ordinary in-
come, in the year of redemption or 
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other disposition, the excess of the 
amount realized on the redemption or 
other disposition over the amount pre-
viously included in the computation of 
gross income under such subparagraph. 

(3)(i) Amounts which are allocated on 
a patronage basis by a cooperative as-
sociation with respect to supplies, 
equipment, or services, the cost of 
which was not deductible by the patron 
under section 162 or section 212, are not 
includible in the computation of the 
gross income of such patron. However, 
in the case of such amounts which are 
allocated with respect to capital assets 
(as defined in section 1221) or property 
used in the trade or business within the 
meaning of section 1231, such amounts 
shall, to the extent set forth in sub-
paragraph (1) of this paragraph, be 
taken into account by such patron in 
determining the cost of the property to 
which the allocation relates. Notwith-
standing the preceding sentence, to the 
extent that such amounts are in excess 
of the unrecovered cost of such prop-
erty, and to the extent that such 
amounts relate to such property which 
the patron no longer owns, they shall 
be included in the computation of the 
gross income of such patron. 

(ii) If any patronage dividend is allo-
cated to the patron in the form of a 
document of the type described in sub-
paragraph (1) (iii) or (iv) of this para-
graph, and if such allocation is with re-
spect to capital assets (as defined in 
section 1221) or property used in the 
trade or business within the meaning 
of section 1231, any amount realized on 
the redemption or other disposition of 
such document which is in excess of 
the amount which was taken into ac-
count upon the receipt of the document 
by the patron shall be taken into ac-
count by such patron in the year of re-
demption or other disposition as an ad-
justment to basis or as an inclusion in 
the computation of gross income, as 
the case may be. 

(iii) Any adjustment to basis in re-
spect of an amount to which subdivi-
sion (i) or (ii) of this subparagraph ap-
plies shall be made as of the first day 
of the taxable year in which such 
amount is received. 

(iv) The application of the provisions 
of this subparagraph may be illustrated 
by the following examples: 

Example 1. On July 1, 1959, P, a patron of a 
cooperative association, purchases a tractor 
for use in his farming business from such as-
sociation for $2,200. The tractor has an esti-
mated useful life of five years and an esti-
mated salvage value of $200. P files his in-
come tax returns on a calendar year basis 
and claims depreciation on the tractor for 
the year 1959 of $200 pursuant to his use of 
the straight-line method at the rate of $400 
per year. On July 1, 1960, the cooperative as-
sociation allocates to P with respect to his 
purchase of the tractor a dividend of $300 in 
cash. P will reduce his depreciation allow-
ance with respect to the tractor for 1960 (and 
subsequent taxable years) to $333.33, deter-
mined as follows: 
Cost of tractor, July 1, 1959 ...................................... $2,200 

Less: 
Depreciation for 1959 (6 mos.) ... $200 
Adjustment as of Jan. 1, 1960, 

for cash patronage dividend .... 300 
Salvage value .............................. 200 

700 

Basis for depreciation for the remain-
ing 41⁄2 years of estimated life ......... 1,500 

Basis for depreciation divided by the 41⁄2 years of 
remaining life .......................................................... 333.33 

Example 2. Assume the same facts as in ex-
ample (1), except that on July 1, 1960, the co-
operative association allocates a dividend to 
P with respect to his purchase of the tractor 
in the form of a revolving fund certificate 
having a face amount of $300. The certificate 
is redeemable in cash at the discretion of the 
directors of the association and is subject to 
diminution by any future losses of the asso-
ciation, and has no fair market value when 
received by P. Since the certificate had no 
fair market value when received by P, no 
amount with respect to such certificate was 
taken into account by him in the year 1960. 
In 1965, P receives $300 cash from the associa-
tion in full redemption of the certificate. 
Prior to 1965, he had recovered through de-
preciation $2,000 of the cost of the tractor, 
leaving an unrecovered cost of $200 (the sal-
vage value). For the year 1965, the redemp-
tion proceeds of $300 are applied against the 
unrecovered cost of $200, reducing the basis 
to zero, and the balance of the redemption 
proceeds, $100, is includible in the computa-
tion of P’s gross income. 

Example 3. Assume the same facts as in ex-
ample (2), except that the certificate is re-
deemed in full on July 1, 1962. The full $300 
received on redemption of the certificate will 
be applied against the unrecovered cost of 
the tractor as of January 1, 1962, computed 
as follows: 
Cost of tractor, July 1, 1959 ...................................... $2,200 

Less: 
Depreciation for 1959 (6 mos.) ... $200 
Depreciation for 1960 .................. 400 
Depreciation for 1961 .................. 400 
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1,000 

Unrecovered cost on Jan. 1, 1962 ...... 1,200 
Adjustment as of Jan. 1, 1962, for proceeds of the 

redemption of the revolving fund certificate ........... 300 

Unrecovered cost on Jan. 1, 1962, after adjustment 900 
Less: Salvage value .................................... 200 

Basis for depreciation on Jan. 1, 1962 700 
If P uses the tractor in his business until 

June 30, 1964, he would be entitled to 
the following depreciation allowances 
with respect to the tractor: 

For 1962 ............................................. 280 
For 1963 ............................................. 280 
For 1964 (6 mos.) ............................... 140 

700 

Balance to be depreciated ......................................... 0 

Example 4. Assume the same facts as in ex-
ample (3), except that P sells the tractor in 
1961. The entire $300 received in 1962 in re-
demption of the revolving fund certificate is 
includible in the computation of P’s gross in-
come for the year 1962. 

(c) Special rule. If, for any taxable 
year ending before December 3, 1959, a 
taxpayer treated any patronage divi-
dend received in the form of a docu-
ment described in paragraph (b) (1) (iii) 
or (iv) of this section in accordance 
with the regulations then applicable 
(whether such dividend is subject to 
paragraph (b) (1) or (3) of this section), 
such taxpayer is not required to change 
the treatment of such patronage divi-
dends for any such prior taxable year. 
On the other hand, the taxpayer may, 
if he so desires, amend his income tax 
returns to treat the receipt of such pa-
tronage dividend in accordance with 
the provisions of this section, but no 
provision in this paragraph shall be 
construed as extending the period of 
limitations within which a claim for 
credit or refund may be filed under sec-
tion 6511. 

(d) Per-unit retain certificates; tax 
treatment of cooperative associations; dis-
tribution and reinvestment alternative. 
(1)(i) In the case of a taxable year to 
which this paragraph applies to a coop-
erative association, such association 
shall, in computing the amount paid or 
returned to a patron with respect to 
products marketed for such patron, 
take into account the stated dollar 
amount of any per-unit retain certifi-
cate (as defined in paragraph (g) of this 
section)— 

(a) Which is issued during the pay-
ment period for such year (as defined in 

subparagraph (3) of this paragraph) 
with respect to such products, 

(b) With respect to which the patron 
is a qualifying patron (as defined in 
subparagraph (2) of this paragraph), 
and 

(c) Which clearly states the fact that 
the patron has agreed to treat the stat-
ed dollar amount thereof as rep-
resenting a cash distribution to him 
which he has reinvested in the coopera-
tive association. 

(ii) No amount shall be taken into ac-
count by a cooperative association by 
reason of the issuance of a per-unit re-
tain certificate to a patron who was 
not a qualifying patron with respect to 
such certificate. However, any amount 
paid in redemption of a per-unit retain 
certificate which was issued to a pa-
tron who was not a qualifying patron 
with respect to such certificate shall be 
taken into account by the cooperative 
in the year of redemption, as an 
amount paid or returned to such pa-
tron with respect to products marketed 
for him. This subdivision shall apply 
only to per-unit retain certificates 
issued with respect to taxable years of 
the cooperative association to which 
this paragraph applied to the associa-
tion (that is, taxable years with re-
spect to which per-unit retain certifi-
cates were issued to one or more pa-
trons who are qualifying patrons). 

(2)(i) A patron shall be considered to 
be a ‘‘qualifying patron’’ with respect 
to a per-unit retain certificate if there 
is in effect an agreement between the 
cooperative association and such pa-
tron which clearly provides that such 
patron agrees to treat the stated dollar 
amounts of all per-unit retain certifi-
cates issued to him by the association 
as representing cash distributions 
which he has constructively received 
and which he has, of his own choice, re-
invested in the cooperative associa-
tion. Such an agreement may be in-
cluded in a by-law of the cooperative 
which is adopted prior to the time the 
products to which the per-unit retain 
certificates relate are marketed. How-
ever, except where there is in effect a 
‘‘written agreement’’ described in sub-
division (ii) of this subparagraph, a pa-
tron shall not be considered to be a 
‘‘qualifying patron’’ with respect to a 
per-unit retain certificate if it has been 
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established by a determination of the 
Tax Court of the United States, or any 
other court of competent jurisdiction, 
which has become final, that the stated 
dollar amount of such certificate, or of 
a similar certificate issued under simi-
lar circumstances to such patron or 
any other patron by the cooperative as-
sociation, is not required to be in-
cluded (as ordinary income) in the 
gross income of such patron, or such 
other patron, for the taxable year of 
the patron in which received. 

(ii) The ‘‘written agreement’’ referred 
to in subdivision (i) of this subpara-
graph is an agreement in writing, 
signed by the patron, on file with the 
cooperative association, and revocable 
as provided in this subdivision. Unless 
such an agreement specifically pro-
vides to the contrary, it shall be effec-
tive for per-unit retain certificates 
issued with respect to the taxable year 
of the cooperative association in which 
the agreement is received by the asso-
ciation, and unless revoked, for per- 
unit retain certificates issued with re-
spect to all subsequent taxable years. 
A ‘‘written agreement’’ must be rev-
ocable by the patron at any time after 
the close of the taxable year in which 
it is made. To be effective, a revocation 
must be in writing, signed by the pa-
tron, and furnished to the cooperative 
association. A revocation shall be ef-
fective only for per-unit retain certifi-
cates issued with respect to taxable 
years of the cooperative association 
following the taxable year in which it 
is furnished to the association. Not-
withstanding the preceding sentence, a 
revocation shall not be effective for 
per-unit retain certificates issued with 
respect to products marketed for the 
patron under a pooling arrangement in 
which such patron participated before 
such revocation. The following is an 
example of an agreement which would 
meet the requirements of this subpara-
graph: 

I agree that, for purposes of determining 
the amount I have received from this cooper-
ative in payment for my goods, I shall treat 
the face amount of any per-unit retain cer-
tificates issued to me on and after lllll 

as representing a cash distribution which I 
have constructively received and which I 
have reinvested in the cooperative. 

———————————————————————
(Signed) 

(3) For purposes of this paragraph 
and paragraph (e) of this section, the 
payment period for any taxable year of 
the cooperative is the period beginning 
with the first day of such taxable year 
and ending with the 15th day of the 9th 
month following the close of such year. 

(4) This paragraph shall apply to any 
taxable year of a cooperative associa-
tion if, with respect to such taxable 
year, the association has issued per- 
unit retain certificates to one or more 
of its patrons who are qualifying pa-
trons with respect to such certificates 
within the meaning of subparagraph (2) 
of this paragraph. 

(e) Tax treatment of cooperative asso-
ciation; taxable years for which para-
graph (d) does not apply. (1) In the case 
of a taxable year to which paragraph 
(d) of this section does not apply to a 
cooperative association, such associa-
tion shall, in computing the amount 
paid or returned to a patron with re-
spect to products marketed for such 
patron, take into account the fair mar-
ket value (at the time of issue) of any 
per-unit retain certificates which are 
issued by the association with respect 
to such products during the payment 
period for such taxable year. 

(2) An amount paid in redemption of 
a per-unit retain certificate issued with 
respect to a taxable year of the cooper-
ative association for which paragraph 
(d) of this section did not apply to the 
association, shall, to the extent such 
amount exceeds the fair market value 
of the certificate at the time of its 
issue, be taken into account by the as-
sociation in the year of redemption, as 
an amount paid or returned to a patron 
with respect to products marketed for 
such patron. 

(3) For purposes of this paragraph 
and paragraph (f)(2) of this section, any 
per-unit retain certificate containing 
an unconditional promise to pay a 
fixed sum of money on demand or at a 
fixed or determinable time shall be 
considered to have a fair market value 
at the time of its issue, unless it is 
clearly established to the contrary. On 
the other hand, any per-unit retain cer-
tificate (other than capital stock) 
which is redeemable only in the discre-
tion of the cooperative association, or 
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which is otherwise subject to condi-
tions beyond the control of the patron, 
shall be considered not to have any fair 
market value at the time of its issue, 
unless it is clearly established to the 
contrary. 

(f) Tax treatment of patron. (1) The fol-
lowing rules apply for purposes of com-
puting the amount includible in gross 
income with respect to a per-unit re-
tain certificate which was issued to a 
patron by a cooperative association 
with respect to a taxable year of such 
association for which paragraph (d) of 
this section applies. 

(i) If the patron is a qualifying pa-
tron with respect to such certificate 
(within the meaning of paragraph (d) 
(2) of this section), he shall, in accord-
ance with his agreement, include (as 
ordinary income) the stated dollar 
amount of the certificate in gross in-
come for his taxable year in which the 
certificate is received by him. 

(ii) If the patron is not a qualifying 
patron with respect to such certificate, 
no amount is includible in gross in-
come on the receipt of the certificate; 
however, any gain on the redemption, 
sale, or other disposition of such cer-
tificate shall, to the extent of the stat-
ed dollar amount thereof, be considered 
as gain from the sale or exchange of 
property which is not a capital asset. 

(2) The amount of the fair market 
value of a per-unit retain certificate 
which is issued to a patron by a cooper-
ative association with respect to a tax-
able year of the association for which 
paragraph (d) of this section does not 
apply shall be included, as ordinary in-
come, in the gross income of the patron 
for the taxable year in which the cer-
tificate is received. Any gain on the re-
demption, sale, or other disposition of 
such a per-unit retain certificate shall, 
to the extent its stated dollar amount 
exceeds its fair market value at the 
time of issue, be treated as gain on the 
redemption, sale, or other disposition 
of property which is not a capital 
asset. 

(g) ‘‘Per-unit retain certificate’’ de-
fined. For purposes of paragraphs (d), 
(e), and (f), of this section, the term 
‘‘per-unit retain certificate’’ means 
any capital stock, revolving fund cer-
tificate, retain certificate, certificate 

of indebtedness, letter of advice, or 
other written notice— 

(1) Which is issued to a patron with 
respect to products marketed for such 
patron; 

(2) Which discloses to the patron the 
stated dollar amount allocated to him 
on the books of the cooperative asso-
ciation; and 

(3) The stated dollar amount of which 
is fixed without reference to net earn-
ings. 

(h) Effective date. This section shall 
not apply to any amount the tax treat-
ment of which is prescribed in section 
1385 and § 1.1385–1. Paragraphs (d), (e), 
and (f) of this section shall apply to 
per-unit retain certificates as defined 
in paragraph (g) of this section issued 
by a cooperative association during 
taxable years of the association begin-
ning after April 30, 1966, with respect to 
products marketed for patrons during 
such years. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6855, 30 FR 13134, Oct. 15, 
1965] 

§ 1.61–6 Gains derived from dealings in 
property. 

(a) In general. Gain realized on the 
sale or exchange of property is included 
in gross income, unless excluded by 
law. For this purpose property includes 
tangible items, such as a building, and 
intangible items, such as goodwill. 
Generally, the gain is the excess of the 
amount realized over the unrecovered 
cost or other basis for the property 
sold or exchanged. The specific rules 
for computing the amount of gain or 
loss are contained in section 1001 and 
the regulations thereunder. When a 
part of a larger property is sold, the 
cost or other basis of the entire prop-
erty shall be equitably apportioned 
among the several parts, and the gain 
realized or loss sustained on the part of 
the entire property sold is the dif-
ference between the selling price and 
the cost or other basis allocated to 
such part. The sale of each part is 
treated as a separate transaction and 
gain or loss shall be computed sepa-
rately on each part. Thus, gain or loss 
shall be determined at the time of sale 
of each part and not deferred until the 
entire property has been disposed of. 
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This rule may be illustrated by the fol-
lowing examples: 

Example 1. A, a dealer in real estate, ac-
quires a 10-acre tract for $10,000, which he di-
vides into 20 lots. The $10,000 cost must be 
equitably apportioned among the lots so that 
on the sale of each A can determine his tax-
able gain or deductible loss. 

Example 2. B purchases for $25,000 property 
consisting of a used car lot and adjoining 
filling station. At the time, the fair market 
value of the filling station is $15,000 and the 
fair market value of the used car lot is 
$10,000. Five years later B sells the filling 
station for $20,000 at a time when $2,000 has 
been properly allowed as depreciation there-
on. B’s gain on this sale is $7,000, since $7,000 
is the amount by which the selling price of 
the filling station exceeds the portion of the 
cost equitably allocable to the filling station 
at the time of purchase reduced by the depre-
ciation properly allowed. 

(b) Nontaxable exchanges. Certain re-
alized gains or losses on the sale or ex-
change of property are not ‘‘recog-
nized’’, that is, are not included in or 
deducted from gross income at the 
time the transaction occurs. Gain or 
loss from such sales or exchanges is 
generally recognized at some later 
time. Examples of such sales or ex-
changes are the following: 

(1) Certain formations, reorganiza-
tions, and liquidations of corporations, 
see sections 331, 333, 337, 351, 354, 355, 
and 361; 

(2) Certain formations and distribu-
tions of partnerships, see sections 721 
and 731; 

(3) Exchange of certain property held 
for productive use or investment for 
property of like kind, see section 1031; 

(4) A corporation’s exchange of its 
stock for property, see section 1032; 

(5) Certain involuntary conversions 
of property if replaced, see section 1033; 

(6) Sale or exchange of residence if 
replaced, see section 1034; 

(7) Certain exchanges of insurance 
policies and annuity contracts, see sec-
tion 1035; and 

(8) Certain exchanges of stock for 
stock in the same corporation, see sec-
tion 1036. 

(c) Character of recognized gain. Under 
Subchapter P, Chapter 1 of the Code, 
relating to capital gains and losses, 
certain gains derived from dealings in 
property are treated specially, and 
under certain circumstances the max-
imum rate of tax on such gains is 25 

percent, as provided in section 1201. 
Generally, the property subject to this 
treatment is a ‘‘capital asset’’, or 
treated as a ‘‘capital asset’’. For defini-
tion of such assets, see sections 1221 
and 1231, and the regulations there-
under. For some of the rules either 
granting or denying this special treat-
ment, see the following sections and 
the regulations thereunder: 

(1) Transactions between partner and 
partnership, section 707; 

(2) Sale or exchange of property used 
in the trade or business and involun-
tary conversions, section 1231; 

(3) Payment of bonds and other evi-
dences of indebtedness, section 1232; 

(4) Gains and losses from short sales, 
section 1233; 

(5) Options to buy or sell, section 
1234; 

(6) Sale or exchange of patents, sec-
tion 1235; 

(7) Securities sold by dealers in secu-
rities, section 1236; 

(8) Real property subdivided for sale, 
section 1237; 

(9) Amortization in excess of depre-
ciation, section 1238; 

(10) Gain from sale of certain prop-
erty between spouses or between an in-
dividual and a controlled corporation, 
section 1239; 

(11) Taxability to employee of termi-
nation payments, section 1240. 

§ 1.61–7 Interest. 
(a) In general. As a general rule, in-

terest received by or credited to the 
taxpayer constitutes gross income and 
is fully taxable. Interest income in-
cludes interest on savings or other 
bank deposits; interest on coupon 
bonds; interest on an open account, a 
promissory note, a mortgage, or a cor-
porate bond or debenture; the interest 
portion of a condemnation award; usu-
rious interest (unless by State law it is 
automatically converted to a payment 
on the principal); interest on legacies; 
interest on life insurance proceeds held 
under an agreement to pay interest 
thereon; and interest on refunds of 
Federal taxes. For rules determining 
the taxable year in which interest, in-
cluding interest accrued or construc-
tively received, is included in gross in-
come, see section 451 and the regula-
tions thereunder. For the inclusion of 
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interest in income for the purpose of 
the retirement income credit, see sec-
tion 37 and the regulations thereunder. 
For credit of tax withheld at source on 
interest on tax-free covenant bonds, 
see section 32 and the regulations 
thereunder. For rules relating to inter-
est on certain deferred payments, see 
section 483 and the regulations there-
under. 

(b) Interest on Government obliga-
tions—(1) Wholly tax-exempt interest. In-
terest upon the obligations of a State, 
Territory, or a possession of the United 
States, or any political subdivision of 
any of the foregoing, or of the District 
of Columbia, is wholly exempt from 
tax. Interest on certain United States 
obligations issued before March 1, 1941, 
is exempt from tax to the extent pro-
vided in the acts of Congress author-
izing the various issues. See section 103 
and the regulations thereunder. 

(2) Partially tax-exempt interest. Inter-
est earned on certain United States ob-
ligations is partly tax exempt and part-
ly taxable. For example, the interest 
on United States Treasury bonds issued 
before March 1, 1941, to the extent that 
the principal of such bonds exceeds 
$5,000, is exempt from normal tax but is 
subject to surtax. See sections 35 and 
103, and the regulations thereunder. 

(3) Fully taxable interest. In general, 
interest on United States obligations 
issued on or after March 1, 1941, and ob-
ligations issued by any agency or in-
strumentality of the United States 
after that date, is fully taxable; but see 
section 103 and the regulations there-
under. A taxpayer using the cash re-
ceipts and disbursements method of ac-
counting who owns United States sav-
ings bonds issued at a discount has an 
election as to when he will report the 
interest; see section 454 and the regula-
tions thereunder. 

(c) Obligations bought at a discount; 
bonds bought when interest defaulted or 
accrued. When notes, bonds, or other 
certificates of indebtedness are issued 
by a corporation or the Government at 
a discount and are later redeemed by 
the debtor at the face amount, the 
original discount is interest, except as 
otherwise provided by law. See also 
paragraph (b) of this section for the 
rules relating to Government bonds. If 
a taxpayer purchases bonds when inter-

est has been defaulted or when the in-
terest has accrued but has not been 
paid, any interest which is in arrears 
but has accrued at the time of purchase 
is not income and is not taxable as in-
terest if subsequently paid. Such pay-
ments are returns of capital which re-
duce the remaining cost basis. Interest 
which accrues after the date of pur-
chase, however, is taxable interest in-
come for the year in which received or 
accrued (depending on the method of 
accounting used by the taxpayer). 

(d) Bonds sold between interest dates; 
amounts received in excess of original 
issue discount; interest on life insurance. 
When bonds are sold between interest 
dates, part of the sales price represents 
interest accrued to the date of the sale 
and must be reported as interest in-
come. Amounts received in excess of 
the original issue discount upon the re-
tirement or sale of a bond or other evi-
dence of indebtedness may under some 
circumstances constitute capital gain 
instead of ordinary income. See section 
1232 and the regulations thereunder. In-
terest payments on amounts payable as 
employees’ death benefits (whether or 
not section 101(b) applies thereto) and 
on the proceeds of life insurance poli-
cies payable by reason of the insured’s 
death constitute gross income under 
some circumstances. See section 101 
and the regulations thereunder for de-
tails. Where accrued interest on 
unwithdrawn insurance policy divi-
dends is credited annually and is sub-
ject to withdrawal annually by the tax-
payer, such interest credits constitute 
gross income to such taxpayer as of the 
year of credit. However, if under the 
terms of the insurance policy the inter-
est on unwithdrawn policy dividends is 
subject to withdrawal only on the anni-
versary date of the policy (or some 
other date specified therein), then such 
interest shall constitute gross income 
to the taxpayer for the taxable year in 
which such anniversary date (or other 
specified date) falls. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6723, 29 FR 5342, Apr. 21, 
1964; T.D. 6873, 31 FR 941, Jan. 25, 1966] 
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§ 1.61–8 Rents and royalties. 
(a) In general. Gross income includes 

rentals received or accrued for the oc-
cupancy of real estate or the use of per-
sonal property. For the inclusion of 
rents in income for the purpose of the 
retirement income credit, see section 
37 and the regulations thereunder. 
Gross income includes royalties. Roy-
alties may be received from books, sto-
ries, plays, copyrights, trademarks, 
formulas, patents, and from the exploi-
tation of natural resources, such as 
coal, gas, oil, copper, or timber. Pay-
ments received as a result of the trans-
fer of patent rights may under some 
circumstances constitute capital gain 
instead of ordinary income. See section 
1235 and the regulations thereunder. 
For special rules for certain income 
from natural resources, see Subchapter 
I (section 611 and following), Chapter 1 
of the Code, and the regulations there-
under. 

(b) Advance rentals; cancellation pay-
ments. Except as provided in section 467 
and the regulations thereunder and ex-
cept as otherwise provided by the Com-
missioner in published guidance (see 
§ 601.601(d)(2) of this chapter), gross in-
come includes advance rentals, which 
must be included in income for the 
year of receipt regardless of the period 
covered or the method of accounting 
employed by the taxpayer. An amount 
received by a lessor from a lessee for 
cancelling a lease constitutes gross in-
come for the year in which it is re-
ceived, since it is essentially a sub-
stitute for rental payments. As to 
amounts received by a lessee for the 
cancellation of a lease, see section 1241 
and the regulations thereunder. 

(c) Expenditures by lessee. As a general 
rule, if a lessee pays any of the ex-
penses of his lessor such payments are 
additional rental income of the lessor. 
If a lessee places improvements on real 
estate which constitute, in whole or in 
part, a substitute for rent, such im-
provements constitute rental income 
to the lessor. Whether or not improve-
ments made by a lessee result in rental 
income to the lessor in a particular 
case depends upon the intention of the 
parties, which may be indicated either 
by the terms of the lease or by the sur-
rounding circumstances. For the exclu-
sion from gross income of income 

(other than rent) derived by a lessor of 
real property on the termination of a 
lease, representing the value of such 
property attributable to buildings 
erected or other improvements made 
by a lessee, see section 109 and the reg-
ulations thereunder. For the exclusion 
from gross income of a lessor corpora-
tion of certain of its income taxes on 
rental income paid by a lessee corpora-
tion under a lease entered into before 
January 1, 1954, see section 110 and the 
regulations thereunder. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8820, 
64 FR 26851, May 18, 1999; T.D. 9135, 69 FR 
41192, July 8, 2004] 

§ 1.61–9 Dividends. 

(a) In general. Except as otherwise 
specifically provided, dividends are in-
cluded in gross income under sections 
61 and 301. For the principal rules with 
respect to dividends includible in gross 
income, see section 316 and the regula-
tions thereunder. As to distributions 
made or deemed to be made by regu-
lated investment companies, see sec-
tions 851 through 855, and the regula-
tions thereunder. As to distributions 
made by real estate investment trusts, 
see sections 856 through 858, and the 
regulations thereunder. See section 116 
for the exclusion from gross income of 
$100 ($50 for dividends received in tax-
able years beginning before January 1, 
1964) of dividends received by an indi-
vidual, except those from certain cor-
porations. Furthermore, dividends may 
give rise to a credit against tax under 
section 34, relating to dividends re-
ceived by individuals (for dividends re-
ceived on or before December 31, 1964), 
and under section 37, relating to retire-
ment income. 

(b) Dividends in kind; stock dividends; 
stock redemptions. Gross income in-
cludes dividends in property other than 
cash, as well as cash dividends. For 
amounts to be included in gross income 
when distributions of property are 
made, see section 301 and the regula-
tions thereunder. A distribution of 
stock, or rights to acquire stock, in the 
corporation making the distribution is 
not a dividend except under the cir-
cumstances described in section 305(b). 
However, the term ‘‘dividend’’ includes 
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a distribution of stock, or rights to ac-
quire stock, in a corporation other 
than the corporation making the dis-
tribution. For determining when dis-
tributions in complete liquidation 
shall be treated as dividends, see sec-
tion 333 and the regulations there-
under. For rules determining when 
amounts received in exchanges under 
section 354 or exchanges and distribu-
tions under section 355 shall be treated 
as dividends, see section 356 and the 
regulations thereunder. 

(c) Dividends on stock sold. When 
stock is sold, and a dividend is both de-
clared and paid after the sale, such div-
idend is not gross income to the seller. 
When stock is sold after the declara-
tion of a dividend and after the date as 
of which the seller becomes entitled to 
the dividend, the dividend ordinarily is 
income to the seller. When stock is 
sold between the time of declaration 
and the time of payment of the divi-
dend, and the sale takes place at such 
time that the purchaser becomes enti-
tled to the dividend, the dividend ordi-
narily is income to him. The fact that 
the purchaser may have included the 
amount of the dividend in his purchase 
price in contemplation of receiving the 
dividend does not exempt him from 
tax. Nor can the purchaser deduct the 
added amount he advanced to the seller 
in anticipation of the dividend. That 
added amount is merely part of the 
purchase price of the stock. In some 
cases, however, the purchaser may be 
considered to be the recipient of the 
dividend even though he has not re-
ceived the legal title to the stock itself 
and does not himself receive the divi-
dend. For example, if the seller retains 
the legal title to the stock as trustee 
solely for the purpose of securing the 
payment of the purchase price, with 
the understanding that he is to apply 
the dividends received from time to 
time in reduction of the purchase price, 
the dividends are considered to be in-
come to the purchaser. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6777, 29 FR 17807, Dec. 16, 
1964] 

§ 1.61–10 Alimony and separate main-
tenance payments; annuities; in-
come from life insurance and en-
dowment contracts. 

(a) In general. Alimony and separate 
maintenance payments, annuities, and 
income from life insurance and endow-
ment contracts in general constitute 
gross income, unless excluded by law. 
Annuities paid by religious, charitable, 
and educational corporations are gen-
erally taxable to the same extent as 
other annuities. An annuity charged 
upon devised land is taxable to the 
donee-annuitant to the extent that it 
becomes payable out of the rents or 
other income of the land, whether or 
not it is a charge upon the income of 
the land. 

(b) Cross references. For the detailed 
rules relating to— 

(1) Alimony and separate mainte-
nance payments, see section 71 and the 
regulations thereunder; 

(2) Annuities, certain proceeds of en-
dowment and life insurance contracts, 
see section 72 and the regulations 
thereunder; 

(3) Life insurance proceeds paid by 
reason of death of insured, employees’ 
death benefits, see section 101 and the 
regulations thereunder; 

(4) Annuities paid by employees’ 
trusts, see section 402 and the regula-
tions thereunder; 

(5) Annuities purchased for employee 
by employer, see section 403 and the 
regulations thereunder. 

§ 1.61–11 Pensions. 

(a) In general. Pensions and retire-
ment allowances paid either by the 
Government or by private persons con-
stitute gross income unless excluded by 
law. Usually, where the taxpayer did 
not contribute to the cost of a pension 
and was not taxable on his employer’s 
contributions, the full amount of the 
pension is to be included in his gross 
income. But see sections 72, 402, and 
403, and the regulations thereunder. 
When amounts are received from other 
types of pensions, a portion of the pay-
ment may be excluded from gross in-
come. Under some circumstances, 
amounts distributed from a pension 
plan in excess of the employee’s con-
tributions may constitute long-term 
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capital gain, rather than ordinary in-
come. 

(b) Cross references. For the inclusion 
of pensions in income for the purpose 
of the retirement income credit, see 
section 37 and the regulations there-
under. Detailed rules concerning the 
extent to which pensions and retire-
ment allowances are to be included in 
or excluded from gross income are con-
tained in other sections of the Code 
and the regulations thereunder. 
Amounts received as pensions or annu-
ities under the Social Security Act (42 
U.S.C. ch. 7) or the Railroad Retire-
ment Act (45 U.S.C. ch. 9) are excluded 
from gross income. For other partial 
and total exclusions from gross in-
come, see the following: 

(1) Annuities in general, section 72 
and the regulations thereunder; 

(2) Employees’ annuities, sections 402 
and 403 and the regulations thereunder; 

(3) References to other acts of Con-
gress exempting veterans’ pensions and 
railroad retirement annuities and pen-
sions, section 122. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6856, 30 FR 13316, Oct. 20, 
1965] 

§ 1.61–12 Income from discharge of in-
debtedness. 

(a) In general. The discharge of in-
debtedness, in whole or in part, may re-
sult in the realization of income. If, for 
example, an individual performs serv-
ices for a creditor, who in consider-
ation thereof cancels the debt, the 
debtor realizes income in the amount 
of the debt as compensation for his 
services. A taxpayer may realize in-
come by the payment or purchase of 
his obligations at less than their face 
value. In general, if a shareholder in a 
corporation which is indebted to him 
gratuitously forgives the debt, the 
transaction amounts to a contribution 
to the capital of the corporation to the 
extent of the principal of the debt. 

(b) Proceedings under Bankruptcy Act. 
(1) Income is not realized by a taxpayer 
by virtue of the discharge, under sec-
tion 14 of the Bankruptcy Act (11 
U.S.C. 32), of his indebtedness as the re-
sult of an adjudication in bankruptcy, 
or by virtue of an agreement among his 
creditors not consummated under any 
provision of the Bankruptcy Act, if im-

mediately thereafter the taxpayer’s li-
abilities exceed the value of his assets. 
Furthermore, unless one of the prin-
cipal purposes of seeking a confirma-
tion under the Bankruptcy Act is the 
avoidance of income tax, income is not 
realized by a taxpayer in the case of a 
cancellation or reduction of his indebt-
edness under— 

(i) A plan of corporate reorganization 
confirmed under Chapter X of the 
Bankruptcy Act (11 U.S.C., ch. 10); 

(ii) An ‘‘arrangement’’ or a ‘‘real 
property arrangement’’ confirmed 
under Chapter XI or XII, respectively, 
of the Bankruptcy Act (11 U.S.C., ch. 
11, 12); or 

(iii) A ‘‘wage earner’s plan’’ con-
firmed under Chapter XIII of the Bank-
ruptcy Act (11 U.S.C., ch. 13). 

(2) For adjustment of basis of certain 
property in the case of cancellation or 
reduction of indebtedness resulting 
from a proceeding under the Bank-
ruptcy Act, see the regulations under 
section 1016. 

(c) Issuance and repurchase of debt in-
struments—(1) Issuance. An issuer does 
not realize gain or loss upon the 
issuance of a debt instrument. For 
rules relating to an issuer’s interest de-
duction for a debt instrument issued 
with bond issuance premium, see 
§ 1.163–13. 

(2) Repurchase—(i) In general. An 
issuer does not realize gain or loss 
upon the repurchase of a debt instru-
ment. However, if a debt instrument 
provides for payments denominated in, 
or determined by reference to, a non-
functional currency, an issuer may re-
alize a currency gain or loss upon the 
repurchase of the instrument. See sec-
tion 988 and the regulations there-
under. For purposes of this paragraph 
(c)(2), the term repurchase includes the 
retirement of a debt instrument, the 
conversion of a debt instrument into 
stock of the issuer, and the exchange 
(including an exchange under section 
1001) of a newly issued debt instrument 
for an existing debt instrument. 

(ii) Repurchase at a discount. An 
issuer realizes income from the dis-
charge of indebtedness upon the repur-
chase of a debt instrument for an 
amount less than its adjusted issue 
price (within the meaning of § 1.1275– 
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1(b)). The amount of discharge of in-
debtedness income is equal to the ex-
cess of the adjusted issue price over the 
repurchase price. See section 108 and 
the regulations thereunder for addi-
tional rules relating to income from 
discharge of indebtedness. For exam-
ple, to determine the repurchase price 
of a debt instrument that is repur-
chased through the issuance of a new 
debt instrument, see section 108(e)(10). 

(iii) Repurchase at a premium. An 
issuer may be entitled to a repurchase 
premium deduction upon the repur-
chase of a debt instrument for an 
amount greater than its adjusted issue 
price (within the meaning of § 1.1275– 
1(b)). See § 1.163–7(c) for the treatment 
of repurchase premium. 

(iv) Effective date. This paragraph 
(c)(2) applies to debt instruments re-
purchased on or after March 2, 1998. 

(d) Cross references. For exclusion 
from gross income of— 

(1) Income from discharge of indebt-
edness in certain cases, see sections 108 
and 1017, and regulations thereunder; 

(2) Forgiveness of Government pay-
ments to encourage exploration, devel-
opment, and mining for defense pur-
poses, see section 621 and regulations 
thereunder. 

(e) Cross reference. For rules relating 
to the treatment of liabilities on the 
sale or other disposition of encumbered 
property, see § 1.1001–2. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6984, 33 FR 19174, Dec. 24, 
1968; T.D. 7741, 45 FR 81745, Dec. 12, 1980; T.D. 
8746, 62 FR 68175, Dec. 31, 1997] 

§ 1.61–13 Distributive share of partner-
ship gross income; income in re-
spect of a decedent; income from an 
interest in an estate or trust. 

(a) In general. A partner’s distribu-
tive share of partnership gross income 
(under section 702(c)) constitutes gross 
income to him. Income in respect of a 
decedent (under section 691) con-
stitutes gross income to the recipient. 
Income from an interest in an estate or 
trust constitutes gross income under 
the detailed rules of Part I (section 641 
and following), Subchapter J, Chapter 1 
of the Code. In many cases, these sec-
tions also determine who is to include 
in his gross income the income from an 
estate or trust. 

(b) Creation of sinking fund by corpora-
tion. If a corporation, for the sole pur-
pose of securing the payment of its 
bonds or other indebtedness, places 
property in trust or sets aside certain 
amounts in a sinking fund under the 
control of a trustee who may be au-
thorized to invest and reinvest such 
sums from time to time, the property 
or fund thus set aside by the corpora-
tion and held by the trustee is an asset 
of the corporation, and any gain aris-
ing therefrom is income of the corpora-
tion and shall be included as such in its 
gross income. 

§ 1.61–14 Miscellaneous items of gross 
income. 

(a) In general. In addition to the 
items enumerated in section 61(a), 
there are many other kinds of gross in-
come. For example, punitive damages 
such as treble damages under the anti-
trust laws and exemplary damages for 
fraud are gross income. Another per-
son’s payment of the taxpayer’s income 
taxes constitutes gross income to the 
taxpayer unless excluded by law. Ille-
gal gains constitute gross income. 
Treasure trove, to the extent of its 
value in United States currency, con-
stitutes gross income for the taxable 
year in which it is reduced to undis-
puted possession. 

(b) Cross references. (1) Prizes and 
awards, see section 74 and regulations 
thereunder; 

(2) Damages for personal injury or 
sickness, see section 104 and the regu-
lations thereunder; 

(3) Income taxes paid by lessee cor-
poration, see section 110 and regula-
tions thereunder; 

(4) Scholarships and fellowship 
grants, see section 117 and regulations 
thereunder; 

(5) Miscellaneous exemptions under 
other acts of Congress, see section 122; 

(6) Tax-free covenant bonds, see sec-
tion 1451 and regulations thereunder. 

(7) Notional principal contracts, see 
§ 1.446–3. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6856, 30 FR 13316, Oct. 20, 
1965; T.D. 8491, 58 FR 53127, Oct. 14, 1993] 
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§ 1.61–15 Options received as payment 
of income. 

(a) In general. Except as otherwise 
provided in § 1.61–2(d)(6)(i) (relating to 
certain restricted property transferred 
after June 30, 1969), if any person re-
ceives an option in payment of an 
amount constituting compensation of 
such person (or any other person), such 
option is subject to the rules contained 
in § 1.421–6 for purposes of determining 
when income is realized in connection 
with such option and the amount of 
such income. In this regard, the rules 
of § 1.421–6 apply to an option received 
in payment of an amount constituting 
compensation regardless of the form of 
the transaction. Thus, the rules of 
§ 1.421–6 apply to an option transferred 
for less than its fair market value in a 
transaction taking the form of a sale 
or exchange if the difference between 
the amount paid for the option and its 
fair market value at the time of trans-
fer is the payment of an amount con-
stituting compensation of the trans-
feree or any other person. This section, 
for example, makes the rules of § 1.421– 
6 applicable to options granted in 
whole or partial payment for services 
of an independent contractor. If an 
amount of money or property is paid 
for an option to which this paragraph 
applies, then the amount paid shall be 
part of the basis of such option. 

(b) Options to which paragraph (a) does 
not apply. (1) Paragraph (a) of this sec-
tion does not apply to: 

(i) An option which is subject to the 
rules contained in section 421; and 

(ii) An option which is not granted as 
the payment of an amount constituting 
compensation, such as an option which 
is acquired solely as an investment (in-
cluding an option which is part of an 
investment unit described in paragraph 
(b) of § 1.1232–3). For rules relating to 
the taxation of options described in 
this subdivision, see section 1234 and 
the regulations thereunder. 

(2) If a person acquires an option 
which is not subject to the rules con-
tained in section 421, and if such option 
has a readily ascertainable fair market 
value, such person may establish that 
such option was not acquired as pay-
ment of an amount constituting com-
pensation by showing that the amount 
of money or its equivalent paid for the 

option equaled the readily ascertain-
able fair market value of the option. If 
a person acquires an option which is 
not subject to the rules contained in 
section 421, and if such option does not 
have a readily ascertainable fair mar-
ket value, then to establish that such 
option was not acquired as payment of 
an amount constituting compensation, 
such person must show that, from an 
examination of all the surrounding cir-
cumstances, there was no reason for 
the option to have been granted as the 
payment of an amount constituting 
compensation. For example, such per-
son must show that he had neither ren-
dered nor was obligated to render sub-
stantial services in consideration for 
the granting of the option. In deter-
mining whether an option, such as an 
option acquired in connection with an 
obligation as part of an investment 
unit, has been granted as compensation 
for services, the ordinary services per-
formed by an investor in his own self- 
interest in connection with his invest-
ing activities will not be treated as the 
consideration for the grant of the op-
tion. For example, if a small business 
investment company takes an active 
part in the management of its debtor 
small business company, the rendering 
of such management services will not 
be treated as the consideration for the 
granting of the option, provided such 
services are rendered for an inde-
pendent consideration, or are merely 
protective of the small business invest-
ment company’s investment in the bor-
rower. See paragraph (c) of § 1.421–6 for 
the meaning of the term ‘‘readily as-
certainable fair market value.’’ 

(c) Statement required in connection 
with certain options. (1) Any person ac-
quiring any option to purchase securi-
ties (other than an option described in 
subparagraph (2) of this paragraph) 
shall attach a statement to his income 
tax return for the taxable year in 
which the option was acquired. For the 
definition of the term ‘‘securities’’, see 
section 165(g)(2). 

(2) The statement otherwise required 
by subparagraph (1) of this paragraph 
shall not be required with respect to 
the following options: 

(i) Options subject to the rules con-
tained in section 305(a) or section 421; 
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(ii) Options acquired as part of an in-
vestment unit consisting of an option 
and a debenture, note, or other similar 
obligation— 

(a) If such unit is acquired as part of 
a public offering and the amount of 
money or its equivalent paid for such 
unit is not less than the public offering 
price, or 

(b) If such unit is actively traded on 
an established market and the amount 
of money or its equivalent paid for 
such unit is not less than the price paid 
for such unit in contemporaneous pur-
chases of such unit by persons inde-
pendent of both the seller and the tax-
payer; 

(iii) Options acquired as part of a 
public offering, if the amount of money 
or its equivalent paid for such option is 
not less than the public offering price; 
and 

(iv) Options which are actively trad-
ed on an established market and which 
are acquired for money or its equiva-
lent at a price not less than the price 
paid for such options in contempora-
neous purchases of such options by per-
sons independent of both the seller and 
the taxpayer. 

(3) The statement required by sub-
paragraph (1) of this paragraph shall 
contain the following information: 

(i) Name and address of the taxpayer; 
(ii) Description of the securities sub-

ject to the option (including number of 
shares of stock); 

(iii) Period during which the option 
is exercisable; 

(iv) Whether the option had a readily 
ascertainable fair market value at date 
of grant; and 

(v) Whether the option is subject to 
paragraph (a) of this section. 

(4) If the statement required by sub-
paragraph (1) of this paragraph indi-
cates either that the option is not sub-
ject to paragraph (a) of this section, or 
that the option is subject to paragraph 
(a) of this section but that such option 
had a readily ascertainable fair market 
value at date of grant, then such state-
ment shall contain the following addi-
tional information: 

(i) Option price; 
(ii) Value at date of grant of securi-

ties subject to the option; 
(iii) Restrictions (if any) on exercise 

or transfer of option; 

(iv) Restrictions (if any) on transfer 
of securities subject to the option; 

(v) Value of the option (if readily as-
certainable); 

(vi) How value of option was deter-
mined; 

(vii) Amount of money (or its equiva-
lent) paid for the option; 

(viii) Person from whom the option 
was acquired; 

(ix) A concise description of the cir-
cumstances surrounding the acquisi-
tion of the option and any other fac-
tors relied upon by the taxpayer to es-
tablish that the option is not subject 
to paragraph (a) of this section, or, if 
the option is treated by the taxpayer 
as subject to paragraph (a) of this sec-
tion, that the option had a readily as-
certainable fair market value at date 
of grant. 

(d) Effective date. This section shall 
apply to options granted after July 11, 
1963, other than options required to be 
granted pursuant to the terms of a 
written contract entered into on or be-
fore such date. 

[T.D. 6696, 28 FR 13450, Dec. 12, 1963, as 
amended by T.D. 6706, 29 FR 2911, Mar. 3, 
1964; T.D. 6984, 33 FR 19175, Dec. 24, 1968; T.D. 
7554, 43 FR 31913, July 24, 1978] 

§ 1.61–21 Taxation of fringe benefits. 
(a) Fringe benefits—(1) In general. Sec-

tion 61(a)(1) provides that, except as 
otherwise provided in subtitle A of the 
Internal Revenue Code of 1986, gross in-
come includes compensation for serv-
ices, including fees, commissions, 
fringe benefits, and similar items. For 
an outline of the regulations under this 
section relating to fringe benefits, see 
paragraph (a)(7) of this section. Exam-
ples of fringe benefits include: an em-
ployer-provided automobile, a flight on 
an employer-provided aircraft, an em-
ployer-provided free or discounted 
commercial airline flight, an employer- 
provided vacation, an employer-pro-
vided discount on property or services, 
an employer-provided membership in a 
country club or other social club, and 
an employer-provided ticket to an en-
tertainment or sporting event. 

(2) Fringe benefits excluded from in-
come. To the extent that a particular 
fringe benefit is specifically excluded 
from gross income pursuant to another 
section of subtitle A of the Internal 
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Revenue Code of 1986, that section shall 
govern the treatment of that fringe 
benefit. Thus, if the requirements of 
the governing section are satisfied, the 
fringe benefits may be excludable from 
gross income. Examples of excludable 
fringe benefits include qualified tuition 
reductions provided to an employee 
(section 117(d)); meals or lodging fur-
nished to an employee for the conven-
ience of the employer (section 119); 
benefits provided under a dependent 
care assistance program (section 129); 
and no-additional-cost services, quali-
fied employee discounts, working con-
dition fringes, and de minimis fringes 
(section 132). Similarly, the value of 
the use by an employee of an employer- 
provided vehicle or a flight provided to 
an employee on an employer-provided 
aircraft may be excludable from in-
come under section 105 (because, for ex-
ample, the transportation is provided 
for medical reasons) if and to the ex-
tent that the requirements of that sec-
tion are satisfied. Section 134 excludes 
from gross income ‘‘qualified military 
benefits.’’ An example of a benefit that 
is not a qualified military benefit is 
the personal use of an employer-pro-
vided vehicle. The fact that another 
section of subtitle A of the Internal 
Revenue Code addresses the taxation of 
a particular fringe benefit will not pre-
clude section 61 and the regulations 
thereunder from applying, to the ex-
tent that they are not inconsistent 
with such other section. For example, 
many fringe benefits specifically ad-
dressed in other sections of subtitle A 
of the Internal Revenue Code are ex-
cluded from gross income only to the 
extent that they do not exceed specific 
dollar or percentage limits, or only if 
certain other requirements are met. If 
the limits are exceeded or the require-
ments are not met, some or all of the 
fringe benefit may be includible in 
gross income pursuant to section 61. 
See paragraph (b)(3) of this section. 

(3) Compensation for services. A fringe 
benefit provided in connection with the 
performance of services shall be consid-
ered to have been provided as com-
pensation for such services. Refraining 
from the performance of services (such 
as pursuant to a covenant not to com-
pete) is deemed to be the performance 
of services for purposes of this section. 

(4) Person to whom fringe benefit is tax-
able—(i) In general. A taxable fringe 
benefit is included in the income of the 
person performing the services in con-
nection with which the fringe benefit is 
furnished. Thus, a fringe benefit may 
be taxable to a person even though 
that person did not actually receive 
the fringe benefit. If a fringe benefit is 
furnished to someone other than the 
service provider such benefit is consid-
ered in this section as furnished to the 
service provider, and use by the other 
person is considered use by the service 
provider. For example, the provision of 
an automobile by an employer to an 
employee’s spouse in connection with 
the performance of services by the em-
ployee is taxable to the employee. The 
automobile is considered available to 
the employee and use by the employ-
ee’s spouse is considered use by the em-
ployee. 

(ii) All persons to whom benefits are 
taxable referred to as employees. The per-
son to whom a fringe benefit is taxable 
need not be an employee of the pro-
vider of the fringe benefit, but may be, 
for example, a partner, director, or an 
independent contractor. For conven-
ience, the term ‘‘employee’’ includes 
any person performing services in con-
nection with which a fringe benefit is 
furnished, unless otherwise specifically 
provided in this section. 

(5) Provider of a fringe benefit referred 
to as an employer. The ‘‘provider’’ of a 
fringe benefit is that person for whom 
the services are performed, regardless 
of whether that person actually pro-
vides the fringe benefit to the recipi-
ent. The provider of a fringe benefit 
need not be the employer of the recipi-
ent of the fringe benefit, but may be, 
for example, a client or customer of 
the employer or of an independent con-
tractor. For convenience, the term 
‘‘employer’’ includes any provider of a 
fringe benefit in connection with pay-
ment for the performance of services, 
unless otherwise specifically provided 
in this section. 

(6) Effective date. Except as otherwise 
provided, this section is effective as of 
January 1, 1989 with respect to fringe 
benefits provided after December 31, 
1988. See § 1.61–2T for rules in effect 
from January 1, 1985, to December 31, 
1988. 
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(7) Outline of this section. The fol-
lowing is an outline of the regulations 
in this section relating to fringe bene-
fits: 

§ 1.61–21 (a) Fringe benefits. 
(1) In general. 
(2) Fringe benefits excluded from income. 
(3) Compensation for services. 
(4) Person to whom fringe benefit is tax-

able. 
(5) Provider of a fringe benefit referred to 

as an employer. 
(6) Effective date. 
(7) Outline of this section. 
§ 1.61–21 (b) Valuation of fringe benefits 
(1) In general. 
(2) Fair market value. 
(3) Exclusion from income based on cost. 
(4) Fair market value of the availability of 

an employer-provided vehicle. 
(5) Fair market value of chauffeur services. 
(6) Fair market value of a flight on an em-

ployer-provided piloted aircraft. 
(7) Fair market value of the use of an em-

ployer-provided aircraft for which the em-
ployer does not furnish a pilot. 

§ 1.61–21 (c) Special valuation rules. 
(1) In general. 
(2) Use of the special valuation rules. 
(3) Additional rules for using special valu-

ation. 
(4) Application of section 414 to employers. 
(5) Valuation formulae contained in the 

special valuation rules. 
(6) Modification of the special valuation 

rules. 
(7) Special accounting rule. 
§ 1.61–21 (d) Automobile lease valuation 

rule. 
(1) In general. 
(2) Calculation of Annual Lease Value. 
(3) Services included in, or excluded from, 

the Annual Lease Value Table. 
(4) Availability of an automobile for less 

than an entire calendar year. 
(5) Fair market value. 
(6) Special rules for continuous avail-

ability of certain automobiles. 
(7) Consistency rules. 
§ 1.61–21 (e)Vehicle cents-per-mile valuation 

rule. 
(1) In general. 
(2) Definition of vehicle. 
(3) Services included in, or excluded from, 

the cents-per-mile rate. 
(4) Valuation of personal use only. 
(5) Consistency rules. 
§ 1.61–21 (f) Commuting valuation rule. 
(1) In general. 
(2) Special rules. 
(3) Commuting value. 
(4) Definition of vehicle. 
(5) Control employee defined—Non-govern-

ment employer. 
(6) Control employee defined—Government 

employer. 

(7) ‘‘Compensation’’ defined. 
§ 1.61–21 (g) Non-commercial flight valu-

ation rule. 
(1) In general. 
(2) Eligible flights and eligible aircraft. 
(3) Definition of a flight. 
(4) Personal and non-personal flights. 
(5) Aircraft valuation formula. 
(6) Discretion to provide new formula. 
(7) Aircraft multiples. 
(8) Control employee defined—Non-govern-

ment employer. 
(9) Control employee defined—Government 

employer. 
(10) ‘‘Compensation’’ defined. 
(11) Treatment of former employees. 
(12) Seating capacity rule. 
(13) Erroneous use of the non-commercial 

flight valuation rule. 
(14) Consistency rules. 
§ 1.61–21 (h) Commercial flight valuation 

rule. 
(1) In general. 
(2) Space-available flight. 
(3) Commercial aircraft. 
(4) Timing of inclusion. 
(5) Consistency rules. 
§ 1.61–21 (i) [Reserved] 
§ 1.61–21 (j) Valuation of meals provided at 

an employer-operated eating facility for em-
ployees. 

(1) In general. 
(2) Valuation formula. 
§ 1.61–21 (k) Commuting valuation rule for 

certain employees. 
(1) In general. 
(2) Trip-by-trip basis. 
(3) Commuting value. 
(4) Definition of employer-provided trans-

portation. 
(5) Unsafe conditions. 
(6) Qualified employee defined. 
(7) Examples. 
(8) Effective date. 

(b) Valuation of fringe benefits—(1) In 
general. An employee must include in 
gross income the amount by which the 
fair market value of the fringe benefit 
exceeds the sum of— 

(i) The amount, if any, paid for the 
benefit by or on behalf of the recipient, 
and 

(ii) The amount, if any, specifically 
excluded from gross income by some 
other section of subtitle A of the Inter-
nal Revenue Code of 1986. 
Therefore, for example, if the employee 
pays fair market value for what is re-
ceived, no amount is includible in the 
gross income of the employee. In gen-
eral, the determination of the fair mar-
ket value of a fringe benefit must be 
made before subtracting out the 
amount, if any, paid for the benefit and 
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the amount, if any, specifically ex-
cluded from gross income by another 
section of subtitle A. See paragraphs 
(d)(2)(ii) and (e)(1)(iii) of this section. 

(2) Fair market value. In general, fair 
market value is determined on the 
basis of all the facts and cir-
cumstances. Specifically, the fair mar-
ket value of a fringe benefit is the 
amount that an individual would have 
to pay for the particular fringe benefit 
in an arm’s-length transaction. Thus, 
for example, the effect of any special 
relationship that may exist between 
the employer and the employee must 
be disregarded. Similarly, an employ-
ee’s subjective perception of the value 
of a fringe benefit is not relevant to 
the determination of the fringe bene-
fit’s fair market value nor is the cost 
incurred by the employer determina-
tive of its fair market value. For spe-
cial rules relating to the valuation of 
certain fringe benefits, see paragraph 
(c) of this section. 

(3) Exclusion from income based on cost. 
If a statutory exclusion phrased in 
terms of cost applies to the provision 
of a fringe benefit, section 61 does not 
require the inclusion in the recipient’s 
gross income of the difference between 
the fair market value and the exclud-
able cost of that fringe benefit. For ex-
ample, section 129 provides an exclu-
sion from an employee’s gross income 
for amounts contributed by an em-
ployer to a dependent care assistance 
program for employees. Even if the fair 
market value of the dependent care as-
sistance exceeds the employer’s cost, 
the excess is not subject to inclusion 
under section 61 and this section. How-
ever, if the statutory cost exclusion is 
a limited amount, the fair market 
value of the fringe benefit attributable 
to any excess cost is subject to inclu-
sion. This would be the case, for exam-
ple, where an employer pays or incurs 
a cost of more than $5,000 to provide 
dependent care assistance to an em-
ployee. 

(4) Fair market value of the availability 
of an employer-provided vehicle—(i) In 
general. If the vehicle special valuation 
rules of paragraph (d), (e), or (f) of this 
section do not apply with respect to an 
employer-provided vehicle, the value of 
the availability of that vehicle is de-
termined under the general valuation 

principles set forth in this section. In 
general, that value equals the amount 
that an individual would have to pay in 
an arm’s-length transaction to lease 
the same or comparable vehicle on the 
same or comparable conditions in the 
geographic area in which the vehicle is 
available for use. An example of a com-
parable condition is the amount of 
time that the vehicle is available to 
the employee for use, e.g., a one-year 
period. Unless the employee can sub-
stantiate that the same or comparable 
vehicle could have been leased on a 
cents-per-mile basis, the value of the 
availability of the vehicle cannot be 
computed by applying a cents-per-mile 
rate to the number of miles the vehicle 
is driven. 

(ii) Certain equipment excluded. The 
fair market value of a vehicle does not 
include the fair market value of any 
specialized equipment not susceptible 
to personal use or any telephone that 
is added to or carried in the vehicle, 
provided that the presence of that 
equipment or telephone is necessitated 
by, and attributable to, the business 
needs of the employer. However, the 
value of specialized equipment must be 
included, if the employee to whom the 
vehicle is available uses the specialized 
equipment in a trade or business of the 
employee other than the employee’s 
trade or business of being an employee 
of the employer. 

(5) Fair market value of chauffeur serv-
ices—(i) Determination of value—(A) In 
general. The fair market value of chauf-
feur services provided to the employee 
by the employer is the amount that an 
individual would have to pay in an 
arm’s-length transaction to obtain the 
same or comparable chauffeur services 
in the geographic area for the period in 
which the services are provided. In de-
termining the applicable fair market 
value, the amount of time, if any, the 
chauffeur remains on-call to perform 
chauffeur services must be included. 
For example, assume that A, an em-
ployee of corporation M, needs a chauf-
feur to be on-call to provide services to 
A during a twenty-four hour period. If 
during that twenty-four hour period, 
the chauffeur actually drives A for 
only six hours, the fair market value of 
the chauffeur services would have to be 
the value of having a chauffeur on-call 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00061 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



50 

26 CFR Ch. I (4–1–15 Edition) § 1.61–21 

for a twenty-four hour period. The cost 
of taxi fare or limousine service for the 
six hours the chauffeur actually drove 
A would not be an accurate measure of 
the fair market value of chauffeur 
services provided to A. Moreover, all 
other aspects of the chauffeur’s serv-
ices (including any special qualifica-
tions of the chauffeur (e.g., training in 
evasive driving skills) or the ability of 
the employee to choose the particular 
chauffeur) must be taken into consider-
ation. 

(B) Alternative valuation with reference 
to compensation paid. Alternatively, the 
fair market value of the chauffeur 
services may be determined by ref-
erence to the compensation (as defined 
in paragraph (b)(5)(ii) of this section) 
received by the chauffeur from the em-
ployer. 

(C) Separate valuation for chauffeur 
services. The value of chauffeur services 
is determined separately from the 
value of the availability of an em-
ployer-provided vehicle. 

(ii) Definition of compensation—(A) In 
general. For purposes of this paragraph 
(b)(5)(ii), the term ‘‘compensation’’ 
means compensation as defined in sec-
tion 414(q)(7) and the fair market value 
of nontaxable lodging (if any) provided 
by the employer to the chauffeur in the 
current year. 

(B) Adjustments to compensation—For 
purposes of this paragraph (b)(5)(ii), a 
chauffeur’s compensation is reduced 
proportionately to reflect the amount 
of time during which the chauffeur per-
forms substantial services for the em-
ployer other than as a chauffeur and is 
not on-call as a chauffeur. For exam-
ple, assume a chauffeur is paid $25,000 a 
year for working a ten-hour day, five 
days a week and also receives $5,000 in 
nontaxable lodging. Further assume 
that during four hours of each day, the 
chauffeur is not on-call to perform 
services as a chauffeur because that in-
dividual is performing secretarial func-
tions for the employer. Then, for pur-
poses of determining the fair market 
value of this chauffeur’s services, the 
employer may reduce the chauffeur’s 
compensation by 4⁄10 or $12,000 (.4× 
($25,000+$5,000) = $12,000). Therefore, in 
this example, the fair market value of 
the chauffeur’s services is $18,000 
($30,000 ¥$12,000). However, for pur-

poses of this paragraph (b)(5)(ii), a 
chauffeur’s compensation is not to be 
reduced by any amounts paid to the 
chauffeur for time spent ‘‘on-call,’’ 
even though the chauffeur actually 
performs other services for the em-
ployer during such time. For purposes 
of this paragraph (b)(5)(ii), a deter-
mination that a chauffeur is per-
forming substantial services for the 
employer other than as a chauffeur is 
based upon the facts and circumstances 
of each situation. An employee will be 
deemed to be performing substantial 
services for the employer other than as 
a chauffeur if a certain portion of each 
working day is regularly spent per-
forming other services for the em-
ployer. 

(iii) Calculation of chauffeur services 
for personal purposes of the employee. 
The fair market value of chauffeur 
services provided to the employee for 
personal purposes may be determined 
by multiplying the fair market value of 
chauffeur services, as determined pur-
suant to paragraph (b)(5)(i) (A) or (B) of 
this section, by a fraction, the numer-
ator of which is equal to the sum of the 
hours spent by the chauffeur actually 
providing personal driving services to 
the employee and the hours spent by 
the chauffeur in ‘‘personal on-call 
time,’’ and the denominator of which is 
equal to all hours the chauffeur spends 
in driving services of any kind paid for 
by the employer, including all hours 
that are ‘‘on-call.’’ 

(iv) Definition of on-call time. For pur-
poses of this paragraph, the term ‘‘on- 
call time’’ means the total amount of 
time that the chauffeur is not engaged 
in the actual performance of driving 
services, but during which time the 
chauffeur is available to perform such 
services. With respect to a round-trip, 
time spent by a chauffeur waiting for 
an employee to make a return trip is 
generally not treated as on-call time; 
rather such time is treated as part of 
the round-trip. 

(v) Definition of personal on-call time. 
For purposes of this paragraph, the 
term ‘‘personal on-call time’’ means 
the amount of time outside the em-
ployee’s normal working hours for the 
employer when the chauffeur is avail-
able to the employee to perform driv-
ing services. 
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(vi) Presumptions. (A) An employee’s 
normal working hours will be presumed 
to consist of a ten hour period during 
which the employee usually conducts 
business activities for that employer. 

(B) It will be presumed that if the 
chauffeur is on-call to provide driving 
services to an employee during the em-
ployee’s normal working hours, then 
that on-call time will be performed for 
business purposes. 

(C) Similarly, if the chauffeur is on- 
call to perform driving services to an 
employee after normal working hours, 
then that on-call time will be presumed 
to be ‘‘personal on-call time.’’ 

(D) The presumptions set out in para-
graph (b)(5)(vi) (A), (B), and (C) of this 
section may be rebutted. For example, 
an employee may demonstrate by ade-
quate substantiation that his or her 
normal working hours consist of more 
than ten hours. Furthermore, if the 
employee keeps adequate records and 
is able to substantiate that some por-
tion of the driving services performed 
by the chauffeur after normal working 
hours is attributable to business pur-
poses, then personal on-call time may 
be reduced by an amount equal to such 
personal on-call time multiplied by a 
fraction, the numerator of which is 
equal to the time spent by the chauf-
feur after normal working hours driv-
ing the employee for business purposes, 
and the denominator of which is equal 
to the total time spent by the chauf-
feur driving the employee after normal 
working hours for all purposes. 

(vii) Examples. The rules of this para-
graph (b)(5) may be illustrated by the 
following examples: 

Example 1. An employer makes available to 
employee A an automobile and a full-time 
chauffeur B (who performs no other services 
for A’s employer) for an entire calendar year. 
Assume that the automobile lease valuation 
rule of paragraph (d) of this section is used 
and that the Annual Lease Value of the auto-
mobile is $9,250. Assume further that B’s 
compensation for the year is $12,000 (as de-
fined in section 414(q)(7)) and that B is fur-
nished lodging with a value of $3,000 that is 
excludable from B’s gross income. The max-
imum amount subject to inclusion in A’s 
gross income for use of the automobile and 
chauffeur is therefore $24,250 
($12,000+$3,000+$9,250). If 70 percent of the 
miles placed on the automobile during the 
year are for A’s employer’s business, then 
$6,475 is excludable from A’s gross income 

with respect to the automobile as a working 
condition fringe ($9,250×.70). Thus, $2,775 is 
includible in A’s gross income with respect 
to the automobile ($9,250¥$6,475). With re-
spect to the chauffeur, if 20 percent of the 
chauffeur’s time is spent actually driving A 
or being on-call to drive A for personal pur-
poses; then $3,000 is includible in A’s income 
(.20×$15,000). Eighty percent of $15,000, or 
$12,000, is excluded from A’s income as a 
working condition fringe. 

Example 2. Assume the same facts as in ex-
ample (1) except that in addition to pro-
viding chauffeur services, B is responsible for 
performing substantial non-chauffeur-re-
lated duties (such as clerical or secretarial 
functions) during which time B is not ‘‘on- 
call’’ as a chauffeur. If B spends only 75 per-
cent of the time performing chauffeur serv-
ices, then the maximum amount subject to 
inclusion in A’s gross income for use of the 
automobile and chauffeur is $20,500 
(($15,000×.75)+$9,250). If B is actually driving 
A for personal purposes or is on-call to drive 
A for personal purposes for 20 percent of the 
time during which B is available to provide 
chauffeur services, then $2,250 is includible in 
A’s gross income (.20×$11,250). The income in-
clusion with respect to the automobile is the 
same as in example (1). 

Example 3. Assume the same facts as in ex-
ample (2) except that while B is performing 
non-chauffeur-related duties, B is on call as 
A’s chauffeur. No part of B’s compensation is 
excluded when determining the value of the 
benefit provided to A. Thus, as in example 
(1), $3,000 is includible in A’s gross income 
with respect to the chauffeur. 

(6) Fair market value of a flight on an 
employer-provided piloted aircraft—(i) In 
general. If the non-commercial flight 
special valuation rule of paragraph (g) 
of this section does not apply, the 
value of a flight on an employer-pro-
vided piloted aircraft is determined 
under the general valuation principles 
set forth in this paragraph. 

(ii) Value of flight. If an employee 
takes a flight on an employer-provided 
piloted aircraft and that employee’s 
flight is primarily personal (see § 1.162– 
2(b)(2)), the value of the flight is equal 
to the amount that an individual would 
have to pay in an arm’s-length trans-
action to charter the same or a com-
parable piloted aircraft for that period 
for the same or a comparable flight. A 
flight taken under these circumstances 
may not be valued by reference to the 
cost of commercial airfare for the same 
or a comparable flight. The cost to 
charter the aircraft must be allocated 
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among all employees on board the air-
craft based on all the facts and cir-
cumstances unless one or more of the 
employees controlled the use of the 
aircraft. Where one or more employees 
control the use of the aircraft, the 
value of the flight shall be allocated 
solely among such controlling employ-
ees, unless a written agreement among 
all the employees on the flight other-
wise allocates the value of such flight. 
Notwithstanding the allocation re-
quired by the preceding sentence, no 
additional amount shall be included in 
the income of any employee whose 
flight is properly valued under the spe-
cial valuation rule of paragraph (g) of 
this section. For purposes of this para-
graph (b)(6), ‘‘control’’ means the abil-
ity of the employee to determine the 
route, departure time and destination 
of the flight. The rules provided in 
paragraph (g)(3) of this section will be 
used for purposes of this section in de-
fining a flight. Notwithstanding the al-
location required by the preceding sen-
tence, no additional amount shall be 
included in the income of an employee 
for that portion of any such flight 
which is excludible from income pursu-
ant to section 132(d) or § 1.132–5 as a 
working condition fringe. 

(iii) Examples. The rules of paragraph 
(b)(6) of this section may be illustrated 
by the following examples: 

Example 1. An employer makes available to 
employees A and B a piloted aircraft in New 
York, New York. A wants to go to Los Ange-
les, California for personal purposes. B needs 
to go to Chicago, Illinois for business pur-
poses, and then wants to go to Los Angeles, 
California for personal purposes. Therefore, 
the aircraft first flies to Chicago, and B 
deplanes and then boards the plane again. 
The aircraft then flies to Los Angeles, Cali-
fornia where A and B deplane. The value of 
the flight to employee A will be no more 
than the amount that an individual would 
have to pay in an arm’s length transaction 
to charter the same or a comparable piloted 
aircraft for the same or comparable flight 
from New York City to Los Angeles. No 
amount will be imputed to employee A for 
the stop at Chicago. As to employee B, the 
value of the personal flight will be no more 
than the value or the flight from Chicago to 
Los Angeles. Pursuant to the rules set forth 
in § 1.132–5(k), the flight from New York to 
Chicago will not be included in employee B’s 
income since that flight was taken solely for 
business purposes. The charter cost must be 
allocated between A and B, since both em-

ployees controlled portions of the flight. As-
sume that the employer allocates according 
to the relative value of each employee’s 
flight. If the charter value of A’s flight from 
New York City to Los Angeles is $1,000 and 
the value of B’s flight from Chicago to Los 
Angeles is $600 and the value of the actual 
flight from New York to Chicago to Los An-
geles is $1,200, then the amount to be allo-
cated to employee A is $750 ($1,000/ 
($1,000+$600)×$1,200) and the amount to be al-
located to employee B is $450 ($600/ 
($1000+$600)×$1,200). 

Example 2. Assume the same facts as in ex-
ample (1), except that employee A also 
deplanes at Chicago, Illinois, but for per-
sonal purposes. The value of the flight to em-
ployee A then becomes the value of a flight 
from New York to Chicago to Los Angeles, 
i.e., $1,200. Therefore, the amount to be allo-
cated to employee A is $800 ($1,200/ 
($1,200+$600)×$1,200) and the amount to be al-
located to employee B is $400 ($600/ 
($1,200+$600)× $1,200). 

(7) Fair market value of the use of an 
employer-provided aircraft for which the 
employer does not furnish a pilot—(i) In 
general. If the non-commercial flight 
special valuation rule of paragraph (g) 
of this section does not apply and if an 
employer provides an employee with 
the use of an aircraft without a pilot, 
the value of the use of the employer- 
provided aircraft is determined under 
the general valuation principles set 
forth in this paragraph (b)(7). 

(ii) Value of flight. In general, if an 
employee takes a flight on an em-
ployer-provided aircraft for which the 
employer does not furnish a pilot, the 
value of that flight is equal to the 
amount that an individual would have 
to pay in an arm’s-length transaction 
to lease the same or comparable air-
craft on the same or comparable terms 
for the same period in the geographic 
area in which the aircraft is used. For 
example, if an employer makes its air-
craft available to an employee who will 
pilot the aircraft for a two-hour flight, 
the value of the use of the aircraft is 
the amount that an individual would 
have to pay in an arm’s-length trans-
action to rent a comparable aircraft for 
that period in the geographic area in 
which the aircraft is used. As another 
example, assume that an employee uses 
an employer-provided aircraft to com-
mute between home and work. The 
value of the use of the aircraft is the 
amount that an individual would have 
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to pay in an arm’s-length transaction 
to rent a comparable aircraft for com-
muting in the geographic area in which 
the aircraft is used. If the availability 
of the flight is of benefit to more than 
one employee, then such value shall be 
allocated among such employees on the 
basis of the relevant facts and cir-
cumstances. 

(c) Special valuation rules—(1) In gen-
eral. Paragraphs (d) through (k) of this 
section provide special valuation rules 
that may be used under certain cir-
cumstances for certain commonly pro-
vided fringe benefits. For general rules 
relating to the valuation of fringe ben-
efits not eligible for valuation under 
the special valuation rules or fringe 
benefits with respect to which the spe-
cial valuation rules are not used, see 
paragraph (b) of this section. 

(2) Use of the special valuation rules— 
(i) For benefits provided before January 1, 
1993. The special valuation rules may 
be used for income tax, employment 
tax, and reporting purposes. The em-
ployer has the option to use any of the 
special valuation rules. However, an 
employee may only use a special valu-
ation rule if the employer uses the 
rule. Moreover, an employee may only 
use the special rule that the employer 
uses to value the benefit provided; the 
employee may not use another special 
rule to value that benefit. The em-
ployee may always use general valu-
ation rules based on facts and cir-
cumstances (see paragraph (b) of this 
section) even if the employer uses a 
special rule. If a special rule is used, it 
must be used for all purposes. If an em-
ployer properly uses a special rule and 
the employee uses the special rule, the 
employee must include in gross income 
the amount determined by the em-
ployer under the special rule reduced 
by the sum of— 

(A) Any amount reimbursed by the 
employee to the employer, and 

(B) Any amount excludable from in-
come under another section of subtitle 
A of the Internal Revenue Code of 1986. 
If an employer properly uses a special 
rule and properly determines the 
amount of an employee’s working con-
dition fringe under section 132 and 
§ 1.132–5 (under the general rule or 
under a special rule), and the employee 
uses the special valuation rule, the em-

ployee must include in gross income 
the amount determined by the em-
ployer less any amount reimbursed by 
the employee to the employer. The em-
ployer and employee may use the spe-
cial rules to determine the amount of 
the reimbursement due the employer 
by the employee. Thus, if an employee 
reimburses an employer for the value 
of a benefit as determined under a spe-
cial valuation rule, no amount is in-
cludable in the employee’s gross in-
come with respect to the benefit. The 
provisions of this paragraph are effec-
tive for benefits provided before Janu-
ary 1, 1993. 

(ii) For benefits provided after Decem-
ber 31, 1992. The special valuation rules 
may be used for income tax, employ-
ment tax, and reporting purposes. The 
employer has the option to use any of 
the special valuation rules. An em-
ployee may use a special valuation rule 
only if the employer uses that rule or 
the employer does not meet the condi-
tion of paragraph (c)(3)(ii)(A) of this 
section, but one of the other conditions 
of paragraph (c)(3)(ii) of this section is 
met. The employee may always use 
general valuation rules based on facts 
and circumstances (see paragraph (b) of 
this section) even if the employer uses 
a special rule. If a special rule is used, 
it must be used for all purposes. If an 
employer properly uses a special rule 
and the employee uses the special rule, 
the employee must include in gross in-
come the amount determined by the 
employer under the special rule re-
duced by the sum of— 

(A) Any amount reimbursed by the 
employee to the employer; and 

(B) Any amount excludable from in-
come under another section of subtitle 
A of the Internal Revenue Code of 1986. 
If an employer properly uses a special 
rule and properly determines the 
amount of an employee’s working con-
dition fringe under section 132 and 
§ 1.132–5 (under the general rule or 
under a special rule), and the employee 
uses the special valuation rule, the em-
ployee must include in gross income 
the amount determined by the em-
ployer less any amount reimbursed by 
the employee to the employer. The em-
ployer and employee may use the spe-
cial rules to determine the amount of 
the reimbursement due the employer 
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by the employee. Thus, if an employee 
reimburses an employer for the value 
of a benefit as determined under a spe-
cial valuation rule, no amount is in-
cludible in the employee’s gross in-
come with respect to the benefit. The 
provisions of this paragraph are effec-
tive for benefits provided after Decem-
ber 31, 1992. 

(iii) Vehicle special valuation rules— 
(A) Vehicle by vehicle basis. Except as 
provided in paragraphs (d)(7)(v) and 
(e)(5)(v) of this section, the vehicle spe-
cial valuation rules of paragraphs (d), 
(e), and (f) of this section apply on a ve-
hicle by vehicle basis. An employer 
need not use the same vehicle special 
valuation rule for all vehicles provided 
to all employees. For example, an em-
ployer may use the automobile lease 
valuation rule for automobiles pro-
vided to some employees, and the com-
muting and vehicle cents-per-mile 
valuation rules for automobiles pro-
vided to other employees. For purposes 
of valuing the use or availability of a 
vehicle, the consistency rules provided 
in paragraphs (d)(7) and (e)(5) of this 
section (relating to the automobile 
lease valuation rule and the vehicle 
cents-per-mile valuation rule, respec-
tively) apply. 

(B) Shared vehicle usage. If an em-
ployer provides a vehicle to employees 
for use by more than one employee at 
the same time, such as with an em-
ployer-sponsored vehicle commuting 
pool, the employer may use any of the 
special valuation rules that may be ap-
plicable to value the use of the vehicle 
by the employees. The employer must 
use the same special valuation rule to 
value the use of the vehicle by each 
employee who shares such use. The em-
ployer must allocate the value of the 
use of the vehicle based on the relevant 
facts and circumstances among the em-
ployees who share use of the vehicle. 
For example, assume that an employer 
provides an automobile to four of its 
employees and that the employees use 
the automobile in an employer-spon-
sored vehicle commuting pool. Assume 
further that the employer uses the 
automobile lease valuation rule of 
paragraph (d) of this section and that 
the Annual Lease Value of the auto-
mobile is $5,000. 

The employer must treat $5,000 as the 
value of the availability of the auto-
mobile to the employees, and must ap-
portion the $5,000 value among the em-
ployees who share the use of the auto-
mobile based on the relevant facts and 
circumstances. Each employee’s share 
of the value of the availability of the 
automobile is then to be reduced by the 
amount, if any, of each employee’s 
working condition fringe exclusion and 
the amount reimbursed by the em-
ployee to the employer. 

(iv) Commercial and noncommercial 
flight valuation rules. Except as other-
wise provided, if either the commercial 
flight valuation rule or the non-com-
mercial flight valuation rule is used, 
that rule must be used by an employer 
to value all eligible flights taken by all 
employees in a calendar year. See para-
graph (g)(14) of this section for the ap-
plicable consistency rules. 

(3) Additional rules for using special 
valuation—(i) Election to use special 
valuation rules for benefits provided be-
fore January 1, 1993. A particular spe-
cial valuation rule is deemed to have 
been elected by the employer (and, if 
applicable, by the employee), if the em-
ployer (and, if applicable, the em-
ployee) determines the value of the 
fringe benefit provided by applying the 
special valuation rule and treats that 
value as the fair market value of the 
fringe benefit for income, employment 
tax, and reporting purposes. Neither 
the employer nor the employee must 
notify the Internal Revenue Service of 
the election. The provisions of this 
paragraph are effective for benefits 
provided before January 1, 1993. 

(ii) Conditions on the use of special 
valuation rules for benefits provided after 
December 31, 1992. Neither the employer 
nor the employee may use a special 
valuation rule to value a benefit pro-
vided after December 31, 1992, unless 
one of the following conditions is satis-
fied— 

(A) The employer treats the value of 
the benefit as wages for reporting pur-
poses within the time for filing the re-
turns for the taxable year (including 
extensions) in which the benefit is pro-
vided; 

(B) The employee includes the value 
of the benefit in income within the 
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time for filing the returns for the tax-
able year (including extensions) in 
which the benefit is provided; 

(C) The employee is not a control em-
ployee as defined in paragraphs (f)(5) 
and (f)(6) of this section; or 

(D) The employer demonstrates a 
good faith effort to treat the benefit 
correctly for reporting purposes. 

(4) Application of section 414 to employ-
ers. For purposes of paragraphs (c) 
through (k) of this section, except as 
otherwise provided therein, the term 
‘‘employer’’ includes all entities re-
quired to be treated as a single em-
ployer under section 414 (b), (c), (m), or 
(o). 

(5) Valuation formulae contained in the 
special valuation rules. The valuation 
formula contained in the special valu-
ation rules are provided only for use in 
connection with those rules. Thus, 
when a special valuation rule is prop-
erly applied to a fringe benefit, the 
Commissioner will accept the value 
calculated pursuant to the rule as the 
fair market value of that fringe ben-
efit. However, when a special valuation 
rule is not properly applied to a fringe 
benefit (see, for example, paragraph 
(g)(13) of this section), or when a spe-
cial valuation rule is used to value a 
fringe benefit by a taxpayer not enti-
tled to use the rule, the fair market 
value of that fringe benefit may not be 
determined by reference to any value 
calculated under any special valuation 
rule. Under the circumstances de-
scribed in the preceding sentence, the 
fair market value of the fringe benefit 
must be determined pursuant to the 
general valuation rules of paragraph 
(b) of this section. 

(6) Modification of the special valuation 
rules. The Commissioner may, to the 
extent necessary for tax administra-
tion, add, delete, or modify any special 
valuation rule, including the valuation 
formulae contained herein, on a pro-
spective basis by regulation, revenue 
ruling or revenue procedure. 

(7) Special accounting rule. If the em-
ployer is using the special accounting 
rule provided in Announcement 85–113 
(1985–31 I.R.B. 31, August 5, 1985) (see 
§ 601.601(d)(2)(ii)(b) of this chapter) (re-
lating to the reporting of and with-
holding on the value of noncash fringe 
benefits), benefits which are deemed 

provided in a subsequent calendar year 
pursuant to that rule are considered as 
provided in that subsequent calendar 
year for purposes of the special valu-
ation rules. Thus, if a particular spe-
cial valuation rule is in effect for a cal-
endar year, it applies to benefits 
deemed provided during that calendar 
year under the special accounting rule. 

(d) Automobile lease valuation rule—(1) 
In general—(i) Annual Lease Value. 
Under the special valuation rule of this 
paragraph (d), if an employer provides 
an employee with an automobile that 
is available to the employee for an en-
tire calendar year, the value of the 
benefit provided is the Annual Lease 
Value (determined under paragraph 
(d)(2) of this section) of that auto-
mobile. Except as otherwise provided, 
for an automobile that is available to 
an employee for less than an entire cal-
endar year, the value of the benefit 
provided is either a pro-rated Annual 
Lease Value or the Daily Lease Value 
(both as defined in paragraph (d)(4) of 
this section), whichever is applicable. 
Absent any statutory exclusion relat-
ing to the employer-provided auto-
mobile (see, for example, section 
132(a)(3) and § 1.132–5(b)), the amount of 
the Annual Lease Value (or a pro-rated 
Annual Lease Value or the Daily Lease 
Value, as applicable) is included in the 
gross income of the employee. 

(ii) Definition of automobile. For pur-
poses of this paragraph (d), the term 
‘‘automobile’’ means any four-wheeled 
vehicle manufactured primarily for use 
on public streets, roads, and highways. 

(2) Calculation of Annual Lease 
Value—(i) In general. The Annual Lease 
Value of a particular automobile is cal-
culated as follows: 

(A) Determine the fair market value 
of the automobile as of the first date 
on which the automobile is made avail-
able to any employee of the employer 
for personal use. For an automobile 
first made available to any employee 
for personal use prior to January 1, 
1985, determine the fair market value 
as of January l of the first year the 
special valuation rule of this paragraph 
(d) is used with respect to the auto-
mobile. For rules relating to deter-
mination of the fair market value of an 
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automobile for purposes of this para-
graph (d), see paragraph (d)(5) of this 
section. 

(B) Select the dollar range in column 
1 of the Annual Lease Value Table, set 
forth in paragraph (d)(2)(iii) of this sec-
tion corresponding to the fair market 
value of the automobile. Except as oth-
erwise provided in paragraphs (d)(2) (iv) 
and (v) of this section, the Annual 
Lease Value for each year of avail-
ability of the automobile is the cor-
responding amount in column 2 of the 
Table. 

(ii) Calculation of Annual Lease Value 
of automobile owned or leased by both an 
employer and an employee—(A) Pur-
chased automobiles. Notwithstanding 
anything in this section to the con-
trary, if an employee contributes an 
amount toward the purchase price of 
an automobile in return for a percent-
age ownership interest in the auto-
mobile, the Annual Lease Value or the 
Daily Lease Value, whichever is appli-
cable, is determined by reducing the 
fair market value of the employer-pro-
vided automobile by the lesser of— 

(1) The amount contributed, or 
(2) An amount equal to the employ-

ee’s percentage ownership interest 
multiplied by the unreduced fair mar-
ket value of the automobile. 
If the automobile is subsequently re-
valued, the revalued amount (deter-
mined without regard to this para-
graph (d)(2)(ii)(A)) is reduced by an 
amount which is equal to the employ-
ee’s percentage ownership interest in 
the vehicle). If the employee does not 
receive an ownership interest in the 
employer-provided automobile, then 
the Annual Lease Value or the Daily 
Lease Value, whichever is applicable, is 
determined without regard to any 
amount contributed. For purposes of 
this paragraph (d)(2)(ii)(A), an employ-
ee’s ownership interest in an auto-
mobile will not be recognized unless it 
is reflected in the title of the auto-
mobile. An ownership interest reflected 
in the title of an automobile will not 
be recognized if under the facts and cir-
cumstances the title does not reflect 
the benefits and burdens of ownership. 

(B) Leased automobiles. Notwith-
standing anything in this section to 
the contrary, if an employee contrib-
utes an amount toward the cost to 

lease an automobile in return for a per-
centage interest in the automobile 
lease, the Annual Lease Value or the 
Daily Lease Value, whichever is appli-
cable, is determined by reducing the 
fair market value of the employer-pro-
vided automobile by the amount speci-
fied in the following sentence. The 
amount specified in this sentence is the 
unreduced fair market value of a vehi-
cle multiplied by the lesser of— 

(1) The employee’s percentage inter-
est in the lease, or 

(2) A fraction, the numerator of 
which is the amount contributed and 
the denominator of which is the entire 
lease cost. 
If the automobile is subsequently re-
valued, the revalued amount (deter-
mined without regard to this para-
graph (d)(2)(ii)(B)) is reduced by an 
amount which is equal to the employ-
ee’s percentage interest in the lease) 
multiplied by the revalued amount. If 
the employee does not receive an inter-
est in the automobile lease, then the 
Annual Lease Value or the Daily Lease 
Value, whichever is applicable, is de-
termined without regard to any 
amount contributed. For purposes of 
this paragraph (d)(2)(ii)(B), an employ-
ee’s interest in an automobile lease 
will not be recognized unless the em-
ployee is a named co-lessee on the 
lease. An interest in a lease will not be 
recognized if under the facts and cir-
cumstances the lease does not reflect 
the true obligations of the lessees. 

(C) Example. The rules of paragraph 
(d)(2)(ii) (A) and (B) of this section are 
illustrated by the following example: 

Example. Assume that an employer pays 
$15,000 and an employee pays $5,000 toward 
the purchase of an automobile. Assume fur-
ther that the employee receives a 25 percent 
interest in the automobile and is named as a 
co-owner on the title to the automobile. 
Under the rule of paragraph (d)(2)(ii)(A) of 
this section, the Annual Lease Value of the 
automobile is determined by reducing the 
fair market value of the automobile ($20,000) 
by the $5,000 employee contribution. Thus, 
the Annual Lease Value of the automobile 
under the table in paragraph (d)(2)(iii) of this 
section is $4,350. If the employee in this ex-
ample does not receive an ownership interest 
in the automobile and is provided the use of 
the automobile for two years, the Annual 
Lease Value would be determined without re-
gard to the $5,000 employee contribution. 
Thus, the Annual Lease Value would be 
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$5,600. The $5,000 employee contribution 
would reduce the amount includible in the 
employee’s income after taking into account 
the amount, if any, excluded from income 
under another provision of subtitle A of the 
Internal Revenue Code, such as the working 
condition fringe exclusion. Thus, if the em-
ployee places 50 percent of the mileage on 
the automobile for the employer’s business 
each year, then the amount includible in the 
employee’s income in the first year would be 
($5,600–2,800–2,800), or $0, the amount includ-
ible in the employee’s income in the second 
year would be ($5,600–2,800–2,200 ($5,000–2,800)) 
or $600 and the amount includible in the 
third year would be ($5,600–2,800) or $2,800 
since the employee’s contribution has been 
completely used in the first two years. 

(iii) Annual Lease Value Table. 

Automobile fair market value Annual 
lease 
value 

(1) 
(2) 

$0 to 999 ............................................................... $600 
1,000 to 1,999 ....................................................... 850 
2,000 to 2,999 ....................................................... 1,100 
3,000 to 3,999 ....................................................... 1,350 
4,000 to 4,999 ....................................................... 1,600 
5,000 to 5,999 ....................................................... 1,850 
6,000 to 6,999 ....................................................... 2,100 
7,000 to 7,999 ....................................................... 2,350 
8,000 to 8,999 ....................................................... 2,600 
9,000 to 9,999 ....................................................... 2,850 
10,000 to 10,999 ................................................... 3,100 
11,000 to 11,999 ................................................... 3,350 
12,000 to 12,999 ................................................... 3,600 
13,000 to 13,999 ................................................... 3,850 
14,000 to 14,999 ................................................... 4,100 
15,000 to 15,999 ................................................... 4,350 
16,000 to 16,999 ................................................... 4,600 
17,000 to 17,999 ................................................... 4,850 
18,000 to 18,999 ................................................... 5,100 
19,000 to 19,999 ................................................... 5,350 
20,000 to 20,999 ................................................... 5,600 
21,000 to 21,999 ................................................... 5,850 
22,000 to 22,999 ................................................... 6,100 
23,000 to 23,999 ................................................... 6,350 
24,000 to 24,999 ................................................... 6,600 
25,000 to 25,999 ................................................... 6,850 
26,000 to 27,999 ................................................... 7,250 
28,000 to 29,999 ................................................... 7,750 
30,000 to 31,999 ................................................... 8,250 
32,000 to 33,999 ................................................... 8,750 
34,000 to 35,999 ................................................... 9,250 
36,000 to 37,999 ................................................... 9,750 
38,000 to 39,999 ................................................... 10,250 
40,000 to 41,999 ................................................... 10,750 
42,000 to 43,999 ................................................... 11,250 
44,000 to 45,999 ................................................... 11,750 
46,000 to 47,999 ................................................... 12,250 
48,000 to 49,999 ................................................... 12,750 
50,000 to 51,999 ................................................... 13,250 
52,000 to 53,999 ................................................... 13,750 
54,000 to 55,999 ................................................... 14,250 
56,000 to 57,999 ................................................... 14,750 
58,000 to 59,999 ................................................... 15,250 

For vehicles having a fair market 
value in excess of $59,999, the Annual 

Lease Value is equal to: (.25 × the fair 
market value of the automobile) + $500. 

(iv) Recalculation of Annual Lease 
Value. The Annual Lease Values deter-
mined under the rules of this para-
graph (d) are based on four-year lease 
terms. Therefore, except as otherwise 
provided in paragraph (d)(2)(v) of this 
section, the Annual Lease Value cal-
culated by applying paragraph (d)(2) (i) 
or (ii) of this section shall remain in ef-
fect for the period that begins with the 
first date the special valuation rule of 
paragraph (d) of this section is applied 
by the employer to the automobile and 
ends on December 31 of the fourth full 
calendar year following that date. The 
Annual Lease Value for each subse-
quent four-year period is calculated by 
determining the fair market value of 
the automobile as of the first January 
1 following the period described in the 
previous sentence and selecting the 
amount in column 2 of the Annual 
Lease Value Table corresponding to the 
appropriate dollar range in column 1 of 
the Table. If, however, the employer is 
using the special accounting rule pro-
vided in Announcement 85–113 (1985–31 
I.R.B. 31, August 5, 1985) (relating to 
the reporting of and withholding on the 
value of noncash fringe benefits), the 
employer may calculate the Annual 
Lease Value for each subsequent four- 
year period as of the beginning of the 
special accounting period that begins 
immediately prior to the January 1 de-
scribed in the previous sentence. For 
example, assume that pursuant to An-
nouncement 85–113, an employer uses 
the special accounting rule. Assume 
further that beginning on November 1, 
1988, the special accounting period is 
November 1 to October 31 and that the 
employer elects to use the special valu-
ation rule of this paragraph (d) as of 
January 1, 1989. The employer may re-
calculate the Annual Lease Value as of 
November 1, 1992, rather than as of 
January 1, 1993. 

(v) Transfer of the automobile to an-
other employee. Unless the primary pur-
pose of the transfer is to reduce Fed-
eral taxes, if an employer transfers the 
use of an automobile from one em-
ployee to another employee, the em-
ployer may recalculate the Annual 
Lease Value based on the fair market 
value of the automobile as of January 
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1 of the calendar year of transfer. If, 
however, the employer is using the spe-
cial accounting rule provided in An-
nouncement 85–113 (1985–31 I.R.B. 31, 
August 5, 1985) (relating to the report-
ing of and withholding on the value of 
noncash fringe benefits), the employer 
may recalculate the Annual Lease 
Value based on the fair market value of 
the automobile as of the beginning of 
the special accounting period in which 
the transfer occurs. If the employer 
does not recalculate the Annual Lease 
Value, and the employee to whom the 
automobile is transferred uses the spe-
cial valuation rule, the employee may 
not recalculate the Annual Lease 
Value. 

(3) Services included in, or excluded 
from, the Annual Lease Value Table—(i) 
Maintenance and insurance included. 
The Annual Lease Values contained in 
the Annual Lease Value Table include 
the fair market value of maintenance 
of, and insurance for, the automobile. 
Neither an employer nor an employee 
may reduce the Annual Lease Value by 
the fair market value of any service in-
cluded in the Annual Lease Value that 
is not provided by the employer, such 
as reducing the Annual Lease Value by 
the fair market value of a maintenance 
service contract or insurance. An em-
ployer or employee who wishes to take 
into account only the services actually 
provided with respect to an automobile 
may value the availability of the auto-
mobile under the general valuation 
rules of paragraph (b) of this section. 

(ii) Fuel excluded—(A) In general. The 
Annual Lease Values do not include 
the fair market value of fuel provided 
by the employer, whether fuel is pro-
vided in kind or its cost is reimbursed 
by or charged to the employer. Thus, if 
an employer provides fuel, the fuel 
must be valued separately for inclusion 
in income. 

(B) Valuation of fuel provided in kind. 
The provision of fuel in kind may be 
valued at fair market value based on 
all the facts and circumstances or, in 
the alternative, it may be valued at 5.5 
cents per mile for all miles driven by 
the employee. However, the provision 
of fuel in kind may not be valued at 5.5 
cents per mile for miles driven outside 
the United States, Canada or Mexico. 
For purposes of this section, the United 

States includes the United States, its 
possessions and its territories. 

(C) Valuation of fuel where cost reim-
bursed by or charged to an employer. The 
fair market value of fuel, the cost of 
which is reimbursed by or charged to 
an employer, is generally the amount 
of the actual reimbursement or the 
amount charged, provided the purchase 
of the fuel is at arm’s-length. 

(D) Fleet-average cents-per-mile fuel 
cost. If an employer with a fleet of at 
least 20 automobiles that meets the re-
quirements of paragraph (d)(5)(v)(D) of 
this section reimburses employees for 
the cost of fuel or allows employees to 
charge the employer for the cost of 
fuel, the fair market value of fuel pro-
vided to those automobiles may be de-
termined by reference to the employ-
er’s fleet-average cents-per-mile fuel 
cost. The fleet-average cents-per-mile 
fuel cost is equal to the fleet-average 
per-gallon fuel cost divided by the 
fleet-average miles-per-gallon rate. 
The averages described in the pre-
ceding sentence must be determined by 
averaging the per-gallon fuel costs and 
miles-per-gallon rates of a representa-
tive sample of the automobiles in the 
fleet equal to the greater of ten percent 
of the automobiles in the fleet or 20 
automobiles for a representative pe-
riod, such as a two-month period. In 
lieu of determining the fleet-average 
cents-per-mile fuel cost, if an employer 
is using the fleet-average valuation 
rule of paragraph (d)(5)(v) of this sec-
tion and if determining the amount of 
the actual reimbursement or the 
amount charged for the purchase of 
fuel would impose unreasonable admin-
istrative burdens on the employer, the 
provision of fuel may be valued under 
the rule provided in paragraph 
(d)(3)(ii)(B) of this section. 

(iii) Treatment of other services. The 
fair market value of any service not 
specifically identified in paragraph 
(d)(3)(i) of this section that is provided 
by the employer with respect to an 
automobile (other than the services of 
a chauffeur) must be added to the An-
nual Lease Value of the automobile in 
determining the fair market value of 
the benefit provided. See paragraph (b) 
(5) of this section for rules relating to 
the valuation of chauffeur services. 
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(4) Availability of an automobile for less 
than an entire calendar year—(i) Pro- 
rated Annual Lease Value used for con-
tinuous availability of at least 30 days— 
(A) In general. Except as otherwise pro-
vided in paragraph (d)(4)(iv) of this sec-
tion, for periods of continuous avail-
ability of at least 30 days, but less than 
an entire calendar year, the value of 
the availability of an automobile pro-
vided by an employer electing to use 
the automobile lease valuation rule of 
this paragraph (d) is the pro-rated An-
nual Lease Value. The pro-rated An-
nual Lease Value is calculated by mul-
tiplying the applicable Annual Lease 
Value by a fraction, the numerator of 
which is the number of days of avail-
ability and the denominator of which is 
365. 

(B) Special rule for continuous avail-
ability of at least 30 days that straddles 
two reporting years. If an employee is 
provided with the continuous avail-
ability of an automobile for at least 30 
days, but the continuous period strad-
dles two calendar years (or two special 
accounting periods if the special ac-
counting rule of Announcement 85–113 
(1985–31 I.R.B. 31, August 5, 1985) (relat-
ing to the reporting of and withholding 
on noncash fringe benefits) is used), the 
pro-rated Annual Lease Value, rather 
than the Daily Lease Value, may be ap-
plied with respect to such period of 
continuous availability. 

(ii) Daily Lease Value used for contin-
uous availability of less than 30 days. Ex-
cept as otherwise provided in para-
graph (d)(4)(iii) of this section, for peri-
ods of continuous availability of one or 
more but less than 30 days, the value of 
the availability of the employer-pro-
vided automobile is the Daily Lease 
Value. The Daily Lease Value is cal-
culated by multiplying the applicable 
Annual Lease Value by a fraction, the 
numerator of which is four times the 
number of days of availability and the 
denominator of which is 365. 

(iii) Election to treat all periods as peri-
ods of at least 30 days. The value of the 
availability of an employer-provided 
automobile for a period of continuous 
availability of less than 30 days may be 
determined by applying the pro-rated 
Annual Lease Value by treating the 
automobile as if it had been available 
for 30 days, if doing so would result in 

a lower valuation than applying the 
Daily Lease Value to the shorter period 
of actual availability. 

(iv) Periods of unavailability—(A) Gen-
eral rule. In general, a pro-rated Annual 
Lease Value (as provided in paragraph 
(d)(4)(i) of this section) is used to value 
the availability of an employer-pro-
vided automobile when the automobile 
is available to an employee for a con-
tinuous period of at least 30 days but 
less than the entire calendar year. Nei-
ther an employer nor an employee, 
however, may use a pro-rated Annual 
Lease Value when the reduction of Fed-
eral taxes is the primary reason the 
automobile is unavailable to an em-
ployee at certain times during the cal-
endar year. 

(B) Unavailability for personal reasons 
of the employee. If an automobile is un-
available to an employee because of 
personal reasons of the employee, such 
as while the employee is on vacation, a 
pro-rated Annual Lease Value, if used, 
must not take into account such peri-
ods of unavailability. For example, as-
sume that an automobile is available 
to an employee during the first five 
months of the year and during the last 
five months of the year. Assume fur-
ther that the period of unavailability 
occurs because the employee is on va-
cation. The Annual Lease Value, if it is 
applied, must be applied with respect 
to the entire 12-month period. The An-
nual Lease Value may not be pro-rated 
to take into account the two-month pe-
riod of unavailability. 

(5) Fair market value—(i) In general. 
For purposes of determining the An-
nual Lease Value of an automobile 
under the Annual Lease Value Table, 
the fair market value of an automobile 
is the amount that an individual would 
have to pay in an arm’s-length trans-
action to purchase the particular auto-
mobile in the jurisdiction in which the 
vehicle is purchased or leased. That 
amount includes all amounts attrib-
utable to the purchase of an auto-
mobile such as sales tax and title fees 
as well as the purchase price of the 
automobile. Any special relationship 
that may exist between the employee 
and the employer must be disregarded. 
Also, the employee’s subjective percep-
tion of the value of the automobile is 
not relevant to the determination of 
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the automobile’s fair market value, 
and, except as provided in paragraph 
(d)(5)(ii) of this section, the cost in-
curred by the employer in connection 
with the purchase or lease of the auto-
mobile is not determinative of the fair 
market value of the automobile. 

(ii) Safe-harbor valuation rule—(A) 
General rule. For purposes of calcu-
lating the Annual Lease Value of an 
automobile under this paragraph (d), 
the safe-harbor value of the automobile 
may be used as the fair market value of 
the automobile. 

(B) Automobiles owned by the employer. 
For an automobile owned by the em-
ployer, the safe-harbor value of the 
automobile is the employer’s cost of 
purchasing the automobile (including 
sales tax, title, and other expenses at-
tributable to such purchase), provided 
the purchase is made at arm’s-length. 
Notwithstanding the preceding sen-
tence, the safe-harbor value of this 
paragraph (d)(5)(ii)(B) is not available 
with respect to an automobile manu-
factured by the employer. Thus, for ex-
ample, if one entity manufactures an 
automobile and sells it to an entity 
with which it is aggregated pursuant to 
paragraph (c)(4) of this section, this 
paragraph (d)(5)(ii)(B) does not apply to 
value the automobile by the aggre-
gated employer. In this case, value 
must be determined under paragraph 
(d)(5)(i) of this section. 

(C) Automobiles leased by the employer. 
For an automobile leased but not man-
ufactured by the employer, the safe- 
harbor value of the automobile is ei-
ther the manufacturer’s suggested re-
tail price of the automobile less eight 
percent (including sales tax, title, and 
other expenses attributable to such 
purchase), or the value determined 
under paragraph (d)(5)(iii) of this sec-
tion. 

(iii) Use of nationally recognized pric-
ing sources. The fair market value of an 
automobile that is— 

(A) Provided to an employee prior to 
January 1, 1985, 

(B) Being revalued pursuant to para-
graph (d)(2) (iv) or (v) of this section, or 

(C) A leased automobile being valued 
pursuant to paragraph (d)(5)(ii) of this 
section, may be determined by ref-
erence to the retail value of such auto-
mobile as reported by a nationally rec-

ognized pricing source that regularly 
reports new or used automobile retail 
values, whichever is applicable. That 
retail value must be reasonable with 
respect to the automobile being valued. 
Pricing sources consist of publications 
and electronic data bases. 

(iv) Fair market value of special equip-
ment. When determining the fair mar-
ket value of an automobile, the em-
ployer may exclude the fair market 
value of any specialized equipment or 
telephone that is added to or carried in 
the automobile provided that the pres-
ence of that equipment or telephone is 
necessitated by, and attributable to, 
the business needs of the employer. 
The value of the specialized equipment 
must be included if the employee to 
whom the automobile is available uses 
the specialized equipment in a trade or 
business of the employee other than 
the employee’s trade or business of 
being an employee of the employer. 

(v) Fleet-average valuation rule—(A) In 
general. An employer with a fleet of 20 
or more automobiles meeting the re-
quirements of this paragraph (d)(5)(v) 
(including the business-use and fair 
market value conditions of paragraph 
(d)(5)(v)(D) of this section) may use a 
fleet-average value for purposes of cal-
culating the Annual Lease Values of 
the automobiles in the fleet. The fleet- 
average value is the average of the fair 
market values of all automobiles in the 
fleet. The fair market value of each 
automobile in the fleet shall be deter-
mined, pursuant to the rules of para-
graphs (d)(5) (i) through (iv) of this sec-
tion, as of the date described in para-
graph (d)(2)(i)(A) of this section. 

(B) Period for use of rule. The fleet-av-
erage valuation rule of this paragraph 
(d)(5)(v) may be used by an employer as 
of January 1 of any calendar year fol-
lowing the calendar year in which the 
employer acquires a sufficient number 
of automobiles to total a fleet of 20 or 
more automobiles. The Annual Lease 
Value calculated for the automobiles 
in the fleet, based on the fleet-average 
value, shall remain in effect for the pe-
riod that begins with the first January 
1 the fleet-average valuation ru1e of 
this paragraph (d)(5)(v) is applied by 
the employer to the automobiles in the 
fleet and ends on December 31 of the 
subsequent calendar year. The Annual 
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Lease Value for each subsequent two- 
year period is calculated by deter-
mining the fleet-average value of the 
automobiles in the fleet as of the first 
January 1 of such period. An employer 
may cease using the fleet-average valu-
ation rule as of any January 1. If, how-
ever, the employer is using the special 
accounting rule provided in Announce-
ment 85–113 (1985–31 I.R.B. 31, August 5, 
1985) (relating to the reporting of and 
withholding on noncash fringe bene-
fits), the employer may apply the rules 
of this paragraph (d)(5)(v)(B) on the 
basis of the special accounting period 
rather than the calendar year. (This is 
accomplished by substituting (1) the 
beginning of the special accounting pe-
riod that begins immediately prior to 
the January 1 described in this para-
graph (d)(5)(v)(B) for January 1 wher-
ever it appears in this paragraph 
(d)(5)(v) (B) and (2) the end of such ac-
counting period for December 31.) If the 
number of qualifying automobiles in 
the employer’s fleet declines to fewer 
than 20 for more than 50 percent of the 
days in a year, then the fleet-average 
valuation rule does not apply as of Jan-
uary 1 of such year. In this case, the 
Annual Lease Value must be deter-
mined separately for each remaining 
automobile. The revaluation rules of 
paragraphs (d)(2) (iv) and (v) of this 
section do not apply to automobiles 
valued under this paragraph (d)(5)(v). 

(C) Automobiles included in the fleet. 
An employer may include in a fleet any 
automobile that meets the require-
ments of this paragraph (d)(5)(v) and is 
available to any employee of the em-
ployer for personal use. An employer 
may include in the fleet only auto-
mobiles the availability of which is 
valued under the automobile lease 
valuation rule of this paragraph (d). An 
employer need not include in the fleet 
all automobiles valued under the auto-
mobile lease valuation rule. An em-
ployer may have more than one fleet 
for purposes of the fleet-average rule of 
this paragraph (d)(5)(v). For example, 
an employer may group automobiles in 
a fleet according to their physical type 
or use. 

(D) Limitations on use of fleet-average 
rule. The rule provided in this para-
graph (d)(5)(v) may not be used for any 
automobile the fair market value of 

which (determined pursuant to para-
graphs (d)(5) (i) through (iv) of this sec-
tion as of either the first date on which 
the automobile is made available to 
any employee of the employer for per-
sonal use or, if later, January 1, 1985) 
exceeds $16,500. The fair market value 
limitation of $16,500 shall be adjusted 
pursuant to section 280F(d)(7) of the In-
ternal Revenue Code of 1986. The first 
such adjustment shall be for calendar 
year 1989 (substitute October 1986 for 
October 1987 in applying the formula). 
In addition, the rule provided in this 
paragraph (d)(5)(v) may only be used 
for automobiles that the employer rea-
sonably expects will regularly be used 
in the employer’s trade or business. 
For rules concerning when an auto-
mobile is regularly used in the employ-
er’s business, see paragraph (e)(1)(iv) of 
this section. 

(E) Additional automobiles added to the 
fleet. The fleet-average value in effect 
at the time an automobile is added to 
a fleet is treated as the fair market 
value of the additional automobile for 
purposes of determining the Annual 
Lease Value of the automobile until 
the fleet-average value changes pursu-
ant to paragraph (d)(5)(v)(B) of this sec-
tion. 

(F) Use of the fleet-average rule by em-
ployees. An employee may only use the 
fleet-average rule if it is used by the 
employer. If an employer uses the 
fleet-average rule, and the employee 
uses the special valuation rule of para-
graph (d) of this section, the employee 
must use the fleet-average value deter-
mined by the employer. 

(6) Special rules for continuous avail-
ability of certain automobiles—(i) Fleet 
automobiles. If an employer is using the 
fleet-average valuation ru1e of para-
graph (d)(5)(v) of this section and the 
employer provides an employee with 
the continuous availability of an auto-
mobile from the same fleet during a pe-
riod (though not necessarily the same 
fleet automobile for the entire period), 
the employee is treated as having the 
use of a single fleet automobile for the 
entire period, e.g., an entire calendar 
year. Thus, when applying the auto-
mobile lease valuation rule of this 
paragraph (d), the employer may treat 
the fleet-average value as the fair mar-
ket value of the automobile deemed 
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available to the employee for the pe-
riod for purposes of calculating the An-
nual Lease Value, (or pro-rated Annual 
Lease Value or Daily Lease Value 
whichever is applicable) of the auto-
mobile. If an employer provides an em-
ployee with the continuous availability 
of more than one fleet automobile dur-
ing a period, the employer may treat 
the fleet-average value as the fair mar-
ket value of each automobile provided 
to the employee provided that the rules 
of paragraph (d)(5)(v)(D) of this section 
are satisfied. 

(ii) Demonstration automobiles—(A) In 
general. If an automobile dealership 
provides an employee with the contin-
uous availability of a demonstration 
automobile (as defined in § 1.132–5(o)(3)) 
during a period (though not necessarily 
the same demonstration automobile for 
the entire period), the employee is 
treated as having the use of a single 
demonstration automobile for the en-
tire period, e.g., an entire calendar 
year. If an employer provides an em-
ployee with the continuous availability 
of more than one demonstration auto-
mobile during a period, the employer 
may treat the value determined under 
paragraph (d)(6)(ii)(B) of this section as 
the fair market value of each auto-
mobile provided to the employee. For 
rules relating to the treatment as a 
working condition fringe of the quali-
fied automobile demonstration use of a 
demonstration automobile by a full- 
time automobile salesman, see § 1.132– 
5(o). 

(B) Determining the fair market value 
of a demonstration automobile. When ap-
plying the automobile lease valuation 
rule of this paragraph (d), the employer 
may treat the average of the fair mar-
ket values of the demonstration auto-
mobiles which are available to an em-
ployee and held in the dealership’s in-
ventory during the calendar year as 
the fair market value of the dem-
onstration automobile deemed avail-
able to the employee for the period for 
purposes of calculating the Annual 
Lease Value of the automobile. If under 
the facts and circumstances it is inap-
propriate to take into account, with re-
spect to an employee, certain models of 
demonstration automobiles, the value 
of the benefit is determined without 
reference to the fair market values of 

such models. For example, assume that 
an employee has the continuous avail-
ability for an entire calendar year of 
one demonstration automobile, al-
though not the same one for the entire 
year. Assume further that the fair mar-
ket values of the automobiles in the 
dealership inventory during the year 
range from $8,000 to $20,000. If there is 
not a substantial period (such as three 
months) during the year when the em-
ployee uses demonstration automobiles 
valued at less than $16,000, then those 
automobiles are not considered in de-
termining the value of the benefit pro-
vided to the employee. In this case, the 
average of the fair market values of 
the demonstration automobiles in the 
dealership’s inventory valued at $16,000 
or more is treated as the fair market 
value of the automobile deemed avail-
able to the employee for the calendar 
year for purposes of calculating the 
Annual Lease Value of the automobile. 

(7) Consistency rules—(i) Use of the 
automobile lease valuation rule by an em-
ployer. Except as provided in paragraph 
(d)(5)(v)(B) of this section, an employer 
may adopt the automobile lease valu-
ation rule of this paragraph (d) for an 
automobile only if the rule is adopted 
to take effect by the later of— 

(A) January 1, 1989, or 
(B) The first day on which the auto-

mobile is made available to an em-
ployee of the employer for personal use 
(or, if the commuting valuation rule of 
paragraph (f) of this section is used 
when the automobile is first made 
available to an employee of the em-
ployer for personal use, the first day on 
which the commuting valuation rule is 
not used). 

(ii) An employer must use the auto-
mobile lease valuation rule for all subse-
quent years. Once the automobile lease 
valuation rule has been adopted for an 
automobile by an employer, the rule 
must be used by the employer for all 
subsequent years in which the em-
ployer makes the automobile available 
to any employee except that the em-
ployer may, for any year during which 
(or for any employee for whom) use of 
the automobile qualifies for the com-
muting valuation rule of paragraph (f) 
of this section, use the commuting 
valuation rule with respect to the 
automobile. 
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(iii) Use of the automobile lease valu-
ation rule by an employee. An employee 
may adopt the automobile lease valu-
ation rule for an automobile only if the 
rule is adopted— 

(A) By the employer, and 
(B) Beginning with the first day on 

which the automobile for which the 
employer (consistent with paragraph 
(d)(7)(i) of this section) adopted the 
rule is made available to that em-
ployee for personal use (or, if the com-
muting valuation rule of paragraph (f) 
of this section is used when the auto-
mobile is first made available to that 
employee for personal use, the first day 
on which the commuting valuation 
rule is not used). 

(iv) An employee must use the auto-
mobile lease valuation rule for all subse-
quent years. Once the automobile lease 
valuation rule has been adopted for an 
automobile by an employee, the rule 
must be used by the employee for all 
subsequent years in which the auto-
mobile for which the rule is used is 
available to the employee. However, 
the employee may, for any year during 
which use of the automobile qualifies 
for use of the commuting valuation 
rule of paragraph (f) of this section and 
for which the employer uses such rule, 
use the commuting valuation rule with 
respect to the automobile. 

(v) Replacement automobiles. Notwith-
standing anything in this paragraph 
(d)(7) to the contrary, if the automobile 
lease valuation rule is used by an em-
ployer, or by an employer and an em-
ployee, with respect to a particular 
automobile, and a replacement auto-
mobile is provided to the employee for 
the primary purpose of reducing Fed-
eral taxes, then the employer, or the 
employer and the employee, using the 
rule must continue to use the rule with 
respect to the replacement automobile. 

(e) Vehicle cents-per-mile valuation 
rule—(1) In general—(i) General rule. 
Under the vehicle cents-per-mile valu-
ation rule of this paragraph (e), if an 
employer provides an employee with 
the use of a vehicle that— 

(A) The employer reasonably expects 
will be regularly used in the employer’s 
trade or business throughout the cal-
endar year (or such shorter period as 
the vehicle may be owned or leased by 
the employer), or 

(B) Satisfies the requirements of 
paragraph (e)(1)(ii) of this section, the 
value of the benefit provided in the cal-
endar year is the standard mileage rate 
provided in the applicable Revenue 
Ruling or Revenue Procedure (‘‘cents- 
per-mile rate’’) multiplied by the total 
number of miles the vehicle is driven 
by the employee for personal purposes. 
The cents-per-mile rate is to be applied 
prospectively from the first day of the 
taxable year following the date of pub-
lication of the applicable Revenue Rul-
ing or Revenue Procedure. An em-
ployee who uses an employer-provided 
vehicle, in whole or in part, for a trade 
or business other than the employer’s 
trade or business, may take a deduc-
tion for such business use based upon 
the vehicle cents-per-mile rule as long 
as such deduction is at the same stand-
ard mileage rate as that used in calcu-
lating the employee’s income inclu-
sion. The standard mileage rate must 
be applied to personal miles inde-
pendent of business miles. Thus, for ex-
ample, if the standard mileage rate 
were 24 cents per mile for the first 
15,000 miles and 11 cents per mile for all 
miles over 15,000 and an employee 
drives 20,000 personal miles and 45,000 
business miles in a year, the value of 
the personal use of the vehicle is $4,150 
((15,000×$.24)+(5,000×$.11)). For purposes 
of this section, the use of a vehicle for 
personal purposes is any use of the ve-
hicle other than use in the employee’s 
trade or business of being an employee 
of the employer. 

(ii) Mileage rule. A vehicle satisfies 
the requirements of this paragraph 
(e)(1)(ii) for a calendar year if— 

(A) It is actually driven at least 
10,000 miles in that year; and 

(B) Use of the vehicle during the year 
is primarily by employees. For exam-
ple, if a vehicle is used by only one em-
ployee during the calendar year and 
that employee drives the vehicle at 
least 10,000 miles during the year, the 
vehicle satisfies the requirements of 
this paragraph (e)(1)(ii) even if all 
miles driven by the employee are per-
sonal. A vehicle is considered used dur-
ing the year primarily by employees in 
accordance with the requirement of 
paragraph (e)(1)(ii)(B) of this section if 
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employees use the vehicle on a con-
sistent basis for commuting. If the em-
ployer does not own or lease the vehi-
cle during a portion of the year, the 
10,000 mile threshold is to be reduced 
proportionately to reflect the periods 
when the employer did not own or lease 
the vehicle. For purposes of this para-
graph (e)(1)(ii), use of the vehicle by an 
individual (other than the employee) 
whose use would be taxed to the em-
ployee is not considered use by the em-
ployee. 

(iii) Limitation on use of the vehicle 
cents-per-mile valuation rule—(A) In gen-
eral. Except as otherwise provided in 
the last sentence of this paragraph 
(e)(1)(iii)(A), the value of the use of an 
automobile (as defined in paragraph 
(d)(1)(ii) of this section) may not be de-
termined under the vehicle cents-per- 
mile valuation rule of this paragraph 
(e) for a calendar year if the fair mar-
ket value of the automobile (deter-
mined pursuant to paragraphs (d)(5) (i) 
through (iv) of this section as of the 
later of January 1, 1985, or the first 
date on which the automobile is made 
available to any employee of the em-
ployer for personal use) exceeds the 
sum of the maximum recovery deduc-
tions allowable under section 280F(a)(2) 
for a five-year period for an automobile 
first placed in service during that cal-
endar year (whether or not the auto-
mobile is actually placed in service 
during that year) as adjusted by sec-
tion 280F(d)(7). With respect to a vehi-
cle placed in service prior to January 1, 
1989, the limitation on value will be not 
less than $12,800. With respect to a ve-
hicle placed in service in or after 1989, 
the limitation on value is $12,800 as ad-
justed by section 280F(d)(7). 

(B) Application of limitation with re-
spect to a vehicle owned by both an em-
ployer and an employee. If an employee 
contributes an amount towards the 
purchase price of a vehicle in return for 
a percentage ownership interest in the 
vehicle, for purposes of determining 
whether the limitation of this para-
graph (e)(1)(iii) applies, the fair market 
value of the vehicle is reduced by the 
lesser of— 

(1) The amount contributed, or 
(2) An amount equal to the employ-

ee’s percentage ownership interest 
multiplied by the unreduced fair mar-

ket value of the vehicle. If the em-
ployee does not receive an ownership 
interest in the employer-provided vehi-
cle, then the fair market value of the 
vehicle is determined without regard to 
any amount contributed. For purposes 
of this paragraph (e)(1)(iii)(B), an em-
ployee’s ownership interest in a vehicle 
will not be recognized unless it is re-
flected in the title of the vehicle. An 
ownership interest reflected in the title 
of a vehicle will not be recognized if 
under the facts and circumstances the 
title does not reflect the benefits and 
burdens of ownership. 

(C) Application of limitation with re-
spect to a vehicle leased by both an em-
ployer and employee. If an employee 
contributes an amount toward the cost 
to lease a vehicle in return for a per-
centage interest in the vehicle lease, 
for purposes of determining whether 
the limitation of this paragraph 
(e)(1)(iii) applies, the fair market value 
of the vehicle is reduced by the amount 
specified in the following sentence. The 
amount specified in this sentence is the 
unreduced fair market value of a vehi-
cle multiplied by the lesser of— 

(1) The employee’s percentage inter-
est in the lease, or 

(2) A fraction, the numerator of 
which is the amount contributed and 
the denominator of which is the entire 
lease cost. If the employee does not re-
ceive an interest in the vehicle lease, 
then the fair market value is deter-
mined without regard to any amount 
contributed. For purposes of this para-
graph (e)(1)(iii)(C), an employee’s inter-
est in a vehicle lease will not be recog-
nized unless the employee is a named 
co-lessee on the lease. An interest in a 
lease will not be recognized if under 
the facts and circumstances, the lease 
does not reflect the true obligations of 
the lessees. 

(iv) Regular use in an employer’s trade 
or business. Whether a vehicle is regu-
larly used in an employer’s trade or 
business is determined on the basis of 
all facts and circumstances. A vehicle 
is considered regularly used in an em-
ployer’s trade or business for purposes 
of paragraph (e)(1)(i)(A) of this section 
if one of the following safe harbor con-
ditions is satisfied: 
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(A) At least 50 percent of the vehi-
cle’s total annual mileage is for the 
employer’s business; or 

(B) The vehicle is generally used each 
workday to transport at least three 
employees of the employer to and from 
work in an employer-sponsored com-
muting vehicle pool. Infrequent busi-
ness use of the vehicle, such as for oc-
casional trips to the airport or between 
the employer’s multiple business prem-
ises, does not constitute regular use of 
the vehicle in the employer’s trade or 
business. 

(v) Application of rule to shared usage. 
If an employer regularly provides a ve-
hicle to employees for use by more 
than one employee at the same time, 
such as with an employer-sponsored ve-
hicle commuting pool, the employer 
may use the vehicle cents-per-mile 
valuation rule to value the use of the 
vehicle by each employee who shares 
such use. See § 1.61–21(c)(2)(ii)(B) for 
provisions relating to the allocation of 
the value of an automobile to more 
than one employee. 

(2) Definition of vehicle. For purposes 
of this paragraph (e), the term ‘‘vehi-
cle’’ means any motorized wheeled ve-
hicle manufactured primarily for use 
on public streets, roads, and highways. 
The term ‘‘vehicle’’ includes an auto-
mobile as defined in paragraph (d)(1)(ii) 
of this section. 

(3) Services included in, or excluded 
from, the cents-per-mile rate—(i) Mainte-
nance and insurance included. The 
cents-per-mile rate includes the fair 
market value of maintenance of, and 
insurance for, the vehicle. The cents- 
per-mile rate may not be reduced by 
the fair market value of any service in-
cluded in the cents-per-mile rate but 
not provided by the employer. An em-
ployer or employee who wishes to take 
into account only the particular serv-
ices provided with respect to a vehicle 
may value the availability of the vehi-
cle under the general valuation rules of 
paragraph (b) of this section. 

(ii) Fuel provided by the employer—(A) 
Miles driven in the United States, Can-
ada, or Mexico. With respect to miles 
driven in the United States, Canada, or 
Mexico, the cents-per-mile rate in-
cludes the fair market value of fuel 
provided by the employer. If fuel is not 
provided by the employer, the cents- 

per-mile rate may be reduced by no 
more than 5.5 cents or the amount 
specified in any applicable Revenue 
Ruling or Revenue Procedure. For pur-
poses of this section, the United States 
includes the United States, its posses-
sions and its territories. 

(B) Miles driven outside the United 
States, Canada, or Mexico. With respect 
to miles driven outside the United 
States, Canada, or Mexico, the fair 
market value of fuel provided by the 
employer is not reflected in the cents- 
per-mile rate. Accordingly, the cents- 
per-mile rate may be reduced but by no 
more than 5.5 cents or the amount 
specified in any applicable Revenue 
Ruling or Revenue Procedure. If the 
employer provides the fuel in kind, it 
must be valued based on all the facts 
and circumstances. If the employer re-
imburses the employee for the cost of 
fuel or allows the employee to charge 
the employer for the cost of fuel, the 
fair market value of the fuel is gen-
erally the amount of the actual reim-
bursement or the amount charged, pro-
vided the purchase of fuel is at arm’s 
length. 

(iii) Treatment of other services. The 
fair market value of any service not 
specifically identified in paragraph 
(e)(3)(i) of this section that is provided 
by the employer with respect to a vehi-
cle is not reflected in the cents-per- 
mile rate. See paragraph (b)(5) of this 
section for rules relating to valuation 
of chauffeur services. 

(4) Valuation of personal use only. The 
vehicle cents-per-mile valuation rule of 
this paragraph (e) may only be used to 
value the miles driven for personal pur-
poses. Thus, the employer must include 
an amount in an employee’s income 
with respect to the use of a vehicle 
that is equal to the product of the 
number of personal miles driven by the 
employee and the appropriate cents- 
per-mile rate. The term ‘‘personal 
miles’’ means all miles for which the 
employee used the automobile except 
miles driven in the employee’s trade or 
business of being an employee of the 
employer. Unless additional services 
are provided with respect to the vehicle 
(see paragraph (e)(3)(iii) of this sec-
tion), the employer may not include in 
income a greater amount; for example, 
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the employer may not include in in-
come 100 percent (all business and per-
sonal miles) of the value of the use of 
the vehicle. 

(5) Consistency rules—(i) Use of the ve-
hicle cents-per-mile valuation rule by an 
employer. An employer must adopt the 
vehicle cents-per-mile valuation rule of 
this paragraph (e) for a vehicle to take 
effect by the later of— 

(A) January 1, 1989, or 
(B) The first day on which the vehicle 

is used by an employee of the employer 
for personal use (or, if the commuting 
valuation rule of paragraph (f) of this 
section is used when the vehicle is first 
used by an employee of the employer 
for personal use, the first day on which 
the commuting valuation rule is not 
used). 

(ii) An employer must use the vehicle 
cents-per-mile valuation rule for all subse-
quent years. Once the vehicle cents-per- 
mile valuation rule has been adopted 
for a vehicle by an employer, the rule 
must be used by the employer for all 
subsequent years in which the vehicle 
qualifies for use of the rule, except that 
the employer may, for any year during 
which use of the vehicle qualifies for 
the commuting valuation rule of para-
graph (f) of this section, use the com-
muting valuation rule with respect to 
the vehicle. If the vehicle fails to qual-
ify for use of the vehicle cents-per-mile 
valuation rule during a subsequent 
year, the employer may adopt for such 
subsequent year and thereafter any 
other special valuation rule for which 
the vehicle then qualifies. If the em-
ployer elects to use the automobile 
lease valuation rule of paragraph (d) of 
this section for a period in which the 
automobile does not qualify for use of 
the vehicle cents-per-mile valuation 
rule, then the employer must comply 
with the requirements of paragraph 
(d)(7) of this section. For purposes of 
paragraph (d)(7) of this section, the 
first day on which the automobile with 
respect to which the vehicle cents-per- 
mile rule had been used fails to qualify 
for use of the vehicle cents-per-mile 
valuation rule may be deemed to be the 
first day on which the automobile is 
available to an employee of the em-
ployer for personal use. 

(iii) Use of the vehicle cents-per-mile 
valuation rule by an employee. An em-

ployee may adopt the vehicle cents- 
per-mile valuation rule for a vehicle 
only if the rule is adopted— 

(A) By the employer, and 
(B) Beginning with respect to the 

first day on which the vehicle for 
which the employer (consistent with 
paragraph (e)(5)(i) of this section) 
adopted the rule is available to that 
employee for personal use (or, if the 
commuting valuation rule of paragraph 
(f) of this section is used when the ve-
hicle is first used by an employee for 
personal use, the first day on which the 
commuting valuation rule is not used). 

(iv) An employee must use the vehicle 
cents-per-mile valuation rule for all subse-
quent years. Once the vehicle cents-per- 
mile valuation rule has been adopted 
for a vehicle by an employee, the rule 
must be used by the employee for all 
subsequent years of personal use of the 
vehicle by the employee for which the 
rule is used by the employer. However, 
see paragraph (f) of this section for 
rules relating to the use of the com-
muting valuation rule for a subsequent 
year. 

(v) Replacement vehicles. Notwith-
standing anything in this paragraph 
(e)(5) to the contrary, if the vehicle 
cents-per-mile valuation rule is used 
by an employer, or by an employer and 
an employee, with respect to a par-
ticular vehicle. and a replacement ve-
hicle is provided to the employee for 
the primary purpose of reducing Fed-
eral taxes, then the employer, or the 
employer and the employee, using the 
rule must continue to use the rule with 
respect to the replacement vehicle if 
the replacement vehicle qualifies for 
use of the rule. 

(f) Commuting valuation rule—(1) In 
general. Under the commuting valu-
ation rule of this paragraph (f), the 
value of the commuting use of an em-
ployer-provided vehicle may be deter-
mined pursuant to paragraph (f)(3) of 
this section if the following criteria 
are met by the employer and employ-
ees with respect to the vehicle: 

(i) The vehicle is owned or leased by 
the employer and is provided to one or 
more employees for use in connection 
with the employer’s trade or business 
and is used in the employer’s trade or 
business; 
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(ii) For bona fide noncompensatory 
business reasons, the employer requires 
the employee to commute to and/or 
from work in the vehicle; 

(iii) The employer has established a 
written policy under which neither the 
employee, nor any individual whose use 
would be taxable to the employee, may 
use the vehicle for personal purposes, 
other than for commuting or de mini-
mis personal use (such as a stop for a 
personal errand on the way between a 
business delivery and the employee’s 
home); 

(iv) Except for de minimis personal 
use, the employee does not use the ve-
hicle for any personal purpose other 
than commuting; and 

(v) The employee required to use the 
vehicle for commuting is not a control 
employee of the employer (as defined 
in paragraphs (f) (5) and (6) of this sec-
tion). 
Personal use of a vehicle is all use of 
the vehicle by an employee that is not 
used in the employee’s trade or busi-
ness of being an employee of the em-
ployer. An employer-provided vehicle 
that is generally used each workday to 
transport at least three employees of 
the employer to and from work in an 
employer-sponsored commuting vehicle 
pool is deemed to meet the require-
ments of paragraphs (f)(1) (i) and (ii) of 
this section. 

(2) Special rules. Notwithstanding 
anything in paragraph (f)(1) of this sec-
tion to the contrary, the following spe-
cial rules apply— 

(i) Chauffeur-driven vehicles. If a vehi-
cle is chauffeur-driven, the commuting 
valuation rule of this paragraph (f) 
may not be used to value the com-
muting use of any person (other than 
the chauffeur) who rides in the vehicle. 
(See paragraphs (d) and (e) of this sec-
tion for other vehicle special valuation 
rules.) The special rule of this para-
graph (f) may be used to value the com-
muting-only use of the vehicle by the 
chauffeur if the conditions of para-
graph (f)(1) of this section are satisfied. 
For purposes of this paragraph (f)(2), an 
individual will not be considered a 
chauffeur if he or she performs non- 
driving services for the employer, is 
not available to perform driving serv-
ices while performing such other serv-
ices and whose only driving services 

consist of driving a vehicle used for 
commuting by other employees of the 
employer. 

(ii) Control employee exception. If the 
vehicle in which the employee is re-
quired to commute is not an auto-
mobile as defined in paragraph (d)(1)(ii) 
of this section, the restriction of para-
graph (f)(1)(v) of this section (relating 
to control employees) does not apply. 

(3) Commuting value—(i) $1.50 per one- 
way commute. If the requirements of 
this paragraph (f) are satisfied, the 
value of the commuting use of an em-
ployer-provided vehicle is $1.50 per one- 
way commute (e.g., from home to work 
or from work to home). The value pro-
vided in this paragraph (f)(3) includes 
the value of any goods or services di-
rectly related to the vehicle (e.g., fuel). 

(ii) Value per employee. If there is 
more than one employee who com-
mutes in the vehicle, such as in the 
case of an employer-sponsored com-
muting vehicle pool, the amount in-
cludible in the income of each em-
ployee is $1.50 per one-way commute. 
Thus, the amount includible for each 
round-trip commute is $3.00 per em-
ployee. See paragraphs (d)(7)(vi) and 
(e)(5)(vi) of this section for use of the 
automobile lease valuation and vehicle 
cents-per-mile valuation special rules 
for valuing the use or availability of 
the vehicle in the case of an employer- 
sponsored vehicle or automobile com-
muting pool. 

(4) Definition of vehicle. For purposes 
of this paragraph (f), the term ‘‘vehi-
cle’’ means any motorized wheeled ve-
hicle manufactured primarily for use 
on public streets, roads, and highways. 
The term ‘‘vehicle’’ includes an auto-
mobile as defined in paragraph (d)(1)(ii) 
of this section. 

(5) Control employee defined—Non-gov-
ernment employer. For purposes of this 
paragraph (f), a control employee of a 
non-government employer is any em-
ployee— 

(i) Who is a Board- or shareholder-ap-
pointed, confirmed, or elected officer of 
the employer whose compensation 
equals or exceeds $50,000, 

(ii) Who is a director of the employer, 
(iii) Whose compensation equals or 

exceeds $100,000, or 
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(iv) Who owns a one-percent or great-
er equity, capital, or profits interest in 
the employer. 
For purposes of determining who is a 
one-percent owner under paragraph 
(f)(5)(iv) of this section, any individual 
who owns (or is considered as owning 
under section 318(a) or principles simi-
lar to section 318(a) for entities other 
than corporations) one percent or more 
of the fair market value of an entity 
(the ‘‘owned entity’’) is considered a 
one-percent owner of all entities which 
would be aggregated with the owned 
entity under the rules of section 414 
(b), (c), (m), or (o). For purposes of de-
termining who is an officer or director 
with respect to an employer under this 
paragraph (f)(5), notwithstanding any-
thing in this section to the contrary, if 
an entity would be aggregated with 
other entities under the rules of sec-
tion 414 (b), (c), (m), or (o), the officer 
definition (but not the compensation 
requirement) and the director defini-
tion apply to each such separate entity 
rather tha to the aggregated employer. 
An employee who is an officer or a di-
rector of an entity (the ‘‘first entity’’) 
shall be treated as an officer or a direc-
tor of all entities aggregated with the 
first entity under the rules of section 
414 (b), (c), (m), or (o). Instead of apply-
ing the control employee definition of 
this paragraph (f)(5), an employer may 
treat all, and only, employees who are 
‘‘highly compensated’’ employees (as 
defined in § 1.132–8(g)) as control em-
ployees for purposes of this paragraph 
(f). 

(6) Control employee defined—Govern-
ment employer. For purposes of this 
paragraph (f), a control employee of a 
government employer is any— 

(i) Elected official, or 
(ii) Employee whose compensation 

equals or exceeds the compensation 
paid to a Federal Government em-
ployee holding a position at Executive 
Level V, determined under Chapter 11 
of title 2, United States Code, as ad-
justed by section 5318 of title 5 United 
States Code. 
For purposes of this paragraph (f), the 
term ‘‘government’’ includes any Fed-
eral, state or local governmental unit, 
and any agency or instrumentality 
thereof. Instead of applying the control 
employee definition of paragraph (f)(6), 

an employer may treat all and only 
employees who are ‘‘highly com-
pensated’’ employees (as defined in 
§ 1.132–8(f)) as control employees for 
purposes of this paragraph (f). 

(7) ‘‘Compensation’’ defined. For pur-
poses of this paragraph (f), the term 
‘‘compensation’’ has the same meaning 
as in section 414(q)(7). Compensation 
includes all amounts received from all 
entities treated as a single employer 
under section 414 (b), (c), (m), or (o). 
Levels of compensation shall be ad-
justed at the same time and in the 
same manner as provided in section 
415(d). The first such adjustment shall 
be for calendar year 1988. 

(g) Non-commercial flight valuation 
rule—(1) In general. Under the non-com-
mercial flight valuation rule of this 
paragraph (g), except as provided in 
paragraph (g)(12) of this section, if an 
employee is provided with a flight on 
an employer-provided aircraft, the 
value of the flight is calculated using 
the aircraft valuation formula of para-
graph (g)(5) of this section. For pur-
poses of this paragraph (g), the value of 
a flight on an employer-provided air-
craft by an individual who is less than 
two years old is deemed to be zero. See 
paragraph (b)(1) of this section for 
rules relating to the amount includible 
in income when an employee reim-
burses the employee’s employer for all 
or part of the fair market value of the 
benefit provided. 

(2) Eligible flights and eligible aircraft. 
The valuation rule of this paragraph 
(g) may be used to value flights on all 
employer-provided aircraft, including 
helicopters. The valuation rule of this 
paragraph (g) may be used to value 
international as well as domestic 
flights. The valuation rule of this para-
graph (g) may not be used to value a 
flight on any commercial aircraft on 
which air transportation is sold to the 
public on a per-seat basis. For a special 
valuation rule relating to certain 
flights on commercial aircraft, see 
paragraph (h) of this section. 

(3) Definition of a flight—(i) General 
rule. Except as otherwise provided in 
paragraph (g)(3)(iii) of this section (re-
lating to intermediate stops), for pur-
poses of this paragraph (g), a flight is 
the distance (in statute miles, i.e., 5,280 
feet per statute mile) between the 
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place at which the individual boards 
the aircraft and the place at which the 
individual deplanes. 

(ii) Valuation of each flight. Under the 
valuation rule of this paragraph (g), 
value is determined separately for each 
flight. Thus, a round-trip is comprised 
of at least two flights. For example, an 
employee who takes a personal trip on 
an employer-provided aircraft from 
New York City to Denver, then Denver 
to Los Angeles, and finally Los Angeles 
to New York City has taken three 
flights and must apply the aircraft 
valuation formula separately to each 
flight. The value of a flight must be de-
termined on a passenger-by-passenger 
basis. For example, if an individual ac-
companies an employee and the flight 
taken by the individual would be taxed 
to the employee, the employee would 
be taxed on the special rule value of 
the flight by the employee and the 
flight by the individual. 

(iii) Intermediate stop. If a landing is 
necessitated by weather conditions, by 
an emergency, for purposes of refueling 
or obtaining other services relating to 
the aircraft or for any other purpose 
unrelated to the personal purposes of 
the employee whose flight is being val-
ued, that landing is an intermediate 
stop. Additional mileage attributable 
to an intermediate stop is not consid-
ered when determining the distance of 
an employee’s flight. 

(iv) Examples. The rules of paragraph 
(g)(3)(iii) of this section may be illus-
trated by the following examples: 

Example 1. Assume that an employee’s trip 
originates in St. Louis, Missouri, with Se-
attle, Washington as its destination, but, be-
cause of weather conditions, the aircraft 
lands in Denver, Colorado, and the employee 
stays in Denver overnight. Assume further 
that the next day the aircraft flies to Seattle 
where the employee deplanes. The employ-
ee’s flight is the distance between the air-
port in St. Louis and the airport in Seattle. 

Example 2. Assume that a trip originates in 
New York, New York, with five passengers 
and that the aircraft makes a stop in Chi-
cago, Illinois, so that one of the passengers 
can deplane for a purpose unrelated to the 
personal purposes of the other passengers 
whose flights are being valued. The aircraft 
then goes on to Los Angeles, California, 
where the other four passengers will deplane. 
The flight of the passenger who deplaned in 
Chicago is the distance between the airport 
in New York and the airport in Chicago. The 

stop in Chicago is disregarded as an inter-
mediate stop, however, when measuring the 
flights taken by each of the other four pas-
sengers. Their flights would be the distance 
between the airport in New York and the air-
port in Los Angeles. 

(4) Personal and non-personal flights— 
(i) In general. The valuation rule of this 
paragraph (g) applies to personal 
flights on employer-provided aircraft. 
A personal flight is one the value of 
which is not excludable under another 
section of subtitle A of the Internal 
Revenue Code of 1986, such as under 
section 132(d) (relating to a working 
condition fringe). However, solely for 
purposes of paragraphs (g)(4)(ii) and 
(g)(4)(iii) of this section, references to 
personal flights do not include flights a 
portion of which would not be exclud-
able from income by reason of section 
274(c). 

(ii) Trip primarily for employer’s busi-
ness. If an employee combines, in one 
trip, personal and business flights on 
an employer-provided aircraft and the 
employee’s trip is primarily for the 
employer’s business (see § 1.162–2(b)(2)), 
the employee must include in income 
the excess of the value of all the flights 
that comprise the trip over the value of 
the flights that would have been taken 
had there been no personal flights but 
only business flights. For example, as-
sume that an employee flies on an em-
ployer-provided aircraft from Chicago, 
Illinois, to Miami, Florida, for the em-
ployer’s business and that from Miami 
the employee flies on the employer- 
provided aircraft to Orlando, Florida, 
for personal purposes and then flies 
back to Chicago. Assume further that 
the primary purpose of the trip is for 
the employer’s business. The amount 
includible in income is the excess of 
the value of the three flights (Chicago 
to Miami, Miami to Orlando, and Or-
lando to Chicago), over the value of the 
flights that would have been taken had 
there been no personal flights but only 
business flights (Chicago to Miami and 
Miami to Chicago). 

(iii) Primarily personal trip. If an em-
ployee combines, in one trip, personal 
and business flights on an employer- 
provided aircraft and the employee’s 
trip is primarily personal (see § 1.162– 
2(b)(2)), the amount includible in the 
employee’s income is the value of the 
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personal flights that would have been 
taken had there been no business 
flights but only personal flights. For 
example, assume that an employee 
flies on an employer-provided aircraft 
from San Francisco, California, to Los 
Angeles, California, for the employer’s 
business and that from Los Angeles the 
employee flies on an employer-provided 
aircraft to Palm Springs, California, 
primarily for personal reasons and then 
flies back to San Francisco. Assume 
further that the primary purpose of the 
trip is personal. The amount includible 
in the employee’s income is the value 
of personal flights that would have 
been taken had there been no business 
flights but only personal flights (San 
Francisco to Palm Springs and Palm 
Springs to San Francisco). 

(iv) Application of section 274(c). The 
value of employer- provided travel out-
side the United States away from home 
may not be excluded from the employ-
ee’s gross income as a working condi-
tion fringe, by either the employer or 
the employee, to the extent not deduct-
ible by reason of section 274(c). The 
valuation rule of this paragraph (g) ap-
plies to that portion of the value any 
flight not excludable by reason of sec-
tion 274(c). Such value is includible in 
income in addition to the amounts de-
termined under paragraphs (g)(4)(ii) 
and (g)(4)(iii) of this section. 

(v) Flights by individuals who are not 
personal guests. If an individual who is 
not an employee of the employer pro-
viding the aircraft is on a flight, and 
the individual is not the personal guest 
of any employee of the employer, the 
flight by the individual is not taxable 
to any employee of the employer pro-
viding the aircraft. The rule in the pre-
ceding sentence applies where the indi-
vidual is provided the flight by the em-
ployer for noncompensatory business 
reasons of the employer. For example, 
assume that G, an employee of com-
pany Y, accompanies A, an employee of 
company X, on company X’s aircraft 
for the purpose of inspecting land 
under consideration for purchase by 
company X from company Y. The flight 
by G is not taxable to A. No inference 
may be drawn from this paragraph 
(g)(4)(v) concerning the taxation of a 
flight provided to an individual who is 
neither an employee of the employer 

nor a personal guest of any employee of 
the employer. 

(5) Aircraft valuation formula. Under 
the valuation rule of this paragraph 
(g), the value of a flight is determined 
under the base aircraft valuation for-
mula (also known as the Standard In-
dustry Fare Level formula or SIFL) by 
multiplying the SIFL cents-per-mile 
rates applicable for the period during 
which the flight was taken by the ap-
propriate aircraft multiple (as provided 
in paragraph (g)(7) of this section) and 
then adding the applicable terminal 
charge. The SIFL cents-per-mile rates 
in the formula and the terminal charge 
are calculated by the Department of 
Transportation and are revised semi- 
annually. The base aircraft valuation 
formula in effect from January 1, 1989 
through June 30, 1989, is as follows: a 
terminal charge of $26.48 plus ($.1449 
per mile for the first 500 miles, $.1105 
per mile for miles between 501 and 1500, 
and $.1062 per mile for miles over 1500). 
For example, if a flight taken on Janu-
ary 15, 1989, by a non-control employee 
on an employer-provided aircraft with 
a maximum certified takeoff weight of 
26,000 lbs. is 2,000 miles long, the value 
of the flight determined under this 
paragraph (g)(5) is: $100.36 
((.313×(($.1449×500)+($.1105×1,000)+ 
($.1062×500)))+$26.48). The aircraft valu-
ation formula applies separately to 
each flight being valued under this 
paragraph (g). Therefore, the number of 
miles an employee has flown on em-
ployer-provided aircraft flights prior to 
the flight being valued does not affect 
the determination of the value of the 
flight. 

(6) Discretion to provide new formula. 
The Commissioner may prescribe a dif-
ferent base aircraft valuation formula 
by regulation, Revenue Ruling or Rev-
enue Procedure in the event that the 
calculation of the Standard Industry 
Fare Level is discontinued. 

(7) Aircraft multiples—(i) In general. 
The aircraft multiples are based on the 
maximum certified takeoff weight of 
the aircraft. When applying the air-
craft valuation formula to a flight, the 
appropriate aircraft multiple is multi-
plied by the product of the applicable 
SIFL cents-per-mile rates multiplied 
by the number of miles in the flight 
and then the terminal charge is added 
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to the product. For purposes of apply-
ing the aircraft valuation formula de-
scribed in paragraph (g)(5) of this sec-
tion, the aircraft multiples are as fol-
lows: 

Maximum certified take-off 
weight of the aircraft 

Aircraft mul-
tiple for a 

control em-
ployee (per-

cent) 

Aircraft mul-
tiple for a 

non-control 
employee 
(percent) 

6,000 lbs. or less ....................... 62 .5 15.6 
6,001–10,000 lbs. ...................... 125 23.4 
10,001–25,000 lbs. .................... 300 31.3 
25,001 lbs. or more ................... 400 31.3 

(ii) Flights treated as provided to a con-
trol employee. Except as provided in 
paragraph (g)(12) of this section, any 
fIight provided to an individual whose 
flight would be taxable to a control 
employee (as defined in paragraphs (g) 
(8) and (9) of this section) as the recipi-
ent shall be valued as if such flight had 
been provided to that control em-
ployee. For example, assume that the 
chief executive officer of an employer, 
his spouse, and his two children fly on 
an employer-provided aircraft for per-
sonal purposes. Assume further that 
the maximum certified takeoff weight 
of the aircraft is 12,000 lbs. The amount 
includible in the employee’s income is 
4×((300 percent×the applicable SIFL 
cents-per-mile rates provided in para-
graph (g)(5) of this section multiplied 
by the number of miles in the flight) 
plus the applicable terminal charge). 

(8) Control employee defined—Non-gov-
ernment employer—(i) Definition. For 
purposes of this paragraph (g), a con-
trol employee of a non-government em-
ployer is any employee— 

(A) Who is a Board- or shareholder- 
appointed, confirmed, or elected officer 
of the employer, limited to the lesser 
of— 

(1) One percent of all employees (in-
creased to the next highest integer, if 
not an integer) or 

(2) Ten employees; 
(B) Who is among the top one percent 

most highly-paid employees of the em-
ployer (increased to the next highest 
integer, if not an integer) limited to a 
maximum of 50; 

(C) Who owns a five-percent or great-
er equity, capital, or profits interest in 
the employer; or 

(D) Who is a director of the employer. 

(ii) Special rules for control employee 
definition—(A) In general. For purposes 
of this paragraph (g), any employee 
who is a family member (within the 
meaning of section 267(c)(4)) of a con-
trol employee is also a control em-
ployee. For purposes of paragraph 
(g)(8)(i)(B) of this section, the term 
‘‘employee’’ does not include any indi-
vidual unless such individual is a com-
mon-law employee, partner, or one-per-
cent or greater shareholder of the em-
ployer. Pursuant to this paragraph 
(g)(8), an employee may be a control 
employee under more than one of the 
requirements listed in paragraphs 
(g)(8)(i) (A) through (D) of this section. 
For example, an employee may be both 
an officer under paragraph (g)(8)(i)(A) 
of this section and a highly-paid em-
ployee under paragraph (g)(8)(i)(B) of 
this section. In this case, for purposes 
of the officer limitation rule of para-
graph (g)(8)(i)(A) of this section and the 
highly-paid employee limitation rule of 
paragraph (g)(8)(i)(B) of this section, 
the employee would be counted in ap-
plying both limitations. For purposes 
of determining the one-percent limita-
tion under paragraphs (g)(8)(i) (A) and 
(B) of this section, an employer shall 
exclude from consideration employees 
described in § 1.132–8(b)(3). Instead of 
applying the control employee defini-
tion of this paragraph (g)(8), an em-
ployer may treat all (and only) employ-
ees who are ‘‘highly compensated’’ em-
ployees (as defined in § 1.132–8(f)) as 
control employees for purposes of this 
paragraph (g). 

(B) Special rules for officers, owners, 
and highly-paid control employees. In no 
event shall an employee whose com-
pensation is less than $50,000 be a con-
trol employee under paragraph (g)(8)(i) 
(A) or (B) of this section. For purposes 
of determining who is a five-percent (or 
one-percent) owner under this para-
graph (g)(8), any individual who owns 
(or is considered as owning under sec-
tion 318(a) or principles similar to sec-
tion 318(a) for entities other than cor-
porations) five percent (or one-percent) 
or more of the fair market value of an 
entity (the ‘‘owned entity’’) is consid-
ered a five-percent (or one-percent) 
owner of all entities which would be 
aggregated with the owned entity 
under the rules of section 414(b), (c), 
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(m), or (o). For purposes of determining 
who is an officer or director with re-
spect to an employer under this para-
graph (g)(8), notwithstanding anything 
in this section to the contrary, if the 
employer would be aggregated with 
other employers under the rules of sec-
tion 414 (b), (c), (m), or (o), the officer 
definition and the limitations and the 
director definition are applied to each 
such separate employer rather than to 
the aggregated employer. An employee 
who is an officer or director of one em-
ployer (the ‘‘first employer’’) shall not 
be counted as an officer or a director of 
any other employer aggregated with 
the first employer under the rules of 
section 414 (b), (c), or (m). If applicable, 
the officer limitations rule of para-
graph (g)(8)(i)(A) of this section is ap-
plied to employees in descending order 
of their compensation. Thus, if an em-
ployer has 11 board-appointed officers 
and the limit imposed under paragraph 
(g)(8)(i)(A) of this section is 10 officers, 
the employee with the least compensa-
tion of those officers would not be a 
control employee under paragraph 
(g)(8)(i)(A) of this section. 

(9) Control employee defined—Govern-
ment employer. For purposes of this 
paragraph (g), a control employee of a 
government employer is any— 

(i) Elected official, or 
(ii) Employee whose compensation 

equals or exceeds the compensation 
paid to a Federal Government em-
ployee holding a position at Executive 
Level V, determined under Chapter 11 
of title 2, United States Code, as ad-
justed by section 5318 of title 5 United 
States Code. 
For purposes of paragraph (f), the term 
‘‘government’’ includes any Federal, 
state or local governmental unit, and 
any agency or instrumentality thereof. 
lnstead of applying the control em-
ployee definition of paragraph (f)(6), an 
employer may treat all and only em-
ployees who are ‘‘highly compensated’’ 
employees (as defined in § 1.132–8(f)) as 
control employees for purposes of this 
paragraph (f). 

(10) ‘‘Compensation’’ defined. For pur-
poses of this paragraph (g), the term 
‘‘compensation’’ has the same meaning 
as in section 414(q)(7). Compensation 
includes all amounts received from all 
entities treated as a single employer 

under section 414 (b), (c), (m), or (o). 
Levels of compensation shall be ad-
justed at the same time and in the 
same manner as provided in section 
415(d). The first such adjustment was 
for calendar year 1988. 

(11) Treatment of former employees. For 
purposes of this paragraph (g), an em-
ployee who was a control employee of 
the employer (as defined in this para-
graph (g)) at any time after reaching 
age 55, or within three years of separa-
tion from the service of the employer, 
is a control employee with respect to 
flights taken after separation from the 
service of the employer. An individual 
who is treated as a control employee 
under this paragraph (g)(11) is not 
counted when determining the limita-
tion of paragraph (g)(8)(i) (A) and (B) of 
this section. Thus, the total number of 
individuals treated as control employ-
ees under such paragraphs may exceed 
the limitations of such paragraphs to 
the extent that this paragraph (g)(11) 
applies. 

(12) Seating capacity rule—(i) In gen-
eral—(A) General rule. Where 50 percent 
or more of the regular passenger seat-
ing capacity of an aircraft (as used by 
the employer) is occupied by individ-
uals whose flights are primarily for the 
employer’s business (and whose flights 
are excludable from income under sec-
tion 132(d)), the value of a flight on 
that aircraft by any employee who is 
not flying primarily for the employer’s 
business (or who is flying primarily for 
the employer’s business but the value 
of whose flight is not excludable under 
section 132(d) by reason of section 
274(c)) is deemed to be zero. See § 1.132– 
5 which limits the working condition 
fringe exclusion under section 132(d) to 
situations where the employee receives 
the flight in connection with the per-
formance of services for the employer 
providing the aircraft. 

(B) Special rules—(1) Definition of 
‘‘employee.’’ For purposes of this para-
graph (g)(12), the term ‘‘employee’’ in-
cludes only employees of the employer, 
including a partner of a partnership, 
providing the aircraft and does not in-
clude independent contractors and di-
rectors of the employer. A flight taken 
by an individual other than an ‘‘em-
ployee’’ as defined in the preceding 
sentence is considered a flight taken by 
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an employee for purposes of this para-
graph (g)(12) only if that individual is 
treated as an employee pursuant to 
section 132(f)(1) or that individual’s 
flight is treated as a flight taken by an 
employee pursuant to section 132(f)(2). 
If— 

(i) A flight by an individual is not 
considered a flight taken by an em-
ployee (as defined in this paragraph 
(g)(12)(i)), 

(ii) The value of that individual’s 
flight is not excludable under section 
132(d), and 

(iii) The seating capacity rule of this 
paragraph (g) (12) otherwise applies, 
then the value of the flight provided to 
such an individual is the value of a 
flight provided to a non-control em-
ployee pursuant to paragraph (g)(5) of 
this section (even if the individual who 
would be taxed on the value of the 
flight is a control employee). 

(2) Example. The special rules of para-
graph (g)(12)(i)(B)(1) of this section are 
illustrated by the following example: 

Example. Assume that 60 percent of the reg-
ular passenger seating capacity of an em-
ployer’s aircraft is occupied by individuals 
whose flights are primarily for the employ-
er’s business and are excludable from income 
under section 132(d). If a control employee, 
his spouse, and his dependent child fly on the 
employer’s aircraft for primarily personal 
reasons, the value of the three flights is 
deemed to be zero. If, however, the control 
employee’s cousin were provided a flight on 
the employer’s aircraft, the value of the 
flight taken by the cousin is determined by 
applying the aircraft valuation formula of 
paragraph (g)(5) of this section (including 
the terminal charge) and the non-control 
employee aircraft multiples of paragraph 
(g)(7) of this section. 

(ii) Application of 50-percent test to 
multiple flights. The seating capacity 
rule of this paragraph (g)(12) must be 
met both at the time the individual 
whose flight is being valued boards the 
aircraft and at the time the individual 
deplanes. For example, assume that 
employee A boards an employer-pro-
vided aircraft for personal purposes in 
New York, New York, and that at that 
time 80 percent of the regular pas-
senger seating capacity of the aircraft 
is occupied by individuals whose flights 
are primarily for the employer’s busi-
ness (and whose flights are excludable 
from income under section 132(d)) (‘‘the 

business passengers’’). If the aircraft 
flies directly to Hartford, Connecticut 
where all of the passengers, including 
A, deplane, the requirements of the 
seating capacity rule of this paragraph 
(g)(12) have been satisfied. If instead, 
some of the passengers, including A, re-
main on the aircraft in Hartford and 
the aircraft continues on to Boston, 
Massachusetts, where they all deplane, 
the requirements of the seating capac-
ity rule of this paragraph (g)(12) will 
not be satisfied with respect to A’s 
flight from New York to Boston unless 
at least 50 percent of the seats com-
prising the aircraft’s regular passenger 
seating capacity were occupied by the 
business passengers at the time A 
deplanes in Boston. 

(iii) Regular passenger seating capac-
ity. (A) General rule. Except as other-
wise provided, the regular passenger 
seating capacity of an aircraft is the 
maximum number of seats that have at 
any time on or prior to the date of the 
flight been on the aircraft (while owned 
or leased by the employer). Except to 
the extent excluded pursuant to para-
graph (g)(12)(v) of this section, regular 
seating capacity includes all seats 
which may be occupied by members of 
the flight crew. It is irrelevant that, on 
a particular flight, less than the max-
imum number of seats are available for 
use because, for example, some of the 
seats are removed. 

(B) Special rules. When determining 
the maximum number of seats that 
have at any time on or prior to the 
date of the flight been on the aircraft 
(while owned or leased by the em-
ployer), seats that could not at any 
time be legally used during takeoff and 
have not at any time been used during 
takeoff are not counted. As of the date 
an employer permanently reduces the 
seating capacity of an aircraft, the reg-
ular passenger seating capacity is the 
reduced number of seats on the air-
craft. The previous sentence shall not 
apply if at any time within 24 months 
after such reduction any seats are 
added in the aircraft. Unless the condi-
tions of this paragraph (g)(12)(iii)(B) 
are satisfied, jumpseats and removable 
seats used solely for purposes of flight 
crew training are counted for purposes 
of the seating capacity rule of this 
paragraph (g)(12). 
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(iv) Examples. The rules of paragraph 
(g)(12)(iii) of this section are illus-
trated by the following examples: 

Example 1. Employer A and employer B 
order the same aircraft, except that A orders 
it with 10 seats and B orders it with eight 
seats. A always uses its aircraft as a 10-seat 
aircraft; B always uses its aircraft as an 
eight-seat aircraft. The regular passenger 
seating capacity of A’s aircraft is 10 and of 
B’s aircraft is eight. 

Example 2. Assume the same facts as in ex-
ample (1), except that whenever A’s chief ex-
ecutive officer and spouse use the aircraft 
eight seats are removed. Even if substan-
tially all of the use of the aircraft is by the 
chief executive officer and spouse, the reg-
ular passenger seating capacity of the air-
craft is 10. 

Example 3. Assume the same facts as in ex-
ample (1), except that whenever more than 
eight people want to fly in B’s aircraft, two 
extra seats are added. Even if substantially 
all of the use of the aircraft occurs with 
eight seats, the regular passenger seating ca-
pacity of the aircraft is 10. 

Example 4. Employer C purchases an air-
craft with 12 seats. Three months later C re-
models the interior of the aircraft and per-
manently removes four of the seats. Upon 
completion of the remodeling, the regular 
passenger seating capacity of the aircraft is 
eight. If, however, any seats are added with-
in 24 months after the remodeling, the reg-
ular seating capacity of the aircraft is treat-
ed as 12 throughout the entire period. 

(v) Seats occupied by flight crew. When 
determining the regular passenger 
seating capacity of an aircraft, any 
seat occupied by a member of the flight 
crew (whether or not such individual is 
an employee of the employer providing 
the aircraft) shall not be counted, un-
less the purpose of the flight by such 
individual is not primarily to serve as 
a member of the flight crew. If the seat 
occupied by a member of the flight 
crew is not counted as a passenger seat 
pursuant to the previous sentence, 
such member of the flight crew is dis-
regarded in applying the 50-percent 
test described in the first sentence of 
paragraph (g)(12)(i) of this section. For 
example, assume that prior to applica-
tion of this paragraph (g)(12)(v) the reg-
ular passenger seating capacity of an 
aircraft is one. Assume further that an 
employee pilots the aircraft and that 
the employee’s flight is nor primarily 
for the employer’s business. If the em-
ployee’s spouse occupies the other seat 
for personal purposes, the seating ca-

pacity rule is not met and the value of 
both flights must be included in the 
employee’s income. If, however, the 
employee’s flight were primarily for 
the employer’s business (unrelated to 
serving as a member of the flight 
crew), then the seating capacity rule is 
met and the value of the flight for the 
employee’s spouse is deemed to be zero. 
If the employee’s flight were primarily 
to serve as a member of the flight crew, 
then the seating capacity rule is not 
met and the value of a flight by any 
passenger for primarily personal rea-
sons is not deemed to be zero. 

(13) Erroneous use of the non-commer-
cial flight valuation rule—(i) Certain er-
rors in the case of a flight by a control 
employee. If— 

(A) The non-commercial flight valu-
ation rule of this paragraph (g) is ap-
plied by an employer or a control em-
ployee, as the case may be, on a return 
as originally filed or on an amended re-
turn on the grounds that either— 

(1) The control employee is not in 
fact a control employee, or 

(2) The aircraft is within a specific 
weight classification, and 

(B) Either position is subsequently 
determined to be erroneous, the valu-
ation rule of this paragraph (g) is not 
available to value the flight taken by 
that control employee by the person or 
persons taking the erroneous position. 
With respect to the weight classifica-
tions, the previous sentence does not 
apply if the position taken is that the 
weight of the aircraft is greater than it 
is subsequently determined to be. If, 
with respect to a flight by a control 
employee, the seating capacity rule of 
paragraph (g)(12) of this section is used 
by an employer or the control em-
ployee, as the case may be, on a return 
as originally filed or on an amended re-
turn, the valuation rule of this para-
graph (g) is not available to value the 
flight taken by that control employee 
by the person or persons taking the er-
roneous position. 

(ii) Value of flight excluded as a work-
ing condition fringe. If either an em-
ployer or an employee, on a return as 
originally filed or on an amended re-
turn, excludes from the employee’s in-
come or wages all or any part of the 
value of a flight on the grounds that 
the flight was excludable as a working 
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condition fringe under section 132, and 
that position is subsequently deter-
mined to be erroneous, the valuation 
rule of this paragraph (g) is not avail-
able to value the flight taken by that 
employee by the person or persons tak-
ing the erroneous position. Instead, the 
general valuation rules of paragraphs 
(b) (5) and (6) of this section apply. 

(14) Consistency rules—(i) Use by em-
ployer. Except as otherwise provided in 
paragraph (g)(13) or paragraph 
(g)(14)(iii) of this section or in § 1.132– 
5(m)(4), if the non-commercial flight 
valuation rule of this paragraph (g) is 
used by an employer to value any 
flight provided in a calendar year, the 
rule must be used to value all flights 
provided to all employees in the cal-
endar year. 

(ii) Use by employee. Except as other-
wise provided in paragraph (g)(13) or 
(g)(14)(iii) of this section or in § 1.132– 
5(m)(4), if the non-commercial flight 
valuation rule of this paragraph (g) is 
used by an employee to value a flight 
provided by an employer in a calendar 
year, the rule must be used to value all 
flights provided to the employee by 
that employer in the calendar year. 

(iii) Exception for entertainment flights 
provided to specified individuals after Oc-
tober 22, 2004. Notwithstanding the pro-
visions of paragraph (g)(14)(i) of this 
section, an employer may use the gen-
eral valuation rules of paragraph (b) of 
this section to value the entertainment 
use of an aircraft provided after Octo-
ber 22, 2004, to a specified individual. 
An employer who uses the general 
valuation rules of paragraph (b) of this 
section to value any entertainment use 
of an aircraft by a specified individual 
in a calendar year must use the general 
valuation rules of paragraph (b) of this 
section to value all entertainment use 
of aircraft provided to all specified in-
dividuals during that calendar year. 

(A) Specified individuals defined. For 
purposes of paragraph (g)(14)(iii) of this 
section, specified individual is defined in 
section 274(e)(2)(B) and § 1.274–9(b). 

(B) Entertainment defined. For pur-
poses of paragraph (g)(14)(iii) of this 
section, entertainment is defined in 
§ 1.274–2(b)(1). 

(h) Commercial flight valuation rule— 
(1) In general. Under the commercial 
flight valuation rule of this paragraph 

(h), the value of a space-available 
flight (as defined in paragraph (h) (2) of 
this section) on a commercial aircraft 
is 25 percent of the actual carrier’s 
highest unrestricted coach fare in ef-
fect for the particular flight taken. The 
rule of this paragraph (h) is available 
only to an individual described in 
§ 1.132–1(b)(1). 

(2) Space-available flight. The com-
mercial flight valuation rule of this 
paragraph (h) is available to value a 
space-available flight. The term 
‘‘space-available flight’’ means a flight 
on a commercial aircraft— 

(i) Which is subject to the same types 
of restrictions customarily associated 
with flying on an employee ‘‘stand-by’’ 
or ‘‘space-available’’ basis, and 

(ii) Which meets the definition of a 
no-additional-cost service under sec-
tion 132(b), except that the flight is 
provided to an individual other than 
the employee or an individual treated 
as the employee under section 132(f). 
Thus, a flight is not a space-available 
flight if the employer guarantees the 
employee a seat on the flight or if the 
nondiscrimination requirements of sec-
tion 132(h)(1) and § 1.132–8 are not satis-
fied. A flight may be a space-available 
flight even if the airline that is the ac-
tual carrier is not the employer of the 
employee. 

(3) Commercial aircraft. If the actual 
carrier does not offer, in the ordinary 
course of its business, air transpor-
tation to customers on a per-seat basis, 
the commercial flight valuation rule of 
this paragraph (h) is not available. 
Thus, if, in the ordinary course of its 
line of business, the employer only of-
fers air transportation to customers on 
a charter basis, the commercial flight 
valuation rule of this paragraph (h) 
may not be used to value a space-avail-
able flight on the employer’s aircraft. 
If the commercial flight valuation rule 
is not available, the flight may be val-
ued under the non-commercial flight 
valuation rule of paragraph (g) of this 
section. 

(4) Timing of inclusion. The date that 
the flight is taken is the relevant date 
for purposes of applying section 61(a)(1) 
and this section to a space-available 
flight on a commercial aircraft. The 
date of purchase or issuance of a pass 
or ticket is not relevant. Thus, this 
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section applies to a flight taken on or 
after January 1, 1989, regardless of the 
date on which the pass or ticket for the 
flight was purchased or issued. 

(5) Consistency rules—(i) Use by em-
ployer. If the commercial flight valu-
ation rule of this paragraph (h) is used 
by an employer to value any flight pro-
vided in a calendar year, the rule must 
be used to value all flights eligible for 
use of the rule provided in the calendar 
year. 

(ii) Use by employee. If the commer-
cial flight valuation rule of this para-
graph (h) is used by an employee to 
value a flight provided by an employer 
in a calendar year, the rule must be 
used to value all flights provided by 
that employer eligible for use of the 
rule taken by such employee in the cal-
endar year. 

(i) [Reserved] 
(j) Valuation of meals provided at an 

employer-operated eating facility for em-
ployees—(1) In general. The valuation 
rule of this paragraph (j) may be used 
to value a meal provided at an em-
ployer-operated eating facility for em-
ployees (as defined in § 1.132–7). For 
rules relating to an exclusion for the 
value of meals provided at an em-
ployer-operated eating facility for em-
ployees, see section 132(e)(2) and § 1.132– 
7. 

(2) Valuation formula—(i) In general. 
The value of all meals provided at an 
employer-operated eating facility for 
employees during a calendar year 
(‘‘total meal value’’) is 150 percent of 
the direct operating costs of the eating 
facility determined separately with re-
spect to such eating facility whether or 
not the direct operating costs test is 
applied separately to such eating facil-
ity under § 1.132–7(b)(2). For purposes of 
this paragraph (j), the definition of di-
rect operating costs provided in § 1.132– 
7(b) and the adjustments specified in 
§ 1.132–7(a)(2) apply. The taxable value 
of meals provided at an eating facility 
may be determined in two ways. The 
‘‘individual meal subsidy’’ may be 
treated as the taxable value of a meal 
provided at the eating facility (see 
paragraph (j)(2)(ii) of this section) to a 
particular employee. Alternatively, the 
employer may allocate the ‘‘total meal 
subsidy’’ among employees (see para-
graph (j)(2)(iii) of this section). 

(ii) ‘‘Individual meal subsidy’’ defined. 
The ‘‘individual meal subsidy’’ is deter-
mined by multiplying the amount paid 
by the employee for a particular meal 
by a fraction, the numerator of which 
is the total meal value and the denomi-
nator of which is the gross receipts of 
the eating facility for the calendar 
year and then subtracting the amount 
paid by the employee for the meal. The 
taxable value of meals provided to a 
particular employee during a calendar 
year, therefore, is the sum of the indi-
vidual meal subsidies provided to the 
employee during the calendar year. 
This rule is available only if there is a 
charge for each meal selection and if 
each employee is charged the same 
price for any given meal selection. 

(iii) Allocation of ‘‘total meal subsidy.’’ 
Instead of using the individual meal 
subsidy method provided in paragraph 
(j)(2)(ii) of this section, the employer 
may allocate the ‘‘total meal subsidy’’ 
(total meal value less the gross re-
ceipts of the facility) among employees 
in any manner reasonable under the 
circumstances. It will be presumed rea-
sonable for an employer to allocate the 
total meal subsidy on a per-employee 
basis if the employer has information 
that would substantiate to the satis-
faction of the Commissioner that each 
employee was provided approximately 
the same number of meals at the facil-
ity. 

(k) Commuting valuation rule for cer-
tain employees—(1) In general. Under the 
rule of this paragraph (k), the value of 
the commuting use of employer-pro-
vided transportation may be deter-
mined under paragraph (k)(3) of this 
section if the following criteria are 
met by the employer and employee 
with respect to the transportation: 

(i) The transportation is provided, 
solely because of unsafe conditions, to 
an employee who would ordinarily 
walk or use public transportation for 
commuting to or from work; 

(ii) The employer has established a 
written policy (e.g., in the employer’s 
personnel manual) under which the 
transportation is not provided for the 
employee’s personal purposes other 
than for commuting due to unsafe con-
ditions and the employer’s practice in 
fact corresponds with the policy; 
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(iii) The transportation is not used 
for personal purposes other than com-
muting due to unsafe conditions; and 

(iv) The employee receiving the em-
ployer-provided transportation is a 
qualified employee of the employer (as 
defined in paragraph (k)(6) of this sec-
tion). 

(2) Trip-by-trip basis. The special valu-
ation rule of this paragraph (k) applies 
on a trip-by-trip basis. If an employer 
and employee fail to meet the criteria 
of paragraph (k)(1) of this section with 
respect to any trip, the value of the 
transportation for that trip is not de-
termined under paragraph (k)(3) of this 
section and the amount includible in 
the employee’s income is determined 
by reference to the fair market value of 
the transportation. 

(3) Commuting value—(i) $1.50 per one- 
way commute. If the requirements of 
this paragraph (k) are satisfied, the 
value of the commuting use of the em-
ployer-provided transportation is $1.50 
per one-way commute (i.e., from home 
to work or from work to home). 

(ii) Value per employee. If transpor-
tation is provided to more than one 
qualified employee at the same time, 
the amount includible in the income of 
each employee is $1.50 per one-way 
commute. 

(4) Definition of employer-provided 
transportation. For purposes of this 
paragraph (k), ‘‘employer-provided 
transportation’’ means transportation 
by vehicle (as defined in paragraph 
(f)(4) of this section) that is purchased 
by the employer (or that is purchased 
by the employee and reimbursed by the 
employer) from a party that is not re-
lated to the employer for the purpose 
of transporting a qualified employee to 
or from work. Reimbursements made 
by an employer to an employee to 
cover the cost of purchasing transpor-
tation (e.g., hiring cabs) must be made 
under a bona fide reimbursement ar-
rangement. 

(5) Unsafe conditions. Unsafe condi-
tions exist if a reasonable person 
would, under the facts and cir-
cumstances, consider it unsafe for the 
employee to walk to or from home, or 
to walk to or use public transportation 
at the time of day the employee must 
commute. One of the factors indicating 
whether it is unsafe is the history of 

crime in the geographic area sur-
rounding the employee’s workplace or 
residence at the time of day the em-
ployee must commute. 

(6) Qualified employee defined—(i) In 
general. For purposes of this paragraph 
(k), a qualified employee is one who 
meets the following requirements with 
respect to the employer: 

(A) The employee performs services 
during the current year, is paid on an 
hourly basis, is not claimed under sec-
tion 213(a)(1) of the Fair Labor Stand-
ards Act of 1938 (as amended), 29 U.S.C. 
201–219 (FLSA), to be exempt from the 
minimum wage and maximum hour 
provisions of the FLSA, and is within a 
classification with respect to which the 
employer actually pays, or has speci-
fied in writing that it will pay, com-
pensation for overtime equal to or ex-
ceeding one and one-half times the reg-
ular rate as provided by section 207 of 
the FLSA; and 

(B) The employee does not receive 
compensation from the employer in ex-
cess of the amount permitted by sec-
tion 414(q)(1)(C) of the Code. 

(ii) ‘‘Compensation’’ and ‘‘paid on an 
hourly basis’’ defined. For purposes of 
this paragraph (k), ‘‘compensation’’ 
has the same meaning as in section 
414(q)(7). Compensation includes all 
amounts received from all entities 
treated as a single employer under sec-
tion 414 (b), (c), (m), or (o). Levels of 
compensation shall be adjusted at the 
same time and in the same manner as 
provided in section 415(d). If an em-
ployee’s compensation is stated on an 
annual basis, the employee is treated 
as ‘‘paid on an hourly basis’’ for pur-
poses of this paragraph (k) as long as 
the employee is not claimed to be ex-
empt from the minimum wage and 
maximum hour provisions of the FLSA 
and is paid overtime wages either equal 
to or exceeding one and one-half the 
employee’s regular hourly rate of pay. 

(iii) FLSA compliance required. An em-
ployee will not be considered a quali-
fied employee for purposes of this para-
graph (k), unless the employer is in 
compliance with the recordkeeping re-
quirements concerning that employee’s 
wages, hours, and other conditions and 
practices of employment as provided in 
section 211(c) of the FLSA and 29 CFR 
part 516. 
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(iv) Issues arising under the FLSA. If 
questions arise concerning an employ-
ee’s classification under the FLSA, the 
pronouncements and rulings of the Ad-
ministrator of the Wage and Hour Divi-
sion, Department of Labor are deter-
minative. 

(v) Non-qualified employees. If an em-
ployee is not a qualified employee 
within the meaning of this paragraph 
(k)(6), no portion of the value of the 
commuting use of employer-provided 
transportation is excluded under this 
paragraph (k). 

(7) Examples. This paragraph (k) is il-
lustrated by the following examples: 

Example 1. A and B are word-processing 
clerks employed by Y, an accounting firm in 
a large metropolitan area, and both are 
qualified employees under paragraph (k)(6) of 
this section. The normal working hours for A 
and B are from 11:00 p.m. until 7:00 a.m. and 
public transportation, the only means of 
transportation available to A or B, would be 
considered unsafe by a reasonable person at 
the time they are required to commute from 
home to work. In response, Y hires a car 
service to pick up A and B at their homes 
each evening for purposes of transporting 
them to work. The amount includible in the 
income of both A and B is $1.50 for the one- 
way commute from home to work. 

Example 2. Assume the same facts as in Ex-
ample 1, except that Y also hires a car service 
to return A and B to their homes each morn-
ing at the conclusion of their shifts and pub-
lic transportation would not be considered 
unsafe by a reasonable person at the time of 
day A and B commute to their homes. The 
value of the commute from work to home is 
includible in the income of both A and B by 
reference to fair market value since unsafe 
conditions do not exist for that trip. 

Example 3. C is an associate for Z, a law 
firm in a metropolitan area. The normal 
working hours for C’s law firm are from 9 
a.m. until 6 p.m., but C’s ordinary office 
hours are from 10 a.m. until 8 p.m. Public 
transportation, the only means of transpor-
tation available to C at the time C com-
mutes from work to home during the 
evening, would be considered unsafe by a rea-
sonable person. In response, Z hires a car 
service to take C home each evening. C does 
not receive annual compensation from Z in 
excess of the amount permitted by section 
414(q)(1)(C) of the Code. However, C is treated 
as an employee exempt from the provisions 
of the FLSA and, accordingly, is not paid 
overtime wages. Therefore, C is not a quali-
fied employee within the meaning of para-
graph (k)(6) of this section. The value of the 
commute from work to home is includible in 
C’s income by reference to fair market value. 

(8) Effective date. This paragraph (k) 
applies to employer-provided transpor-
tation provided to a qualified employee 
on or after July 1, 1991. 

[T.D. 8256, 54 FR 28582, July 6, 1989, as amend-
ed by T.D. 8389, 57 FR 1870, Jan. 16, 1992; T.D. 
8457, 57 FR 62195, Dec. 30, 1992; T.D. 9597, 77 
FR 45483, Aug. 1, 2012] 

§ 1.61–22 Taxation of split-dollar life 
insurance arrangements. 

(a) Scope—(1) In general. This section 
provides rules for the taxation of a 
split-dollar life insurance arrangement 
for purposes of the income tax, the gift 
tax, the Federal Insurance Contribu-
tions Act (FICA), the Federal Unem-
ployment Tax Act (FUTA), the Rail-
road Retirement Tax Act (RRTA), and 
the Self-Employment Contributions 
Act of 1954 (SECA). For the Collection 
of Income Tax at Source on Wages, this 
section also provides rules for the tax-
ation of a split-dollar life insurance ar-
rangement, other than a payment 
under a split-dollar life insurance ar-
rangement that is a split-dollar loan 
under § 1.7872–15(b)(1). A split-dollar life 
insurance arrangement (as defined in 
paragraph (b) of this section) is subject 
to the rules of paragraphs (d) through 
(g) of this section, § 1.7872–15, or general 
tax rules. For rules to determine which 
rules apply to a split-dollar life insur-
ance arrangement, see paragraph (b)(3) 
of this section. 

(2) Overview. Paragraph (b) of this 
section defines a split-dollar life insur-
ance arrangement and provides rules to 
determine whether an arrangement is 
subject to the rules of paragraphs (d) 
through (g) of this section, § 1.7872–15, 
or general tax rules. Paragraph (c) of 
this section defines certain other 
terms. Paragraph (d) of this section 
sets forth rules for the taxation of eco-
nomic benefits provided under a split- 
dollar life insurance arrangement. 
Paragraph (e) of this section sets forth 
rules for the taxation of amounts re-
ceived under a life insurance contract 
that is part of a split-dollar life insur-
ance arrangement. Paragraph (f) of this 
section provides rules for additional 
tax consequences of a split-dollar life 
insurance arrangement, including the 
treatment of death benefit proceeds. 
Paragraph (g) of this section provides 
rules for the transfer of a life insurance 
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contract (or an undivided interest in 
the contract) that is part of a split-dol-
lar life insurance arrangement. Para-
graph (h) of this section provides exam-
ples illustrating the application of this 
section. Paragraph (j) of this section 
provides the effective date of this sec-
tion. 

(b) Split-dollar life insurance arrange-
ment—(1) In general. A split-dollar life 
insurance arrangement is any arrange-
ment between an owner and a non- 
owner of a life insurance contract that 
satisfies the following criteria— 

(i) Either party to the arrangement 
pays, directly or indirectly, all or any 
portion of the premiums on the life in-
surance contract, including a payment 
by means of a loan to the other party 
that is secured by the life insurance 
contract; 

(ii) At least one of the parties to the 
arrangement paying premiums under 
paragraph (b)(1)(i) of this section is en-
titled to recover (either conditionally 
or unconditionally) all or any portion 
of those premiums and such recovery is 
to be made from, or is secured by, the 
proceeds of the life insurance contract; 
and 

(iii) The arrangement is not part of a 
group-term life insurance plan de-
scribed in section 79 unless the group- 
term life insurance plan provides per-
manent benefits to employees (as de-
fined in § 1.79–0). 

(2) Special rule—(i) In general. Any ar-
rangement between an owner and a 
non-owner of a life insurance contract 
is treated as a split-dollar life insur-
ance arrangement (regardless of wheth-
er the criteria of paragraph (b)(1) of 
this section are satisfied) if the ar-
rangement is described in paragraph 
(b)(2)(ii) or (iii) of this section. 

(ii) Compensatory arrangements. An ar-
rangement is described in this para-
graph (b)(2)(ii) if the following criteria 
are satisfied— 

(A) The arrangement is entered into 
in connection with the performance of 
services and is not part of a group-term 
life insurance plan described in section 
79; 

(B) The employer or service recipient 
pays, directly or indirectly, all or any 
portion of the premiums; and 

(C) Either— 

(1) The beneficiary of all or any por-
tion of the death benefit is designated 
by the employee or service provider or 
is any person whom the employee or 
service provider would reasonably be 
expected to designate as the bene-
ficiary; or 

(2) The employee or service provider 
has any interest in the policy cash 
value of the life insurance contract. 

(iii) Shareholder arrangements. An ar-
rangement is described in this para-
graph (b)(2)(iii) if the following criteria 
are satisfied— 

(A) The arrangement is entered into 
between a corporation and another per-
son in that person’s capacity as a 
shareholder in the corporation; 

(B) The corporation pays, directly or 
indirectly, all or any portion of the 
premiums; and 

(C) Either— 
(1) The beneficiary of all or any por-

tion of the death benefit is designated 
by the shareholder or is any person 
whom the shareholder would reason-
ably be expected to designate as the 
beneficiary; or 

(2) The shareholder has any interest 
in the policy cash value of the life in-
surance contract. 

(3) Determination of whether this sec-
tion or § 1.7872–15 applies to a split-dollar 
life insurance arrangement—(i) Split-dol-
lar life insurance arrangements involving 
split-dollar loans under § 1.7872–15. Ex-
cept as provided in paragraph (b)(3)(ii) 
of this section, paragraphs (d) through 
(g) of this section do not apply to any 
split-dollar loan as defined in § 1.7872– 
15(b)(1). Section 1.7872–15 applies to any 
such loan. See paragraph (b)(5) of this 
section for the treatment of a payment 
made by a non-owner under a split-dol-
lar life insurance arrangement if the 
payment is not a split-dollar loan. 

(ii) Exceptions. Paragraphs (d) 
through (g) of this section apply (and 
§ 1.7872–15 does not apply) to any split- 
dollar life insurance arrangement if— 

(A) The arrangement is entered into 
in connection with the performance of 
services, and the employer or service 
recipient is the owner of the life insur-
ance contract (or is treated as the 
owner of the contract under paragraph 
(c)(1)(ii)(A)(1) of this section); or 
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(B) The arrangement is entered into 
between a donor and a donee (for exam-
ple, a life insurance trust) and the 
donor is the owner of the life insurance 
contract (or is treated as the owner of 
the contract under paragraph 
(c)(1)(ii)(A)(2) of this section). 

(4) Consistency requirement. A split- 
dollar life insurance arrangement de-
scribed in paragraph (b)(1) or (2) of this 
section must be treated in the same 
manner by the owner and the non- 
owner of the life insurance contract 
under either the rules of this section or 
§ 1.7872–15. In addition, the owner and 
non-owner must fully account for all 
amounts under the arrangement under 
paragraph (b)(5) of this section, para-
graphs (d) through (g) of this section, 
or § 1.7872–15. 

(5) Non-owner payments that are not 
split-dollar loans. If a non-owner of a 
life insurance contract makes premium 
payments (directly or indirectly) under 
a split-dollar life insurance arrange-
ment, and the payments are neither 
split-dollar loans nor consideration for 
economic benefits described in para-
graph (d) of this section, then neither 
the rules of paragraphs (d) through (g) 
of this section nor the rules in § 1.7872– 
15 apply to such payments. Instead, 
general income tax, employment tax, 
self-employment tax, and gift tax prin-
ciples apply to the premium payments. 
See, for example, § 1.61–2(d)(2)(ii)(A). 

(6) Waiver, cancellation, or forgiveness. 
If a repayment obligation described in 
§ 1.7872–15(a)(2) is waived, cancelled, or 
forgiven at any time, then the parties 
must take the amount waived, can-
celled, or forgiven into account in ac-
cordance with the relationships be-
tween the parties (for example, as com-
pensation in the case of an employee- 
employer relationship). 

(7) Change in the owner. If payments 
made by a non-owner to an owner were 
treated as split-dollar loans under 
§ 1.7872–15 and the split-dollar life in-
surance arrangement is modified such 
that, after the modification, the non- 
owner is the owner (within the mean-
ing of paragraph (c)(1) of this section) 
of the life insurance contract under the 
arrangement, paragraphs (d) through 
(g) of this section apply to the split- 
dollar life insurance arrangement from 
the date of the modification. The pay-

ments made (both before and after the 
modification) are not treated as split- 
dollar loans under § 1.7872–15 on or after 
the date of the modification. The non- 
owner of the life insurance contract 
under the modified split-dollar life in-
surance arrangement must fully take 
into account all economic benefits pro-
vided under the arrangement under 
paragraph (d) of this section on or after 
the date of the modification. For the 
treatment of a transfer of the contract 
when the unmodified arrangement is 
governed by paragraphs (d) through (g) 
of this section, see paragraph (g) of this 
section. 

(c) Definitions. The following defini-
tions apply for purposes of this section: 

(1) Owner—(i) In general. With respect 
to a life insurance contract, the person 
named as the policy owner of such con-
tract generally is the owner of such 
contract. If two or more persons are 
named as policy owners of a life insur-
ance contract and each person has, at 
all times, all the incidents of owner-
ship with respect to an undivided inter-
est in the contract, each person is 
treated as the owner of a separate con-
tract to the extent of such person’s un-
divided interest. If two or more persons 
are named as policy owners of a life in-
surance contract but each person does 
not have, at all times, all the incidents 
of ownership with respect to an undi-
vided interest in the contract, the per-
son who is the first-named policy 
owner is treated as the owner of the en-
tire contract. 

(ii) Special rule for certain arrange-
ments—(A) In general. Notwithstanding 
paragraph (c)(1)(i) of this section— 

(1) An employer or service recipient 
is treated as the owner of a life insur-
ance contract under a split-dollar life 
insurance arrangement that is entered 
into in connection with the perform-
ance of services if, at all times, the 
only economic benefit that will be pro-
vided under the arrangement is current 
life insurance protection as described 
in paragraph (d)(3) of this section; and 

(2) A donor is treated as the owner of 
a life insurance contract under a split- 
dollar life insurance arrangement that 
is entered into between a donor and a 
donee (for example, a life insurance 
trust) if, at all times, the only eco-
nomic benefit that will be provided 
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under the arrangement is current life 
insurance protection as described in 
paragraph (d)(3) of this section. 

(B) Modifications. If an arrangement 
described in paragraph (c)(1)(ii)(A) of 
this section is modified such that the 
arrangement is no longer described in 
paragraph (c)(1)(ii)(A) of this section, 
the following rules apply: 

(1) If, immediately after such modi-
fication, the employer, service recipi-
ent, or donor is the owner of the life in-
surance contract under the split-dollar 
life insurance arrangement (deter-
mined without regard to paragraph 
(c)(1)(ii)(A) of this section), the em-
ployer, service recipient, or donor con-
tinues to be treated as the owner of the 
life insurance contract. 

(2) If, immediately after such modi-
fication, the employer, service recipi-
ent, or donor is not the owner of the 
life insurance contract under the split- 
dollar life insurance arrangement (de-
termined without regard to paragraph 
(c)(1)(ii)(A) of this section), the em-
ployer, service recipient, or donor is 
treated as having made a transfer of 
the entire life insurance contract to 
the employee, service provider, or 
donee under the rules of paragraph (g) 
of this section as of the date of such 
modification. 

(3) For purposes of this paragraph 
(c)(1)(ii)(B), entering into a successor 
split-dollar life insurance arrangement 
that has the effect of providing any 
economic benefit in addition to that 
described in paragraph (d)(3) of this 
section is treated as a modification of 
the prior split-dollar life insurance ar-
rangement. 

(iii) Attribution rules for compensatory 
arrangements. For purposes of this sec-
tion, if a split-dollar life insurance ar-
rangement is entered into in connec-
tion with the performance of services, 
the employer or service recipient is 
treated as the owner of the life insur-
ance contract if the owner (within the 
meaning of paragraph (c)(1)(i) of this 
section) of the life insurance contract 
under the split-dollar life insurance ar-
rangement is— 

(A) A trust described in section 
402(b); 

(B) A trust that is treated as owned 
(within the meaning of sections 671 

through 677) by the employer or the 
service recipient; 

(C) A welfare benefit fund within the 
meaning of section 419(e)(1); or 

(D) A member of the employer or 
service recipient’s controlled group 
(within the meaning of section 414(b)) 
or a trade or business that is under 
common control with the employer or 
service recipient (within the meaning 
of section 414(c)). 

(iv) Life insurance contracts owned by 
partnerships. [Reserved] 

(2) Non-owner—(i) Definition. With re-
spect to a life insurance contract, a 
non-owner is any person (other than 
the owner of such contract under para-
graph (c)(1) of this section) that has 
any direct or indirect interest in such 
contract (but not including a life insur-
ance company acting only in its capac-
ity as the issuer of a life insurance con-
tract). 

(ii) Example. The following example 
illustrates the provisions of this para-
graph (c)(2): 

Example. (i) On January 1, 2009, Employer R 
and Trust T, an irrevocable life insurance 
trust that is not treated under sections 671 
through 677 as owned by a grantor or other 
person, enter into a split-dollar life insur-
ance arrangement in connection with the 
performance of services under which R will 
pay all the premiums on the life insurance 
contract until the termination of the ar-
rangement or the death of E, an employee of 
R. C, the beneficiary of T, is E’s child. R is 
the owner of the contract under paragraph 
(c)(1)(i) of this section. E is the insured under 
the life insurance contract. Upon termi-
nation of the arrangement or E’s death, R is 
entitled to receive the lesser of the aggre-
gate premiums or the policy cash value of 
the contract and T will be entitled to receive 
any remaining amounts. Under the terms of 
the arrangement and applicable state law, 
the policy cash value is fully accessible by R 
and R’s creditors but T has the right to bor-
row or withdraw at any time the portion of 
the policy cash value exceeding the amount 
payable to R. 

(ii) Because E and T each have an indirect 
interest in the life insurance contract that is 
part of the split-dollar life insurance ar-
rangement, each is a non-owner under para-
graph (c)(2)(i) of this section. E and T each 
are provided economic benefits described in 
paragraph (d)(2) of this section pursuant to 
the split-dollar life insurance arrangement. 
Economic benefits are provided by owner R 
to E as a payment of compensation, and sep-
arately provided by E to T as a gift. 
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(3) Transfer of entire contract or undi-
vided interest therein. A transfer of the 
ownership of a life insurance contract 
(or an undivided interest in such con-
tract) that is part of a split-dollar life 
insurance arrangement occurs on the 
date that a non-owner becomes the 
owner (within the meaning of para-
graph (c)(1) of this section) of the en-
tire contract or of an undivided inter-
est in the contract. 

(4) Undivided interest. An undivided 
interest in a life insurance contract 
consists of an identical fractional or 
percentage interest or share in each 
right, benefit, and obligation with re-
spect to the contract. In the case of 
any arrangement purporting to create 
undivided interests where, in sub-
stance, the rights, benefits or obliga-
tions are shared to any extent among 
the holders of such interests, the ar-
rangement will be treated as a split- 
dollar life insurance arrangement. 

(5) Employment tax. The term employ-
ment tax means any tax imposed by, or 
collected under, the Federal Insurance 
Contributions Act (FICA), the Federal 
Unemployment Tax Act (FUTA), the 
Railroad Retirement Tax Act (RRTA), 
and the Collection of Income Tax at 
Source on Wages. 

(6) Self-employment tax. The term self- 
employment tax means the tax im-
posed by the Self-Employment Con-
tributions Act of 1954 (SECA). 

(d) Economic benefits provided under a 
split-dollar life insurance arrangement— 
(1) In general. In the case of a split-dol-
lar life insurance arrangement subject 
to the rules of paragraphs (d) through 
(g) of this section, economic benefits 
are treated as being provided to the 
non-owner of the life insurance con-
tract. The non-owner (and the owner 
for gift and employment tax purposes) 
must take into account the full value 
of all economic benefits described in 
paragraph (d)(2) of this section, reduced 
by the consideration paid directly or 
indirectly by the non-owner to the 
owner for those economic benefits. De-
pending on the relationship between 
the owner and the non-owner, the eco-
nomic benefits may constitute a pay-
ment of compensation, a distribution 
under section 301, a contribution to 
capital, a gift, or a transfer having a 
different tax character. Further, de-

pending on the relationship between or 
among a non-owner and one or more 
other persons (including a non-owner 
or non-owners), the economic benefits 
may be treated as provided from the 
owner to the non-owner and as sepa-
rately provided from the non-owner to 
such other person or persons (for exam-
ple, as a payment of compensation 
from an employer to an employee and 
as a gift from the employee to the em-
ployee’s child). 

(2) Value of economic benefits. The 
value of the economic benefits provided 
to a non-owner for a taxable year under 
the arrangement equals— 

(i) The cost of current life insurance 
protection provided to the non-owner 
as determined under paragraph (d)(3) of 
this section; 

(ii) The amount of policy cash value 
to which the non-owner has current ac-
cess within the meaning of paragraph 
(d)(4)(ii) of this section (to the extent 
that such amount was not actually 
taken into account for a prior taxable 
year); and 

(iii) The value of any economic bene-
fits not described in paragraph (d)(2)(i) 
or (ii) of this section provided to the 
non-owner (to the extent not actually 
taken into account for a prior taxable 
year). 

(3) Current life insurance protection— 
(i) Amount of current life insurance pro-
tection. In the case of a split-dollar life 
insurance arrangement described in 
paragraph (d)(1) of this section, the 
amount of the current life insurance 
protection provided to the non-owner 
for a taxable year (or any portion 
thereof in the case of the first year or 
the last year of the arrangement) 
equals the excess of the death benefit 
of the life insurance contract (includ-
ing paid-up additions thereto) over the 
total amount payable to the owner (in-
cluding any outstanding policy loans 
that offset amounts otherwise payable 
to the owner) under the split-dollar life 
insurance arrangement, less the por-
tion of the policy cash value actually 
taken into account under paragraph 
(d)(1) of this section or paid for by the 
non-owner under paragraph (d)(1) of 
this section for the current taxable 
year or any prior taxable year. 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00094 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



83 

Internal Revenue Service, Treasury § 1.61–22 

(ii) Cost of current life insurance pro-
tection. The cost of current life insur-
ance protection provided to the non- 
owner for any year (or any portion 
thereof in the case of the first year or 
the last year of the arrangement) 
equals the amount of the current life 
insurance protection provided to the 
non-owner (determined under para-
graph (d)(3)(i) of this section) multi-
plied by the life insurance premium 
factor designated or permitted in guid-
ance published in the Internal Revenue 
Bulletin (see § 601.601(d)(2)(ii) of this 
chapter). 

(4) Policy cash value—(i) In general. 
For purposes of this paragraph (d), pol-
icy cash value is determined dis-
regarding surrender charges or other 
similar charges or reductions. Policy 
cash value includes policy cash value 
attributable to paid-up additions. 

(ii) Current access. For purposes of 
this paragraph (d), a non-owner has 
current access to that portion of the 
policy cash value— 

(A) To which, under the arrange-
ment, the non-owner has a current or 
future right; and 

(B) That currently is directly or indi-
rectly accessible by the non-owner, in-
accessible to the owner, or inaccessible 
to the owner’s general creditors. 

(5) Valuation date—(i) General rules. 
For purposes of this paragraph (d), the 
amount of the current life insurance 
protection and the policy cash value 
shall be determined on the same valu-
ation date. The valuation date is the 
last day of the non-owner’s taxable 
year, unless the owner and non-owner 
agree to instead use the policy anniver-
sary date as the valuation date. Not-
withstanding the previous sentence, if 
the split-dollar life insurance arrange-
ment terminates during the taxable 
year of the non-owner, the value of 
such economic benefits is determined 
on the day that the arrangement ter-
minates. 

(ii) Consistency requirement. The 
owner and non-owner of the split-dollar 
life insurance arrangement must use 
the same valuation date. In addition, 
the same valuation date must be used 
for all years prior to termination of the 
split-dollar life insurance arrangement 
unless the parties receive consent of 

the Commissioner to change the valu-
ation date. 

(iii) Artifice or device. Notwith-
standing paragraph (d)(5)(i) of this sec-
tion, if any artifice or device is used to 
understate the amount of any eco-
nomic benefit on the valuation date in 
paragraph (d)(5)(i) of this section, then, 
for purposes of this paragraph (d), the 
date on which the amount of the eco-
nomic benefit is determined is the date 
on which the amount of the economic 
benefit is greatest during that taxable 
year. 

(iv) Special rule for certain taxes. For 
purposes of employment tax (as defined 
in paragraph (c)(5) of this section), self- 
employment tax (as defined in para-
graph (c)(6) of this section), and sec-
tions 6654 and 6655 (relating to the fail-
ure to pay estimated income tax), the 
portions of the current life insurance 
protection and the policy cash value 
that are treated as provided by the 
owner to the non-owner shall be treat-
ed as so provided on the last day of the 
taxable year of the non-owner. Not-
withstanding the previous sentence, if 
the split-dollar life insurance arrange-
ment terminates during the taxable 
year of the non-owner, such portions of 
the current life insurance protection 
and the policy cash value shall be 
treated as so provided on the day that 
the arrangement terminates. 

(6) Examples. The following examples 
illustrate the rules of this paragraph 
(d). Except as otherwise provided, both 
examples assume the following facts: 
employer (R) is the owner (as defined 
in paragraph (c)(1)(i) of this section) 
and employee (E) is the non-owner (as 
defined in paragraph (c)(2)(i) of this 
section) of a life insurance contract 
that is part of a split-dollar life insur-
ance arrangement that is subject to 
the provisions of paragraphs (d) 
through (g) of this section; the con-
tract is a life insurance contract as de-
fined in section 7702 and not a modified 
endowment contract as defined in sec-
tion 7702A; R does not withdraw or ob-
tain a loan of any portion of the policy 
cash value and does not surrender any 
portion of the life insurance contract; 
the compensation paid to E is reason-
able; E is not provided any economic 
benefits described in paragraph 
(d)(2)(iii) of this section; E does not 
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make any premium payments; E’s tax-
able year is the calendar year; the 
value of the economic benefits is deter-
mined on the last day of E’s taxable 
year; and E reports on E’s Federal in-
come tax return for each year that the 
split-dollar life insurance arrangement 
is in effect the amount of income re-
quired to be reported under paragraph 
(d) of this section. The examples are as 
follows: 

Example 1. (i) Facts. On January 1 of year 1, 
R and E enter into the split-dollar life insur-
ance arrangement. Under the arrangement, 
R pays all of the premiums on the life insur-
ance contract until the termination of the 
arrangement or E’s death. The arrangement 
provides that upon termination of the ar-
rangement or E’s death, R is entitled to re-
ceive the lesser of the aggregate premiums 
paid or the policy cash value of the contract 
and E is entitled to receive any remaining 
amounts. Under the terms of the arrange-
ment and applicable state law, the policy 
cash value is fully accessible by R and R’s 
creditors but E has the right to borrow or 
withdraw at any time the portion of the pol-
icy cash value exceeding the amount payable 
to R. To fund the arrangement, R purchases 
a life insurance contract with constant death 
benefit protection equal to $1,500,000. R 
makes premium payments on the life insur-
ance contract of $60,000 in each of years 1, 2, 
and 3. The policy cash value equals $55,000 as 
of December 31 of year 1, $140,000 as of De-
cember 31 of year 2, and $240,000 as of Decem-
ber 31 of year 3. 

(ii) Analysis. Under the terms of the split- 
dollar life insurance arrangement, E has the 
right for year 1 and all subsequent years to 
borrow or withdraw the portion of the policy 
cash value exceeding the amount payable to 
R. Thus, under paragraph (d)(4)(ii) of this 
section, E has current access to such portion 
of the policy cash value for each year that 
the arrangement is in effect. In addition, be-
cause R pays all of the premiums on the life 
insurance contract, R provides to E all of the 
economic benefits that E receives under the 
arrangement. Therefore, under paragraph 
(d)(1) of this section, E includes in gross in-
come the value of all economic benefits de-
scribed in paragraphs (d)(2)(i) and (ii) of this 
section provided to E under the arrange-
ment. 

(iii) Results for year 1. For year 1, E is pro-
vided, under paragraph (d)(2)(ii) of this sec-
tion, $0 of policy cash value (excess of $55,000 
policy cash value determined as of December 
31 of year 1 over $55,000 payable to R). For 
year 1, E is also provided, under paragraph 
(d)(2)(i) of this section, current life insurance 
protection of $1,445,000 ($1,500,000 minus 
$55,000 payable to R). Thus, E includes in 

gross income for year 1 the cost of $1,445,000 
of current life insurance protection. 

(iv) Results for year 2. For year 2, E is pro-
vided, under paragraph (d)(2)(ii) of this sec-
tion, $20,000 of policy cash value ($140,000 pol-
icy cash value determined as of December 31 
of year 2 minus $120,000 payable to R). For 
year 2, E is also provided, under paragraph 
(d)(2)(i) of this section, current life insurance 
protection of $1,360,000 ($1,500,000 minus the 
sum of $120,000 payable to R and the aggre-
gate of $20,000 of policy cash value that E ac-
tually includes in income on E’s year 1 and 
year 2 federal income tax returns). Thus, E 
includes in gross income for year 2 the sum 
of $20,000 of policy cash value and the cost of 
$1,360,000 of current life insurance protec-
tion. 

(v) Results for year 3. For year 3, E is pro-
vided, under paragraph (d)(2)(ii) of this sec-
tion, $40,000 of policy cash value ($240,000 pol-
icy cash value determined as of December 31 
of year 3 minus the sum of $180,000 payable to 
R and $20,000 of aggregate policy cash value 
that E actually included in gross income on 
E’s year 1 and year 2 federal income tax re-
turns). For year 3, E is also provided, under 
paragraph (d)(2)(i) of this section, current 
life insurance protection of $1,260,000 
($1,500,000 minus the sum of $180,000 payable 
to R and $60,000 of aggregate policy cash 
value that E actually includes in gross in-
come on E’s year 1, year 2, and year 3 federal 
income tax returns). Thus, E includes in 
gross income for year 3 the sum of $40,000 of 
policy cash value and the cost of $1,260,000 of 
current life insurance protection. 

Example 2. (i) Facts. The facts are the same 
as in Example 1 except that E cannot directly 
or indirectly access any portion of the policy 
cash value, but the terms of the split-dollar 
life insurance arrangement or applicable 
state law provide that the policy cash value 
in excess of the amount payable to R is inac-
cessible to R’s general creditors. 

(ii) Analysis. Under the terms of the split- 
dollar life insurance arrangement or applica-
ble state law, the portion of the policy cash 
value exceeding the amount payable to R is 
inaccessible to R’s general creditors and E 
has a current or future right to that portion 
of the cash value. Thus, under paragraph 
(d)(4)(ii) of this section, E has current access 
to such portion of the policy cash value for 
each year that the arrangement is in effect. 
In addition, because R pays all of the pre-
miums on the life insurance contract, R pro-
vides to E all of the economic benefits that 
E receives under the arrangement. There-
fore, under paragraph (d)(1) of this section, E 
includes in gross income the value of all eco-
nomic benefits described in paragraphs 
(d)(2)(i) and (ii) of this section provided to E 
under the arrangement. 

(iii) Results for years 1, 2 and 3. The results 
for this example are the same as the results 
in Example 1. 
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(e) Amounts received under the con-
tract—(1) In general. Except as other-
wise provided in paragraph (f)(3) of this 
section, any amount received under a 
life insurance contract that is part of a 
split-dollar life insurance arrangement 
subject to the rules of paragraphs (d) 
through (g) of this section (including, 
but not limited to, a policy owner divi-
dend, proceeds of a specified policy 
loan described in paragraph (e)(2) of 
this section, or the proceeds of a with-
drawal from or partial surrender of the 
life insurance contract) is treated, to 
the extent provided directly or indi-
rectly to a non-owner of the life insur-
ance contract, as though such amount 
had been paid to the owner of the life 
insurance contract and then paid by 
the owner to the non-owner. The 
amount received is taxable to the 
owner in accordance with the rules of 
section 72. The non-owner (and the 
owner for gift tax and employment tax 
purposes) must take the amount de-
scribed in paragraph (e)(3) of this sec-
tion into account as a payment of com-
pensation, a distribution under section 
301, a contribution to capital, a gift, or 
other transfer depending on the rela-
tionship between the owner and the 
non-owner. 

(2) Specified policy loan. A policy loan 
is a specified policy loan to the ex-
tent— 

(i) The proceeds of the loan are dis-
tributed directly from the insurance 
company to the non-owner; 

(ii) A reasonable person would not ex-
pect that the loan will be repaid by the 
non-owner; or 

(iii) The non-owner’s obligation to 
repay the loan to the owner is satisfied 
or is capable of being satisfied upon re-
payment by either party to the insur-
ance company. 

(3) Amount required to be taken into ac-
count. With respect to a non-owner 
(and the owner for gift tax and employ-
ment tax purposes), the amount de-
scribed in this paragraph (e)(3) is equal 
to the excess of— 

(i) The amount treated as received by 
the owner under paragraph (e)(1) of this 
section; over 

(ii) The amount of all economic bene-
fits described in paragraphs (d)(2)(ii) 
and (iii) of this section actually taken 
into account by the non-owner (and the 

owner for gift tax and employment tax 
purposes) plus any consideration de-
scribed in paragraph (d)(1) of this sec-
tion paid by the non-owner for such 
economic benefits described in para-
graphs (d)(2)(ii) and (iii) of this section. 
The amount determined under the pre-
ceding sentence applies only to the ex-
tent that neither this paragraph 
(e)(3)(ii) nor paragraph (g)(1)(ii) of this 
section previously has applied to such 
economic benefits. 

(f) Other tax consequences—(1) Intro-
duction. In the case of a split-dollar life 
insurance arrangement subject to the 
rules of paragraphs (d) through (g) of 
this section, this paragraph (f) sets 
forth other tax consequences to the 
owner and non-owner of a life insur-
ance contract that is part of the ar-
rangement for the period prior to the 
transfer (as defined in paragraph (c)(3) 
of this section) of the contract (or an 
undivided interest therein) from the 
owner to the non-owner. See paragraph 
(g) of this section and § 1.83–6(a)(5) for 
tax consequences upon the transfer of 
the contract (or an undivided interest 
therein). 

(2) Investment in the contract—(i) To 
the non-owner. A non-owner does not 
receive any investment in the contract 
under section 72(e)(6) with respect to a 
life insurance contract that is part of a 
split-dollar life insurance arrangement 
subject to the rules of paragraphs (d) 
through (g) of this section. 

(ii) To owner. Any premium paid by 
an owner under a split-dollar life insur-
ance arrangement subject to the rules 
of paragraphs (d) through (g) of this 
section is included in the owner’s in-
vestment in the contract under section 
72(e)(6). No premium or amount de-
scribed in paragraph (d) of this section 
is deductible by the owner (except as 
otherwise provided in § 1.83–6(a)(5)). 
Any amount paid by a non-owner, di-
rectly or indirectly, to the owner of the 
life insurance contract for current life 
insurance protection or for any other 
economic benefit under the life insur-
ance contract is included in the own-
er’s gross income and is included in the 
owner’s investment in the life insur-
ance contract for purposes of section 
72(e)(6) (but only to the extent not oth-
erwise so included by reason of having 
been paid by the owner as a premium 
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or other consideration for the con-
tract). 

(3) Treatment of death benefit pro-
ceeds—(i) Death benefit proceeds to bene-
ficiary (other than the owner). Any 
amount paid to a beneficiary (other 
than the owner) by reason of the death 
of the insured is excluded from gross 
income by such beneficiary under sec-
tion 101(a) as an amount received under 
a life insurance contract to the extent 
such amount is allocable to current life 
insurance protection provided to the 
non-owner pursuant to the split-dollar 
life insurance arrangement, the cost of 
which was paid by the non-owner, or 
the value of which the non-owner actu-
ally took into account pursuant to 
paragraph (d)(1) of this section. 

(ii) Death benefit proceeds to owner as 
beneficiary. Any amount paid or pay-
able to an owner in its capacity as a 
beneficiary by reason of the death of 
the insured is excluded from gross in-
come of the owner under section 101(a) 
as an amount received under a life in-
surance contract to the extent such 
amount is not allocable to current life 
insurance protection provided to the 
non-owner pursuant to the split-dollar 
life insurance arrangement, the cost of 
which was paid by the non-owner, or 
the value of which the non-owner actu-
ally took into account pursuant to 
paragraph (d)(1) of this section. 

(iii) Transfers of death benefit proceeds. 
Death benefit proceeds paid to a party 
to a split-dollar life insurance arrange-
ment (or the estate or beneficiary of 
that party) that are not excludable 
from that party’s income under section 
101(a) to the extent provided in para-
graph (f)(3)(i) or (ii) of this section, are 
treated as transferred to that party in 
a separate transaction. The death ben-
efit proceeds treated as so transferred 
will be taxed in a manner similar to 
other transfers. For example, if death 
benefit proceeds paid to an employee, 
the employee’s estate, or the employ-
ee’s beneficiary are not excludable 
from the employee’s gross income 
under section 101(a) to the extent pro-
vided in paragraph (f)(3)(i) of this sec-
tion, then such payment is treated as a 
payment of compensation by the em-
ployer to the employee. 

(g) Transfer of entire contract or undi-
vided interest therein—(1) In general. 

Upon a transfer within the meaning of 
paragraph (c)(3) of this section of a life 
insurance contract (or an undivided in-
terest therein) to a non-owner (trans-
feree), the transferee (and the owner 
(transferor) for gift tax and employ-
ment tax purposes) takes into account 
the excess of the fair market value of 
the life insurance contract (or the un-
divided interest therein) transferred to 
the transferee at that time over the 
sum of— 

(i) The amount the transferee pays to 
the transferor to obtain the contract 
(or the undivided interest therein); and 

(ii) The amount of all economic bene-
fits described in paragraph (d)(2)(ii) and 
(iii) of this section actually taken into 
account by the transferee (and the 
transferor for gift tax and employment 
tax purposes), plus any consideration 
described in paragraph (d)(1) of this 
section paid by the transferee for such 
economic benefits described in para-
graphs (d)(2)(ii) and (iii) of this section. 
The amount determined under the pre-
ceding sentence applies only to the ex-
tent that neither this paragraph 
(g)(1)(ii) nor paragraph (e)(3)(ii) of this 
section previously has applied to such 
economic benefits. 

(2) Determination of fair market value. 
For purposes of paragraph (g)(1) of this 
section, the fair market value of a life 
insurance contract is the policy cash 
value and the value of all other rights 
under such contract (including any 
supplemental agreements thereto and 
whether or not guaranteed), other than 
the value of current life insurance pro-
tection. Notwithstanding the preceding 
sentence, the fair market value of a 
life insurance contract for gift tax pur-
poses is determined under § 25.2512–6(a) 
of this chapter. 

(3) Exception for certain transfers in 
connection with the performance of serv-
ices. To the extent the ownership of a 
life insurance contract (or undivided 
interest in such contract) is trans-
ferred in connection with the perform-
ance of services, paragraph (g)(1) of 
this section does not apply until such 
contract (or undivided interest in such 
contract) is taxable under section 83. 
For purposes of paragraph (g)(1) of this 
section, fair market value is deter-
mined disregarding any lapse restric-
tions and at the time the transfer of 
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such contract (or undivided interest in 
such contract) is taxable under section 
83. 

(4) Treatment of non-owner after trans-
fer—(i) In general. After a transfer of an 
entire life insurance contract (except 
when such transfer is in connection 
with the performance of services and 
the transfer is not yet taxable under 
section 83), the person who previously 
had been the non-owner is treated as 
the owner of such contract for all pur-
poses, including for purposes of para-
graph (b) of this section and for pur-
poses of § 1.61–2(d)(2)(ii)(A). After the 
transfer of an undivided interest in a 
life insurance contract (or, if later, at 
the time such transfer is taxable under 
section 83), the person who previously 
had been the non-owner is treated as 
the owner of a separate contract con-
sisting of that interest for all purposes, 
including for purposes of paragraph (b) 
of this section and for purposes of 
§ 1.61–2(d)(2)(ii)(A). 

(ii) Investment in the contract after 
transfer—(A) In general. The amount 
treated as consideration paid to ac-
quire the contract under section 
72(g)(1), in order to determine the ag-
gregate premiums paid by the trans-
feree for purposes of section 72(e)(6)(A) 
after the transfer (or, if later, at the 
time such transfer is taxable under sec-
tion 83), equals the greater of the fair 
market value of the contract or the 
sum of the amounts determined under 
paragraphs (g)(1)(i) and (ii) of this sec-
tion. 

(B) Transfers between a donor and a 
donee. In the case of a transfer of a con-
tract between a donor and a donee, the 
amount treated as consideration paid 
by the transferee to acquire the con-
tract under section 72(g)(1), in order to 
determine the aggregate premiums 
paid by the transferee for purposes of 
section 72(e)(6)(A) after the transfer, 
equals the sum of the amounts deter-
mined under paragraphs (g)(1)(i) and 
(ii) of this section except that— 

(1) The amount determined under 
paragraph (g)(1)(i) of this section in-
cludes the aggregate of premiums or 
other consideration paid or deemed to 
have been paid by the transferor; and 

(2) The amount of all economic bene-
fits determined under paragraph 
(g)(1)(ii) of this section actually taken 

into account by the transferee does not 
include such benefits to the extent 
such benefits were excludable from the 
transferee’s gross income at the time 
of receipt. 

(C) Transfers of an undivided interest 
in a contract. If a portion of a contract 
is transferred to the transferee, then 
the amount to be included as consider-
ation paid to acquire the contract is 
determined by multiplying the amount 
determined under paragraph 
(g)(4)(ii)(A) of this section (as modified 
by paragraph (g)(4)(ii)(B) of this sec-
tion, if the transfer is between a donor 
and a donee) by a fraction, the numer-
ator of which is the fair market value 
of the portion transferred and the de-
nominator of which is the fair market 
value of the entire contract. 

(D) Example. The following example 
illustrates the rules of this paragraph 
(g)(4)(ii): 

Example. (i) In year 1, donor D and donee E 
enter into a split-dollar life insurance ar-
rangement as defined in paragraph (b)(1) of 
this section. D is the owner of the life insur-
ance contract under paragraph (c)(1) of this 
section. The life insurance contract is not a 
modified endowment contract as defined in 
section 7702A. In year 5, D gratuitously 
transfers the contract, within the meaning 
of paragraph (c)(3) of this section, to E. At 
the time of the transfer, the fair market 
value of the contract is $200,000 and D had 
paid $50,000 in premiums under the arrange-
ment. In addition, by the time of the trans-
fer, E had current access to $80,000 of policy 
cash value which was excludable from E’s 
gross income under section 102. 

(ii) E’s investment in the contract is 
$50,000, consisting of the $50,000 of premiums 
paid by D. The $80,000 of policy cash value to 
which E had current access is not included in 
E’s investment in the contract because such 
amount was excludable from E’s gross in-
come when E had current access to that pol-
icy cash value. 

(iii) No investment in the contract for 
current life insurance protection. Except 
as provided in paragraph (g)(4)(ii)(B) of 
this section, no amount allocable to 
current life insurance protection pro-
vided to the transferee (the cost of 
which was paid by the transferee or the 
value of which was provided to the 
transferee) is treated as consideration 
paid to acquire the contract under sec-
tion 72(g)(1) to determine the aggregate 
premiums paid by the transferee for 
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purposes of determining the trans-
feree’s investment in the contract 
under section 72(e) after the transfer. 

(h) Examples. The following examples 
illustrate the rules of this section. Ex-
cept as otherwise provided, each of the 
examples assumes that the employer 
(R) is the owner (as defined in para-
graph (c)(1) of this section) of a life in-
surance contract that is part of a split- 
dollar life insurance arrangement sub-
ject to the rules of paragraphs (d) 
through (g) of this section, that the 
employee (E) is not provided any eco-
nomic benefits described in paragraph 
(d)(2)(iii) of this section, that the life 
insurance contract is not a modified 
endowment contract under section 
7702A, that the compensation paid to E 
is reasonable, and that E makes no pre-
mium payments. The examples are as 
follows: 

Example 1. (i) In year 1, R purchases a life 
insurance contract on the life of E. R is 
named as the policy owner of the contract. R 
and E enter into an arrangement under 
which R will pay all the premiums on the life 
insurance contract until the termination of 
the arrangement or E’s death. Upon termi-
nation of the arrangement or E’s death, R is 
entitled to receive the greater of the aggre-
gate premiums or the policy cash value of 
the contract. The balance of the death ben-
efit will be paid to a beneficiary designated 
by E. 

(ii) Because R is designated as the policy 
owner of the contract, R is the owner of the 
contract under paragraph (c)(1)(i) of this sec-
tion. In addition, R would be treated as the 
owner of the contract regardless of whether 
R were designated as the policy owner under 
paragraph (c)(1)(i) of this section because the 
split-dollar life insurance arrangement is de-
scribed in paragraph (c)(1)(ii)(A)(1) of this 
section. E is a non-owner of the contract. 
Under the arrangement between R and E, a 
portion of the death benefit is payable to a 
beneficiary designated by E. The arrange-
ment is a split-dollar life insurance arrange-
ment under paragraph (b)(1) or (2) of this sec-
tion. Because R pays all the premiums on 
the life insurance contract, R provides to E 
the entire amount of the current life insur-
ance protection E receives under the ar-
rangement. Therefore, for each year that the 
split-dollar life insurance arrangement is in 
effect, E must include in gross income under 
paragraph (d)(1) of this section the value of 
current life insurance protection described 
in paragraph (d)(2)(i) of this section provided 
to E in each year. 

Example 2. (i) The facts are the same as in 
Example 1 except that, upon termination of 

the arrangement or E’s death, R is entitled 
to receive the lesser of the aggregate pre-
miums or the policy cash value of the con-
tract. Under the terms of the arrangement 
and applicable state law, the policy cash 
value is fully accessible by R and R’s credi-
tors but E has the right to borrow or with-
draw at any time the portion of the policy 
cash value exceeding the amount payable to 
R. 

(ii) Because R is designated as the policy 
owner, R is the owner of the contract under 
paragraph (c)(1)(i) of this section. E is a non- 
owner of the contract. For each year that 
the split-dollar life insurance arrangement is 
in effect, E has the right to borrow or with-
draw at any time the portion of the policy 
cash value exceeding the amount payable to 
R. Thus, under paragraph (d)(4)(ii) of this 
section, E has current access to such portion 
of the policy cash value for each year that 
the arrangement is in effect. In addition, be-
cause R pays all the premiums on the life in-
surance contract, R provides to E all the eco-
nomic benefits that E receives under the ar-
rangement. Therefore, for each year that the 
split-dollar life insurance arrangement is in 
effect, E must include in gross income under 
paragraph (d)(1) of this section, the value of 
all economic benefits described in paragraph 
(d)(2)(i) and (ii) of this section provided to E 
in each year. 

Example 3. (i) The facts are the same as in 
Example 1 except that in year 5, R and E 
modify the split-dollar life insurance ar-
rangement to provide that, upon termination 
of the arrangement or E’s death, R is enti-
tled to receive the greater of the aggregate 
premiums or one-half the policy cash value 
of the contract. Under the terms of the modi-
fied arrangement and applicable state law, 
the policy cash value is fully accessible by R 
and R’s creditors but E has the right to bor-
row or withdraw at any time the portion of 
the policy cash value exceeding the amount 
payable to R. 

(ii) For each year that the split-dollar life 
insurance arrangement is in effect, E must 
include in gross income under paragraph 
(d)(1) of this section the value of the eco-
nomic benefits described in paragraph 
(d)(2)(i) of this section provided to E under 
the arrangement during that year. In year 5 
(and subsequent years), E has the right to 
borrow or withdraw at any time the portion 
of the policy cash value exceeding the 
amount payable to R. Thus, under paragraph 
(d)(4)(ii) of this section, E has current access 
to such portion of the policy cash value. 
Thus, in year 5 (and each subsequent year), E 
must also include in gross income under 
paragraph (d)(1) of this section the value of 
the economic benefits described in paragraph 
(d)(2)(ii) of this section provided to E in each 
year. 

(iii) The arrangement is not described in 
paragraph (c)(1)(ii)(A)(1) of this section after 
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it is modified in year 5. Because R is the des-
ignated owner of the life insurance contract, 
R continues to be treated as the owner of the 
contract under paragraph (c)(1)(ii)(B)(1) of 
this section after the arrangement is modi-
fied. In addition, because the modification 
made by R and E in year 5 does not involve 
the transfer (within the meaning of para-
graph (c)(3) of this section) of an undivided 
interest in the life insurance contract from 
R to E, the modification is not a transfer for 
purposes of paragraph (g) of this section. 

Example 4. (i) The facts are the same as in 
Example 2 except that in year 7, R and E 
modify the split-dollar life insurance ar-
rangement to provide that, upon termination 
of the arrangement or E’s death, R will be 
paid the lesser of 80 percent of the aggregate 
premiums or the policy cash value of the 
contract. Under the terms of the modified ar-
rangement and applicable state law, the pol-
icy cash value is fully accessible by R and 
R’s creditors but E has the right to borrow 
or withdraw at any time the portion of the 
policy cash value exceeding the lesser of 80 
percent of the aggregate premiums paid by R 
or the policy cash value of the contract. 

(ii) Commencing in year 7 (and in each sub-
sequent year), E must include in gross in-
come the economic benefits described in 
paragraph (d)(2)(ii) of this section as pro-
vided in this Example 4(ii) rather than as pro-
vided in Example 2(ii). Thus, in year 7 (and in 
each subsequent year) E must include in 
gross income under paragraph (d) of this sec-
tion, the excess of the policy cash value over 
the lesser of 80 percent of the aggregate pre-
miums paid by R or the policy cash value of 
the contract (to the extent E did not actu-
ally include such amounts in gross income 
for a prior taxable year). In addition, in year 
7 (and each subsequent year) E must also in-
clude in gross income the value of the eco-
nomic benefits described in paragraph 
(d)(2)(i) of this section provided to E under 
the arrangement in each such year. 

Example 5. (i) The facts are the same as in 
Example 3 except that in year 7, E is des-
ignated as the policy owner. At that time, 
E’s rights to the contract are substantially 
vested as defined in § 1.83–3(b). 

(ii) In year 7, R is treated as having made 
a transfer (within the meaning of paragraph 
(c)(3) of this section) of the life insurance 
contract to E. E must include in gross in-
come the amount determined under para-
graph (g)(1) of this section. 

(iii) After the transfer of the contract to E, 
E is the owner of the contract and any pre-
mium payments by R will be included in E’s 
income under paragraph (b)(5) of this section 
and § 1.61–2(d)(2)(ii)(A) (unless R’s payments 
are split-dollar loans as defined in § 1.7872– 
15(b)(1)). 

Example 6. (i) In year 1, E and R enter into 
a split-dollar life insurance arrangement as 
defined in paragraph (b)(2) of this section. 

Under the arrangement, R is required to 
make annual premium payments of $10,000 
and E is required to make annual premium 
payments of $500. In year 5, a $500 policy 
owner dividend payable to E is declared by 
the insurance company. E directs the insur-
ance company to use the $500 as E’s premium 
payment for year 5. 

(ii) For each year the arrangement is in ef-
fect, E must include in gross income the 
value of the economic benefits provided dur-
ing the year, as required by paragraph (d)(2) 
of this section, over the $500 premium pay-
ments paid by E. In year 5, E must also in-
clude in gross income as compensation the 
excess, if any, of the $500 distributed to E 
from the proceeds of the policy owner divi-
dend over the amount determined under 
paragraph (e)(3)(ii) of this section. 

(iii) R must include in income the pre-
miums paid by E during the years the split- 
dollar life insurance arrangement is in ef-
fect, including the $500 of the premium E 
paid in year 5 with proceeds of the policy 
owner dividend. R’s investment in the con-
tract is increased in an amount equal to the 
premiums paid by E, including the $500 of the 
premium paid by E in year 5 from the pro-
ceeds of the policy owner dividend. In year 5, 
R is treated as receiving a $500 distribution 
under the contract, which is taxed pursuant 
to section 72. 

Example 7. (i) The facts are the same as in 
Example 2 except that in year 10, E withdraws 
$100,000 from the cash value of the contract. 

(ii) In year 10, R is treated as receiving a 
$100,000 distribution from the insurance com-
pany. This amount is treated as an amount 
received by R under the contract and taxed 
pursuant to section 72. This amount reduces 
R’s investment in the contract under section 
72(e). R is treated as paying the $100,000 to E 
as cash compensation, and E must include 
that amount in gross income less any 
amounts determined under paragraph 
(e)(3)(ii) of this section. 

Example 8. (i) The facts are the same as in 
Example 7 except E receives the proceeds of a 
$100,000 specified policy loan directly from 
the insurance company. 

(ii) The transfer of the proceeds of the 
specified policy loan to E is treated as a loan 
by the insurance company to R. Under the 
rules of section 72(e), the $100,000 loan is not 
included in R’s income and does not reduce 
R’s investment in the contract. R is treated 
as paying the $100,000 of loan proceeds to E 
as cash compensation. E must include that 
amount in gross income less any amounts 
determined under paragraph (e)(3)(ii) of this 
section. 

(i) [Reserved] 
(j) Effective date—(1) General rule—(i) 

In general. This section applies to any 
split-dollar life insurance arrangement 
(as defined in paragraph (b)(1) or (2) of 
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this section) entered into after Sep-
tember 17, 2003. 

(ii) Determination of when an arrange-
ment is entered into. For purposes of 
paragraph (j) of this section, a split- 
dollar life insurance arrangement is 
entered into on the latest of the fol-
lowing dates: 

(A) The date on which the life insur-
ance contract under the arrangement 
is issued; 

(B) The effective date of the life in-
surance contract under the arrange-
ment; 

(C) The date on which the first pre-
mium on the life insurance contract 
under the arrangement is paid; 

(D) The date on which the parties to 
the arrangement enter into an agree-
ment with regard to the policy; or 

(E) The date on which the arrange-
ment satisfies the definition of a split- 
dollar life insurance arrangement (as 
defined in paragraph (b)(1) or (2) of this 
section). 

(2) Modified arrangements treated as 
new arrangements—(i) In general. For 
purposes of paragraph (j)(1) of this sec-
tion, if an arrangement entered into on 
or before September 17, 2003 is materi-
ally modified after September 17, 2003, 
the arrangement is treated as a new ar-
rangement entered into on the date of 
the modification. 

(ii) Non-material modifications. The 
following is a non-exclusive list of 
changes that are not material modi-
fications under paragraph (j)(2)(i) of 
this section (either alone or in conjunc-
tion with other changes listed in para-
graphs (j)(2)(ii)(A) through (I) of this 
section)— 

(A) A change solely in the mode of 
premium payment (for example, a 
change from monthly to quarterly pre-
miums); 

(B) A change solely in the beneficiary 
of the life insurance contract, unless 
the beneficiary is a party to the ar-
rangement; 

(C) A change solely in the interest 
rate payable under the life insurance 
contract on a policy loan; 

(D) A change solely necessary to pre-
serve the status of the life insurance 
contract under section 7702; 

(E) A change solely to the ministerial 
provisions of the life insurance con-

tract (for example, a change in the ad-
dress to send payment); 

(F) A change made solely under the 
terms of any agreement (other than 
the life insurance contract) that is a 
part of the split-dollar life insurance 
arrangement if the change is non-dis-
cretionary by the parties and is made 
pursuant to a binding commitment 
(whether set forth in the agreement or 
otherwise) in effect on or before Sep-
tember 17, 2003; 

(G) A change solely in the owner of 
the life insurance contract as a result 
of a transaction to which section 381(a) 
applies and in which substantially all 
of the former owner’s assets are trans-
ferred to the new owner of the policy; 

(H) A change to the policy solely if 
such change is required by a court or a 
state insurance commissioner as a re-
sult of the insolvency of the insurance 
company that issued the policy; or 

(I) A change solely in the insurance 
company that administers the policy 
as a result of an assumption reinsur-
ance transaction between the issuing 
insurance company and the new insur-
ance company to which the owner and 
the non-owner were not a party. 

(iii) Delegation to Commissioner. The 
Commissioner, in revenue rulings, no-
tices, and other guidance published in 
the Internal Revenue Bulletin, may 
provide additional guidance with re-
spect to other modifications that are 
not material for purposes of paragraph 
(j)(2)(i) of this section. See 
§ 601.601(d)(2)(ii) of this chapter. 

[T.D. 9092, 68 FR 54344, Sept. 17, 2003; 68 FR 
63735, Nov. 10, 2003] 

§ 1.62–1 Adjusted gross income. 
(a)–(b) [Reserved] 
(c) Deductions allowable in computing 

adjusted gross income. The deductions 
specified in section 62(a) for purposes of 
computing adjusted gross income are— 

(1) Deductions set forth in § 1.62– 
1T(c); and 

(2) Deductions allowable under part 
VI, subchapter B, chapter 1 of the In-
ternal Revenue Code, (section 161 and 
following) that consist of expenses paid 
or incurred by the taxpayer in connec-
tion with the performance of services 
as an employee under a reimbursement 
or other expense allowance arrange-
ment (as defined in § 1.62–2) with his or 
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her employer. For the rules pertaining 
to expenses paid or incurred in taxable 
years beginning before January 1, 1989, 
see § 1.62–1T (c)(2) and (f) (as contained 
in 26 CFR part 1 (§§ 1.61 to 1.169) revised 
April 1, 1992). 

(d)–(h) [Reserved] 
(i) Effective date. Paragraph (c) of this 

section is effective for taxable years 
beginning on or after January 1, 1989. 

[T.D. 8451, 57 FR 57668, Dec. 7, 1992; 57 FR 
60568, Dec. 21, 1992] 

§ 1.62–1T Adjusted gross income (tem-
porary). 

(a) Basis for determining the amount of 
certain deductions. The term ‘‘adjusted 
gross income’’ means the gross income 
computed under section 61 minus such 
of the deductions allowed by chapter 1 
of the Code as are specified in section 
62(a). Adjusted gross income is used as 
the basis for determining the following: 

(1) The limitation on the amount of 
miscellaneous itemized deductions 
(under section 67). 

(2) The limitation on the amount of 
the deduction for casualty losses 
(under section 165(h)(2)), 

(3) The limitation on the amount of 
the deduction for charitable contribu-
tions (under section 170(b)(1)), 

(4) The limitation on the amount of 
the deduction for medical and dental 
expenses (under section 213), 

(5) The limitation on the amount of 
the deduction for qualified retirement 
contributions for active participants in 
certain pension plans (under section 
219(g)), and 

(6) The phase-out of the exemption 
from the disallowance of passive activ-
ity losses and credits (under section 
469(i)(3)). 

(b) Double deduction not permitted. 
Section 62 (a) merely specifies which of 
the deductions provided in chapter 1 of 
the Code shall be allowed in computing 
adjusted gross income. It does not cre-
ate any new deductions. The fact that 
a particular item may be described in 
more than one of the paragraphs under 
section 62(a) does not permit the item 
to be deducted twice in computing ad-
justed gross income or taxable income. 

(c) Deductions allowable in computing 
adjusted gross income. The deductions 
specified in section 62(a) for purposes of 
computing adjusted gross income are: 

(1) Deductions allowable under chap-
ter 1 of the Code (other than by part 
VII (section 211 and following), sub-
chapter B of such chapter) that are at-
tributable to a trade or business car-
ried on by the taxpayer not consisting 
of services performed as an employee; 

(2) [Reserved] 
(3) For taxable years beginning after 

December 31, 1986, deductions allowable 
under section 162 that consist of ex-
penses paid or incurred by a qualified 
performing artist (as defined in section 
62(b)) in connection with the perform-
ance by him or her of services in the 
performing arts as an employee; 

(4) Deductions allowable under part 
VI as losses from the sale or exchange 
of property; 

(5) Deductions allowable under part 
VI, section 212, or section 611 that are 
attributable to property held for the 
production of rents or royalties; 

(6) Deductions for depreciation or de-
pletion allowable under sections 167 or 
611 to a life tenant of property or to an 
income beneficiary of property held in 
trust or to an heir, legatee, or devisee 
of an estate; 

(7) Deductions allowed by section 404 
for contributions on behalf of a self- 
employed individual; 

(8) Deductions allowed by section 219 
for contributions to an individual re-
tirement account described in section 
408(a), or for an individual retirement 
annuity described in section 408(b); 

(9) Deductions allowed by section 
402(e)(3) with respect to a lump-sum 
distribution; 

(10) For taxable years beginning after 
December 31, 1972, deductions allowed 
by section 165 for losses incurred in any 
transaction entered into for profit 
though not connected with a trade or 
business, to the extent that such losses 
include amounts forfeited to a bank, 
mutual savings bank, savings and loan 
association, building and loan associa-
tion, cooperative bank or homestead 
association as a penalty for premature 
withdrawal of funds from a time sav-
ings account, certificate of deposit, or 
similar class of deposit; 

(11) For taxable years beginning after 
December 31, 1976, deductions for ali-
mony and separate maintenance pay-
ments allowed by section 215; 
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(12) Deductions allowed by section 194 
for the amortization of reforestation 
expenditures; and 

(13) Deductions allowed by section 165 
for the repayment (made in a taxable 
year beginning after December 28, 1980) 
to a trust described in paragraph (9) or 
(17) of section 501(c) of supplemental 
unemployment compensation benefits 
received from such trust if such repay-
ment is required because of the receipt 
of trade readjustment allowances under 
section 231 or 232 of the Trade Act of 
1974 (19 U.S.C. 2291 and 2292). 

(d) Expenses directly related to a trade 
or business. For the purpose of the de-
ductions specified in section 62, the 
performance of personal services as an 
employee does not constitute the car-
rying on of a trade or business, except 
as otherwise expressly provided. The 
practice of a profession, not as an em-
ployee, is considered the conduct of a 
trade or business within the meaning 
of such section. To be deductible for 
the purposes of determining adjusted 
gross income, expenses must be those 
directly, and not those merely re-
motely, connected with the conduct of 
a trade or business. For example, taxes 
are deductible in arriving at adjusted 
gross income only if they constitute 
expenditures directly attributable to a 
trade or business or to property from 
which rents or royalties are derived. 
Thus, property taxes paid or incurred 
on real property used in a trade or 
business are deductible, but state taxes 
on net income are not deductible even 
though the taxpayer’s income is de-
rived from the conduct of a trade or 
business. 

(e) Reimbursed and unreimbursed em-
ployee expenses—(1) In general. Expenses 
paid or incurred by an employee that 
are deductible from gross income under 
part VI in computing taxable income 
(determined without regard to section 
67) and for which the employee is reim-
bursed by the employer, its agent, or 
third party (for whom the employee 
performs a benefit as an employee of 
the employer) under an express agree-
ment for reimbursement or pursuant to 
an express expense allowance arrange-
ment may be deducted from gross in-
come in computing adjusted gross in-
come. Except as provided in paragraphs 
(e)(2) and (e)(4) of this section, for tax-

able years beginning after December 31, 
1986, if the amount of a reimbursement 
made by an employer, its agent, or 
third party to an employee is less than 
the total amount of the business ex-
penses paid or incurred by the em-
ployee, the determination of to which 
of the employee’s business expenses the 
reimbursement applies and the amount 
of each expense that is covered by the 
reimbursement is made on the basis of 
all of the facts and circumstances of 
the particular case. 

(2) Facts and circumstances unclear on 
business expenses for meals and entertain-
ment. If— 

(i) The facts and circumstances do 
not make clear— 

(A) That a reimbursement does not 
apply to business expenses for meals or 
entertainment, or 

(B) The amount of business expenses 
for meals or entertainment that is cov-
ered by the reimbursement, and 

(ii) The employee pays or incurs busi-
ness expenses for meals or entertain-
ment, 
the amount of the reimbursement that 
applies to such expenses (or portion 
thereof with respect to which the facts 
and circumstances are unclear) shall be 
determined by multiplying the amount 
of the employee’s business expenses for 
meals and entertainment (or portion 
thereof with respect to which the facts 
and circumstances are unclear) by a 
fraction, the numerator of which is the 
total amount of the reimbursement (or 
portion thereof with respect to which 
the facts and circumstances are un-
clear) and the denominator of which is 
the aggregate amount of all the busi-
ness expenses of the employee (or por-
tion thereof with respect to which the 
facts and circumstances are unclear). 

(3) Deductibility of unreimbursed ex-
penses. The amount of expenses that is 
determined not to be reimbursed pursu-
ant to paragraph (e) (1) or (2) of this 
section is deductible from adjusted 
gross income in determining the em-
ployee’s taxable income subject to the 
limitations applicable to such expenses 
(e.g., the 2-percent floor of section 67 
and the 80-percent limitation on meal 
and entertainment expenses provided 
for in section 274(n)). 

(4) Unreimbursed expenses of State leg-
islators. For taxable years beginning 
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after December 31, 1986, any portion of 
the amount allowed as a deduction to 
State legislators pursuant to section 
162(h)1)(B) that is not reimbursed by 
the State or a third party shall be allo-
cated between lodging and meals in the 
same ratio as the amounts allowable 
for lodging and meals under the Fed-
eral per diem applicable to the legisla-
tor’s State capital at the end of the 
legislator’s taxable year (see Appendix 
1–A of the Federal Travel Regulations 
(FTR), which as of March 28, 1988, are 
contained in GSA Bulletin FPMR A–40, 
Supplement 20). For purposes of this 
paragraph (e)(4), the amount allowable 
for meals under the Federal per diem 
shall be the amount of the Federal per 
diem allowable for meals and inci-
dental expenses reduced by $2 per legis-
lative day (or other amount allocated 
to incidental expenses in 1–7.5(a)(2) of 
the FTR). The unreimbursed portion of 
each type of expense is deductible from 
adjusted gross income in determining 
the State legislator’s taxable income 
subject to the limitations applicable to 
such expenses. For example, the unre-
imbursed portion allocable to meals 
shall be reduced by 20 percent pursuant 
to section 274(n) before being subjected 
to the 2-percent floor of section 67 for 
purposes of computing the taxable in-
come of a State legislator. See § 1.67– 
1T(a)(2). 

(5) Expenses paid directly by an em-
ployer, its agent, or third party. In the 
case of an employer, its agent, or a 
third party who provides property or 
services to an employee or who pays an 
employee’s expenses directly instead of 
reimbursing the employee, see section 
132 and the regulations thereunder for 
the income tax treatment of such ex-
penses. 

(6) Examples. The provisions of this 
paragraph (e) may be illustrated by the 
following examples: 

Example 1. During 1987, A, an employee, 
while on business trips away from home pays 
$300 for travel fares, $200 for lodging and $100 
for meals. In addition, A pays $50 for busi-
ness meals in the area of his place of employ-
ment (‘‘local meals’’), $250 for continuing 
education courses, and $100 for business-re-
lated entertainment (other than meals). The 
total amount of the reimbursements re-
ceived by A for his employee expenses from 
his employer is $750, and it is assumed that 
A’s expenses meet the deductibility require-

ments of sections 162 and 274. A includes the 
amount of the reimbursement in his gross in-
come. A’s employer designates the reim-
bursement to cover in full A’s expenses for 
travel fares, lodging, and meals while away 
from home, local meals, and entertainment, 
and no facts or circumstances indicate a con-
trary intention of the employer. Because the 
facts and circumstances make clear the 
amount of A’s business expenses for meals 
and entertainment that is covered by the re-
imbursement, the reimbursement will be al-
located to these expenses. In determining his 
adjusted gross income under section 62, A 
may deduct the full amount of the reim-
bursement for travel fares, lodging, and 
meals while away from home, local meals, 
and entertainment. In determining his tax-
able income under section 63, A may deduct 
his expenses for continuing education 
courses to the extent allowable by sections 
67 and 162. 

Example 2. Assume the facts are the same 
as in example (1) except that the facts and 
circumstances make clear that the reim-
bursement covers all types of deductible ex-
penses but they do not make clear the 
amount of each type of expense that is cov-
ered by the reimbursement. The amount of 
the reimbursement that is allocated to A’s 
business expenses for meals and entertain-
ment is $187.50. This amount is determined 
by multiplying the total amount of A’s busi-
ness expenses for meals and entertainment 
($250) by the ratio of A’s total reimburse-
ment to A’s total business expenses ($750/ 
$1,000). The remaining amount of the reim-
bursement, $562.50 ($750¥$187.50), is allocated 
to A’s business expenses other than meal and 
entertainment expenses. Therefore, in deter-
mining his adjusted gross income under sec-
tion 62, A may deduct $750 for reimbursed 
business expenses (including meals and en-
tertainment). In determining his taxable in-
come under section 63, A may deduct (sub-
ject to the limitations and conditions of sec-
tions 67, 162, and 274) the unreimbursed por-
tion of his expenses for meals and entertain-
ment ($62.50 ($250¥$187.50), and other em-
ployee business expenses ($187.50 
($750¥$562.50)). 

Example 3. Assume the facts are the same 
as in example (1) except that the amount of 
the reimbursement is $500. Assume further 
that the facts and circumstances make clear 
that the reimbursement covers $100 of ex-
penses for meals and that the remaining $400 
of the reimbursement covers all types of de-
ductible expenses (including any expenses for 
meals in excess of the $100 already des-
ignated) other than expenses for entertain-
ment. The amount of the reimbursement 
that is allocated to A’s business expenses for 
meals and entertainment is $125. This 
amount is equal to the sum of the amount of 
the reimbursement that clearly applies to 
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meals ($100) and the amount of the reim-
bursement with respect to which the facts 
are unclear that is allocated to meals ($25). 
The latter amount is determined by multi-
plying the total amount of A’s business ex-
penses for meals and entertainment with re-
spect to which the facts are unclear ($50) by 
the ratio of A’s total reimbursement with re-
spect to which the facts are unclear to A’s 
total business expenses with respect to 
which the facts are unclear ($400/$800). The 
remaining amount of the reimbursement, 
$375 ($500¥$125) is allocated to A’s business 
expenses other than meals and entertain-
ment. Therefore, in determining his adjusted 
gross income under section 62, A may deduct 
$500 for reimbursed business expenses (in-
cluding meals). In determining his taxable 
income under section 63, A may deduct (sub-
ject to the limitations and conditions of sec-
tions 67, 162, and 274) the unreimbursed por-
tion of his expenses for meals ($25 
($150¥$125)), entertainment ($100), and other 
employee business expenses ($375 
($750¥$375)). 

Example 4. During 1987 B, a research sci-
entist, is employed by Corporation X. B gives 
a speech before members of Association Y, a 
professional organization of scientists, de-
scribing her most recent research findings. 
Pursuant to a reimbursement arrangement, 
Y reimburses B for the full amount of her 
travel fares to the site of the speech and for 
the full amount of her expenses for lodging 
and meals while there. B includes the 
amount of the reimbursement in her gross 
income. B may deduct the full amount of her 
travel expenses pursuant to section 
62(a)(2)(A) in computing her adjusted gross 
income. 

(f) [Reserved] 
(g) Moving expenses. For taxable years 

beginning after December 31, 1986, a 
taxpayer described in section 217(a) 
shall not take into account the deduc-
tion described in section 217 relating to 
moving expenses in computing ad-
justed gross income under section 62 
even if the taxpayer is reimbursed for 
his or her moving expenses. Such a tax-
payer shall include the amount of any 
reimbursement for moving expenses in 
income pursuant to section 82. The de-
duction described in section 217 shall 
be taken into account in computing 
the taxable income of the taxpayer 
under section 63. Pursuant to section 
67(b)(6), the 2-percent floor described in 
section 67(a) does not apply to moving 
expenses. 

(h) Cross-reference. See 26 CFR 1.62–1 
(Rev. as of April 1, 1986) with respect to 
pre-1987 deductions for travel, meal, 

lodging, transportation, and other 
trade or business expenses of an em-
ployee, reimbursed expenses of an em-
ployee, expenses of an outside sales-
person, long-term capital gains, con-
tributions described in section 405(c) to 
a bond purchase plan on behalf of a 
self-employed individual, moving ex-
penses, amounts not received as bene-
fits pursuant to section 1379(b)(3), and 
retirement bonds described in section 
409 (allowed by section 219). 

[T.D. 8189, 53 FR 9873, Mar. 28, 1988, as 
amended by T.D. 8276, 54 FR 51024, Dec. 12, 
1989; T.D. 8324, 55 FR 51691, Dec. 17, 1990; T.D. 
8451, 57 FR 57668, Dec. 7, 1992] 

§ 1.62–2 Reimbursements and other ex-
pense allowance arrangements. 

(a) Table of contents. The contents of 
this section are as follows: 

(a) Table of contents. 
(b) Scope. 
(c) Reimbursement or other expense allow-

ance arrangement. 
(1) Defined. 
(2) Accountable plans. 
(i) In general. 
(ii) Special rule for failure to return ex-

cess. 
(3) Nonaccountable plans. 
(i) In general. 
(ii) Special rule for failure to return ex-

cess. 
(4) Treatment of payments under account-

able plans. 
(5) Treatment of payments under non-

accountable plans. 
(d) Business connection. 
(1) In general. 
(2) Other bona fide expenses. 
(3) Reimbursement requirement. 
(i) In general. 
(ii) Per diem allowances. 
(e) Substantiation. 
(1) In general. 
(2) Expenses governed by section 274(d). 
(3) Expenses not governed by section 274(d). 
(f) Returning amounts in excess of ex-

penses. 
(1) In general. 
(2) Per diem or mileage allowances. 
(g) Reasonable period. 
(1) In general. 
(2) Safe harbors. 
(i) Fixed date method. 
(ii) Periodic payment method. 
(3) Pattern of overreimbursements. 
(h) Withholding and payment of employ-

ment taxes. 
(1) When excluded from wages. 
(2) When included in wages. 
(i) Accountable plans. 
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(A) General rule. 
(B) Per diem or mileage allowances. 
(1) In general. 
(2) Reimbursements. 
(3) Advances. 
(4) Special rules. 
(ii) Nonaccountable plans. 
(i) Application. 
(j) Examples. 
(k) Anti-abuse provision. 
(l) Cross references. 
(m) Effective dates. 

(b) Scope. For purposes of deter-
mining ‘‘adjusted gross income,’’ sec-
tion 62(a)(2)(A) allows an employee a 
deduction for expenses allowed by part 
VI (section 161 and following), sub-
chapter B, chapter 1 of the Code, paid 
by the employee, in connection with 
the performance of services as an em-
ployee of the employer, under a reim-
bursement or other expense allowance 
arrangement with a payor (the em-
ployer, its agent, or a third party). Sec-
tion 62(c) provides that an arrangement 
will not be treated as a reimbursement 
or other expense allowance arrange-
ment for purposes of section 62(a)(2)(A) 
if— 

(1) Such arrangement does not re-
quire the employee to substantiate the 
expenses covered by the arrangement 
to the payor, or 

(2) Such arrangement provides the 
employee the right to retain any 
amount in excess of the substantiated 
expenses covered under the arrange-
ment. 
This section prescribes rules relating 
to the requirements of section 62(c). 

(c) Reimbursement or other expense al-
lowance arrangement—(1) Defined. For 
purposes of §§ 1.62–1, 1.62–1T, and 1.62–2, 
the phrase ‘‘reimbursement or other 
expense allowance arrangement’’ 
means an arrangement that meets the 
requirements of paragraphs (d) (busi-
ness connection, (e) (substantiation), 
and (f) (returning amounts in excess of 
expenses) of this section. A payor may 
have more than one arrangement with 
respect to a particular employee, de-
pending on the facts and cir-
cumstances. See paragraph (d)(2) of 
this section (payor treated as having 
two arrangements under certain cir-
cumstances). 

(2) Accountable plans—(i) In general. 
Except as provided in paragraph 
(c)(2)(ii) of this section, if an arrange-

ment meets the requirements of para-
graphs (d), (e), and (f) of this section, 
all amounts paid under the arrange-
ment are treated as paid under an ‘‘ac-
countable plan.’’ 

(ii) Special rule for failure to return ex-
cess. If an arrangement meets the re-
quirements of paragraphs (d), (e), and 
(f) of this section, but the employee 
fails to return, within a reasonable pe-
riod of time, any amount in excess of 
the amount of the expenses substan-
tiated in accordance with paragraph (e) 
of this section, only the amounts paid 
under the arrangement that are not in 
excess of the substantiated expenses 
are treated as paid under an account-
able plan. 

(3) Nonaccountable plans—(i) In gen-
eral. If an arrangement does not satisfy 
one or more of the requirements of 
paragraphs (d), (e), or (f) of this sec-
tion, all amounts paid under the ar-
rangement are treated as paid under a 
‘‘nonaccountable plan.’’ If a payor pro-
vides a nonaccountable plan, an em-
ployee who receives payments under 
the plan cannot compel the payor to 
treat the payments as paid under an 
accountable plan by voluntarily sub-
stantiating the expenses and returning 
any excess to the payor. 

(ii) Special rule for failure to return ex-
cess. If an arrangement meets the re-
quirements of paragraphs (d), (e), and 
(f) of this section, but the employee 
fails to return, within a reasonable pe-
riod of time, any amount in excess of 
the amount of the expenses substan-
tiated in accordance with paragraph (e) 
of this section, the amounts paid under 
the arrangement that are in excess of 
the substantiated expenses are treated 
as paid under a nonaccountable plan. 

(4) Treatment of payments under ac-
countable plans. Amounts treated as 
paid under an accountable plan are ex-
cluded from the employee’s gross in-
come, are not reported as wages or 
other compensation on the employee’s 
Form W-2, and are exempt from the 
withholding and payment of employ-
ment taxes (Federal Insurance Con-
tributions Act (FICA), Federal Unem-
ployment Tax Act (FUTA), Railroad 
Retirement Tax Act (RRTA), Railroad 
Unemployment Repayment Tax 
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(RURT), and income tax.) See para-
graph (l) of this section for cross ref-
erences. 

(5) Treatment of payments under non-
accountable plans. Amounts treated as 
paid under a nonaccountable plan are 
included in the employee’s gross in-
come, must be reported as wages or 
other compensation on the employee’s 
Form W-2, and are subject to with-
holding and payment of employment 
taxes (FICA, FUTA, RRTA, RURT, and 
income tax). See paragraph (h) of this 
section. Expenses attributable to 
amounts included in the employee’s 
gross income may be deducted, pro-
vided the employee can substantiate 
the full amount of his or her expenses 
(i.e., the amount of the expenses, if 
any, the reimbursement for which is 
treated as paid under an accountable 
plan as well as those for which the em-
ployee is claiming the deduction) in ac-
cordance with §§ 1.274–5T and 1.274(d)–1 
or § 1.162–17, but only as a miscella-
neous itemized deduction subject to 
the limitations applicable to such ex-
penses (e.g., the 80-percent limitation 
on meal and entertainment expenses 
provided in section 274(n) and the 2-per-
cent floor provided in section 67). 

(d) Business connection—(1) In general. 
Except as provided in paragraphs (d)(2) 
and (d)(3) of this section, an arrange-
ment meets the requirements of this 
paragraph (d) if it provides advances, 
allowances (including per diem allow-
ances, allowances only for meals and 
incidental expenses, and mileage allow-
ances), or reimbursements only for 
business expenses that are allowable as 
deductions by part VI (section 161 and 
the following), subchapter B, chapter 1 
of the Code, and that are paid or in-
curred by the employee in connection 
with the performance of services as an 
employee of the employer. The pay-
ment may be actually received from 
the employer, its agent, or a third 
party for whom the employee performs 
a service as an employee of the em-
ployer, and may include amounts 
charged directly or indirectly to the 
payor through credit card systems or 
otherwise. In addition, if both wages 
and the reimbursement or other ex-
pense allowance are combined in a sin-
gle payment, the reimbursement or 
other expense allowance must be iden-

tified either by making a separate pay-
ment or by specifically identifying the 
amount of the reimbursement or other 
expense allowance. 

(2) Other bona fide expenses. If an ar-
rangement provides advances, allow-
ances, or reimbursements for business 
expenses described in paragraph (d)(1) 
of this section (i.e., deductible em-
ployee business expenses) and for other 
bona fide expenses related to the em-
ployer’s business (e.g., travel that is 
not away from home) that are not de-
ductible under part VI (section 161 and 
the following), subchapter B, chapter 1 
of the Code, the payor is treated as 
maintaining two arrangements. The 
portion of the arrangement that pro-
vides payments for the deductible em-
ployee business expenses is treated as 
one arrangement that satisfies this 
paragraph (d). The portion of the ar-
rangement that provides payments for 
the nondeductible employee expenses is 
treated as a second arrangement that 
does not satisfy this paragraph (d) and 
all amounts paid under this second ar-
rangement will be treated as paid 
under a nonaccountable plan. See para-
graphs (c)(5) and (h) of this section. 

(3) Reimbursement requirement—(i) In 
general. If a payor arranges to pay an 
amount to an employee regardless of 
whether the employee incurs (or is rea-
sonably expected to incur) business ex-
penses of a type described in paragraph 
(d)(1) or (d)(2) of this section, the ar-
rangement does not satisfy this para-
graph (d) and all amounts paid under 
the arrangement are treated as paid 
under a nonaccountable plan. See para-
graphs (c)(5) and (h) of this section. 

(ii) Per diem allowances. An arrange-
ment providing a per diem allowance 
for travel expenses of a type described 
in paragraph (d)(1) or (d)(2) of this sec-
tion that is computed on a basis simi-
lar to that used in computing the em-
ployee’s wages or other compensation 
(e.g., the number of hours worked, 
miles traveled, or pieces produced) 
meets the requirements of this para-
graph (d) only if, on December 12, 1989, 
the per diem allowance was identified 
by the payor either by making a sepa-
rate payment or by specifically identi-
fying the amount of the per diem al-
lowance, or a per diem allowance com-
puted on that basis was commonly used 
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in the industry in which the employee 
is employed. See section 274(d) and 
§ 1.274(d)–1. A per diem allowance de-
scribed in this paragraph (d)(3)(ii) may 
be adjusted in a manner that reason-
ably reflects actual increases in em-
ployee business expenses occurring 
after December 12, 1989. 

(e) Substantiation—(1) In general. An 
arrangement meets the requirements 
of this paragraph (e) if it requires each 
business expense to be substantiated to 
the payor in accordance with para-
graph (e)(2) or (e)(3) of this section, 
whichever is applicable, within a rea-
sonable period of time. See § 1.274–5T or 
§ 1.162–17. 

(2) Expenses governed by section 274(d). 
An arrangement that reimburses trav-
el, entertainment, use of a passenger 
automobile or other listed property, or 
other business expenses governed by 
section 274(d) meets the requirements 
of this paragraph (e)(2) if information 
sufficient to satisfy the substantiation 
requirements of section 274(d) and the 
regulations thereunder is submitted to 
the payor. See § 1.274–5. Under section 
274(d), information sufficient to sub-
stantiate the requisite elements of 
each expenditure or use must be sub-
mitted to the payor. For example, with 
respect to travel away from home, 
§ 1.274–5(b)(2) requires that information 
sufficient to substantiate the amount, 
time, place, and business purpose of the 
expense must be submitted to the 
payor. Similarly, with respect to use of 
a passenger automobile or other listed 
property, § 1.274–5(b)(6) requires that in-
formation sufficient to substantiate 
the amount, time, use, and business 
purpose of the expense must be sub-
mitted to the payor. See § 1.274–5(g) and 
(j), which grant the Commissioner the 
authority to establish optional meth-
ods of substantiating certain expenses. 
Substantiation of the amount of a busi-
ness expense in accordance with rules 
prescribed pursuant to the authority 
granted by § 1.274–5(g) or (j) will be 
treated as substantiation of the 
amount of such expense for purposes of 
this section. 

(3) Expenses not governed by section 
274(d). An arrangement that reimburses 
business expenses not governed by sec-
tion 274(d) meets the requirements of 
this paragraph (e)(3) if information is 

submitted to the payor sufficient to en-
able the payor to identify the specific 
nature of each expense and to conclude 
that the expense is attributable to the 
payor’s business activities. Therefore, 
each of the elements of an expenditure 
or use must be substantiated to the 
payor. It is not sufficient if an em-
ployee merely aggregates expenses into 
broad categories (such as ‘‘travel’’) or 
reports individual expenses through 
the use of vague, nondescriptive terms 
(such as ‘‘miscellaneous business ex-
penses’’). See § 1.162–17(b). 

(f) Returning amounts in excess of ex-
penses—(1) In general. Except as pro-
vided in paragraph (f)(2) of this section, 
an arrangement meets the require-
ments of this paragraph (f) if it re-
quires the employee to return to the 
payor within a reasonable period of 
time may amount paid under the ar-
rangement in excess of the expenses 
substantiated in accordance with para-
graph (e) of this section. The deter-
mination of whether an arrangement 
requires an employee to return 
amounts in excess of substantiated ex-
penses will depend on the facts and cir-
cumstances. An arrangement whereby 
money is advanced to an employee to 
defray expenses will be treated as satis-
fying the requirements of this para-
graph (f) only if the amount of money 
advanced is reasonably calculated not 
to exceed the amount of anticipated 
expenditures, the advance of money is 
made on a day within a reasonable pe-
riod of the day that the anticipated ex-
penditures are paid or incurred, and 
any amounts in excess of the expenses 
substantiated in accordance with para-
graph (e) of this section are required to 
be returned to the payor within a rea-
sonable period of time after the ad-
vance is received. 

(2) Per diem or mileage allowances. The 
Commissioner may, in his discretion, 
prescribe rules in pronouncements of 
general applicability under which a re-
imbursement or other expense allow-
ance arrangement that provides per 
diem allowances providing for ordinary 
and necessary expenses of traveling 
away from home (exclusive of transpor-
tation costs to and from destination) 
or mileage allowances providing for or-
dinary and necessary expenses of local 
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travel and tranportation while trav-
eling away from home will be treated 
as satisfying the requirements of this 
paragraph (f), even though the arrange-
ment does not require the employee to 
return the portion of such an allowance 
that relates to the days or miles of 
travel substantiated and that exceeds 
the amount of the employee’s expenses 
deemed substantiated pursuant to rules 
prescribed under section 274(d), pro-
vided the allowance is paid at a rate for 
each day or mile of travel that is rea-
sonably calculated not to exceed the 
amount of the employee’s expenses or 
anticipated expenses and the employee 
is required to return to the payor with-
in a reasonable period of time any por-
tion of such allowance which relates to 
days or miles of travel not substan-
tiated in accordance with paragraph (e) 
of this section. 

(g) Reasonable period—(1) In general. 
The determination of a reasonable pe-
riod of time will depend on the facts 
and circumstances. 

(2) Safe harbors—(i) Fixed date method. 
An advance made within 30 days of 
when an expense is paid or incurred, an 
expense substantiated to the payor 
within 60 days after it is paid or in-
curred, or an amount returned to the 
payor within 120 days after an expense 
is paid or incurred will be treated as 
having occurred within a reasonable 
period of time. 

(ii) Periodic statement method. If a 
payor provides employees with periodic 
statements (no less frequently than 
quarterly) stating the amount, if any, 
paid under the arrangement in excess 
of the expenses the employee has sub-
stantiated in accordance with para-
graph (e) of this section, and request-
ing the employee to substantiate any 
additional business expenses that have 
not yet been substantiated (whether or 
not such expenses relate to the ex-
penses with respect to which the origi-
nal advance was paid) and/or to return 
any amounts remaining unsubstan-
tiated within 120 days of the state-
ment, an expense substantiated or an 
amount returned within that period 
will be treated as being substantiated 
or returned within a reasonable period 
of time. 

(3) Pattern of overreimbursements. If, 
under a reimbursement or other ex-

pense allowance arrangement, a payor 
has a plan or practice to provide 
amounts to employees in excess of ex-
penses substantiated in accordance 
with paragraph (e) of this section and 
to avoid reporting and withholding on 
such amounts, the payor may not use 
either of the safe harbors provided in 
paragraph (g)(2) of this section for any 
years during which such plan or prac-
tice exists. 

(h) Withholding and payment of em-
ployment taxes—(1) When excluded from 
wages. If an arrangement meets the re-
quirements of paragraphs (d), (e), and 
(f) of this section, the amounts paid 
under the arrangement that are not in 
excess of the expenses substantiated in 
accordance with paragraph (e) of this 
section (i.e., the amounts treated as 
paid under an accountable plan) are 
not wages and are not subject to with-
holding and payment of employment 
taxes. If an arrangement provides ad-
vances, allowances, or reimbursements 
for meal and entertainment expenses 
and a portion of the payment is treated 
as paid under a nonaccountable plan 
under paragraph (d)(2) of this section 
due solely to section 274(n), then not-
withstanding paragraph (h)(2)(ii) of 
this section, these nondeductible 
amounts are neither treated as gross 
income nor subject to withholding and 
payment of employment taxes. 

(2) When included in wages—(i) Ac-
countable plans—(A) General rule. Ex-
cept as provided in paragraph 
(h)(2)(i)(B) of this section, if the ex-
penses covered under an arrangement 
that meets the requirements of para-
graphs (d), (e), and (f) of this section 
are not substantiated to the payor in 
accordance with paragraph (e) of this 
section within a reasonable period of 
time or if any amounts in excess of the 
substantiated expenses are not re-
turned to the payor in accordance with 
paragraph (f) of this section within a 
reasonable period of time, the amount 
which is treated as paid under a non-
accountable plan under paragraph 
(c)(3)(ii) of this section is subject to 
withholding and payment of employ-
ment taxes no later than the first pay-
roll period following the end of the rea-
sonable period. A payor may treat any 
amount not substantiated or returned 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00110 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



99 

Internal Revenue Service, Treasury § 1.62–2 

within the periods specified in para-
graph (g)(2) of this section as not sub-
stantiated or returned within a reason-
able period of time. 

(B) Per diem or mileage allowances—(1) 
In general. If a payor pays a per diem or 
mileage allowance under an arrange-
ment that meets the requirements of 
the paragraphs (d), (e), and (f) of this 
section, the portion, if any, of the al-
lowance paid that relates to days or 
miles of travel substantiated in accord-
ance with paragraph (e) of this section 
and that exceeds the amount of the em-
ployee’s expenses deemed substan-
tiated for such travel pursuant to rules 
prescribed under section 274(d) and 
§ 1.274(d)–1 or § 1.274–5T(j) is treated as 
paid under a nonaccountable plan. See 
paragraph (c)(3)(ii) of this section. Be-
cause the employee is not required to 
return this excess portion, the reason-
able period of time provisions of para-
graph (g) of this section (relating to 
the return of excess amounts) do not 
apply to this excess portion. 

(2) Reimbursements. Except as pro-
vided in paragraph (h)(2)(i)(B)(4) of this 
section, in the case of a per diem or 
mileage allowance paid as a reimburse-
ment at a rate for each day or mile of 
travel that exceeds the amounts of the 
employee’s expenses deemed substan-
tiated for a day or mile of travel, the 
excess portion described in paragraph 
(h)(2)(i) of this section is subject to 
withholding and payment of employ-
ment taxes in the payroll period in 
which the payor reimburses the ex-
penses for the days or miles of travel 
substantiated in accordance with para-
graph (e) of this section. 

(3) Advances. Except as provided in 
paragraph (h)(2)(i)(B)(4) of this section, 
in the case of a per diem or mileage al-
lowance paid as an advance at a rate 
for each day or mile of travel that ex-
ceeds the amount of the employee’s ex-
penses deemed substantiated for a day 
or mile of travel, the excess portion de-
scribed in paragraph (h)(2)(i) of this 
section is subject to withholding and 
payment of employment taxes no later 
than the first payroll period following 
the payroll period in which the ex-
penses with respect to which the ad-
vance was paid (i.e., the days or miles 
of travel) are substantiated in accord-
ance with paragraph (e) of this section. 

The expenses with respect to which the 
advance was paid must be substan-
tiated within a reasonable period of 
time. See paragraph (g) of this section. 

(4) Special rules. The Commissioner 
may, in his discretion, prescribe spe-
cial rules in pronouncements of general 
applicability regarding the timing of 
withholding and payment of employ-
ment taxes on per diem and mileage al-
lowances. 

(ii) Nonaccountable plans. If an ar-
rangement does not satisfy one or more 
of the requirements of paragraphs (d), 
(e), or (f) of this section, all amounts 
paid under the arrangement are wages 
and are subject to withholding and 
payment of employment taxes when 
paid. 

(i) Application. The requirements of 
paragraphs (d) (business connection), 
(e) (substantiation), and (f) (returning 
amounts in excess of expenses) of this 
section will be applied on an employee- 
by-employee basis. Thus, for example, 
the failure by one employee to substan-
tiate expenses under an arrangement in 
accordance with paragraph (e) of this 
section will not cause amounts paid to 
other employees to be treated as paid 
under a nonaccountable plan. 

(j) Examples. The rules contained in 
this section may be illustrated by the 
following examples: 

Example 1 Reimbursement requirement. Em-
ployer S pays its engineers $200 a day. On 
those days that an engineer travels away 
from home on business for Employer S, Em-
ployer S designates $50 of the $200 as paid to 
reimburse the engineer’s travel expenses. Be-
cause Employer S would pay an engineer $200 
a day regardless of whether the engineer was 
traveling away from home, the arrangement 
does not satisfy the reimbursement require-
ment of paragraph (d)(3)(i) of this section. 
Thus, no part of the $50 Employer S des-
ignated as a reimbursement is treated as 
paid under an accountable plan. Rather, all 
payments under the arrangement are treated 
as paid under a nonaccountable plan. Em-
ployer S must report the entire $200 as wages 
or other compensation on the employees’ 
Forms W-2 and must withhold and pay em-
ployment taxes on the entire $200 when paid. 

Example 2 Reimbursement requirement, mul-
tiple arrangements. Airline T pays all its em-
ployees a salary. Airline T also pays an al-
lowance under an arrangement that other-
wise meets the requirements of paragraphs 
(d), (e), and (f) of this section to its pilots 
and flight attendants who travel away from 
their home base airports, whether or not 
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they are ‘‘away from home.’’ Because the al-
lowance is paid only to those employees who 
incur (or are reasonably expected to incur) 
expenses of a type described in paragraph 
(d)(1) or (d)(2) of this section, the arrange-
ment satisfies the reimbursement require-
ment of paragraph (d)(3)(i) of this section. 
Under paragraph (d)(2) of this section, Air-
line T is treated as maintaining two arrange-
ments. The portion of the arrangement pro-
viding the allowances for away from home 
travel is treated as an accountable plan. The 
portion of the arrangement providing the al-
lowances for non-away from home travel is 
treated as a nonaccountable plan. Airline T 
must report the non-away from home allow-
ances as wages or other compensation on the 
employees’ Forms W-2 and must withhold 
and pay employment taxes on these pay-
ments when paid. 

Example 3. Reimbursement requirement. Cor-
poration R pays all its salespersons a salary. 
Corporation R also pays a travel allowance 
under an arrangement that otherwise meets 
the requirements of paragraphs (d), (e), and 
(f) of this section. This allowance is paid to 
all salespersons, including salespersons that 
Corporation R knows, or has reason to know, 
do not travel away from their offices on Cor-
poration R business and would not be reason-
ably expected to incur travel expenses. Be-
cause the allowance is not paid only to those 
employees who incur (or are reasonably ex-
pected to incur) expenses of a type described 
in paragraph (d)(1) or (d)(2) of this section, 
the arrangement does not satisfy the reim-
bursement requirement of paragraph (d)(3)(i) 
of this section. Thus, no part of the allow-
ance Corporation R designated as a reim-
bursement is treated as paid under an ac-
countable plan. Rather, all payments under 
the arrangement are treated as paid under a 
nonaccountable plan. Corporation R must re-
port all payments under the arrangement as 
wages or other compensation on the employ-
ees’ Forms W-2 and must withhold and pay 
employment taxes on the payments when 
paid. 

Example 4 Separate arrangement, miscella-
neous expenses. Under an arrangement that 
meets the requirements of paragraphs (d), 
(e), and (f) of this section, County U reim-
burses its employees for lodging and meal 
expenses incurred when they travel away 
from home on County U business. For its 
own convenience, County U also separately 
pays certain of its employees a $25 monthly 
allowance to cover the cost of small mis-
cellaneous office expenses. County U does 
not require its employees to substantiate 
these miscellaneous expenses and does not 
require them to return the amounts by 
which the monthly allowance exceeds the 
miscellaneous expenses. The monthly allow-
ance arrangement is a nonaccountable plan. 
County U must report the monthly allow-
ances as wages or other compensation on the 

employees’ Forms W-2 and must withhold 
and pay employment taxes on the monthly 
allowances when paid. The nonaccountable 
plan providing the monthly allowances is 
treated as separate from the accountable 
plan providing reimbursements for lodging 
and meal expenses incurred for travel away 
from home on County U business. 

Example 5 Excessive advances. In anticipa-
tion of employee business expenses that Cor-
poration V does not reasonably expect to ex-
ceed $400 in any quarter, Corporation V 
nonetheless advances $1,000 to Employee A 
for such expenses. Whenever Employee A 
substantiates an expense in accordance with 
paragraph (e) of this section, Corporation V 
provides an additional advance in an amount 
equal to the amount substantiated, thereby 
providing a continuing advance of $1,000. Be-
cause the amounts advanced under this ar-
rangement are not reasonably calculated so 
as not to exceed the amount of anticipated 
expenditures and because the advance of 
money is not made on a day within a reason-
able period of the day that the anticipated 
expenditures are paid or incurred, the ar-
rangement is a nonaccountable plan. The ar-
rangement fails to satisfy the requirements 
of paragraphs (d) (business connection) and 
(f) (reasonable calculation of advances) of 
this section. Thus, Corporation V must re-
port the entire amount of each advance as 
wages or other compensation and must with-
hold and pay employment taxes on the entire 
amount of each advance when paid. 

Example 6 Excess mileage advance. Under an 
arrangement that meets the requirements of 
paragraphs (d), (e), and (f) of this section, 
Employer W pays its employees a mileage al-
lowance at a rate of 30 cents per mile (when 
the amount deemed substantiated for each 
mile of travel substantiated is 26 cents per 
mile) to cover automobile business expenses. 
The allowance is paid at a rate for each mile 
of travel that is reasonably calculated not to 
exceed the amount of the employee’s ex-
penses or anticipated expenses. Employer W 
does not require the return of the portion of 
the mileage allowance (4 cents) that exceeds 
the amount deemed substantiated for each 
mile of travel substantiated in accordance 
with paragraph (e) of this section. In June, 
Employer W advances Employee B $150 for 
500 miles to be traveled by Employee B dur-
ing the month. In July, Employee B substan-
tiates 500 miles of business travel. The 
amount deemed substantiated by Employee 
B is $130. However, Employer W does not re-
quire Employee B to return the remaining 
$20 of the advance. No later than the first 
payroll period following the payroll period in 
which the business miles of travel are sub-
stantiated, Employer W must withhold and 
pay employment taxes on $20 (500 miles × 4 
cents per mile). 
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Example 7 Excess per diem reimbursement. 
Under an arrangement that meets the re-
quirements of paragraphs (d), (e), and (f) of 
this section, Employer X pays its employees 
a per diem allowance to cover lodging, meal, 
and incidental expenses incurred for travel 
away from home on Employer X business at 
a rate equal to 120 percent of the amount 
deemed substantiated for each day of travel 
to the localities to which the employees 
travel. Employer X does not require the em-
ployees to return the 20 percent by which the 
reimbursement for those expenses exceeds 
the amount deemed substantiated for each 
day of travel substantiated in accordance 
with paragraph (e) of this section. Employee 
C substantiates six days of business travel 
away from home: Two days in a locality for 
which the amount deemed substantiated is 
$100 a day and four days in a locality for 
which the amount deemed substantiated is 
$125 a day. Employer X reimburses Employee 
C $840 for the six days of travel away from 
home (2×(120%×$100)+4×(120%×$125)), and does 
not require Employee C to return the excess 
portion ($140 excess portion = (2 days×$20 
($120¥$100)+4 days×$25 ($150-$125)). For the 
payroll period in which Employer X reim-
burses the expenses, Employer X must with-
hold and pay employment taxes on $140. 

Example 8. Return Requirement. Employer Y 
provides expense allowances to certain of its 
employees to cover business expenses of a 
type described in paragraph (d)(1) of this sec-
tion under an arrangement that requires the 
employees to substantiate their expenses 
within a reasonable period of time and to re-
turn any excess amounts within a reasonable 
period of time. Each time an employee re-
turns an excess amount to Employer Y, how-
ever, Employer Y pays the employee a 
‘‘bonus’’ equal to the amount returned by 
the employee. The arrangement fails to sat-
isfy the requirements of paragraph (f) (re-
turning amounts in excess of expenses) of 
this section. Thus, Employer Y must report 
the entire amount of the expense allowance 
payments as wages or other compensation 
and must withhold and pay employment 
taxes on the payments when paid. Compare 
example (6) (where the employee is not re-
quired to return the portion of the mileage 
allowance that exceeds the amount deemed 
substantiated for each mile of travel sub-
stantiated). 

Example 9 Timely substantiation. Employer Z 
provides a $500 advance to Employee D for a 
trip away from home on Employer Z busi-
ness. Employee D incurs $500 in business ex-
penses on the trip. Employer Z uses the peri-
odic statement method safe harbor. At the 
end of the quarter during which the trip oc-
curred, Employer Z sends a quarterly state-
ment to Employee D stating that $500 was 
advanced to Employee D during the quarter 
and that no expenses were substantiated and 
no excess amounts returned. The statement 

advises Employee D that Employee D must 
substantiate any additional business ex-
penses within 120 days of the date of the 
statement, and must return any unsubstan-
tiated excess within the 120-day period. Em-
ployee D fails to substantiate any expenses 
or to return the excess within the 120-day pe-
riod. Employer Z treats the $500 as wages and 
withholds and pays employment taxes on the 
$500. After the 120-day period has expired, 
Employee D substantiates the $500 in travel 
expenses in accordance with paragraph (e) of 
this section. Employer Z properly reported 
and withheld and paid employment taxes on 
the $500 and no adjustments may be made. 
Employee D must include the $500 in gross 
income and may deduct the $500 of expenses 
as a miscellaneous itemized deduction sub-
ject to the 2-percent floor provided in section 
67. 

(k) Anti-abuse provision. If a payor’s 
reimbursement or other expense allow-
ance arrangement evidences a pattern 
of abuse of the rules of section 62(c) 
and this section, all payments made 
under the arrangement will be treated 
as made under a nonaccountable plan. 

(l) Cross references. For employment 
tax regulations relating to reimburse-
ment and expense allowance arrange-
ments, see §§ 31.3121 (a)–3, 31.3231(e)–(3), 
31.3306(b)–2, and 31.3401(a)–4, which gen-
erally apply to payments made under 
reimbursement or other expense allow-
ance arrangements received by an em-
ployee on or after July 1, 1990 with re-
spect to expenses paid or incurred on or 
after July 1, 1990. For reporting re-
quirements, see § 1.6041–3(i), which gen-
erally applies to payments made under 
reimbursement or other expense allow-
ance arrangements received by an em-
ployee on or after January 1, 1989 with 
respect to expenses paid or incurred on 
or after January 1, 1989. 

(m) Effective dates. This section gen-
erally applies to payments made under 
reimbursement or other expense allow-
ance arrangements received by an em-
ployee in taxable years of the employee 
beginning on or after January 1, 1989, 
with respect to expenses paid or in-
curred in taxable years beginning on or 
after January 1, 1989. Paragraph (h) of 
this section generally applies to pay-
ments made under reimbursement or 
other expense allowance arrangements 
received by an employee on or after 
July 1, 1990 with respect to expenses 
paid or incurred on or after July 1, 1990. 
Paragraphs (d)(3)(ii) and (h)(2)(i)(B) of 
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this section apply to payments made 
under reimbursement or other expense 
allowance arrangements received by an 
employee on or after January 1, 1991 
with respect to expenses paid or in-
curred on or after January 1, 1991. 
Paragraph (e)(2) of this section applies 
to payments made under reimburse-
ment or other expense allowance ar-
rangements received by an employee 
with respect to expenses paid or in-
curred after December 31, 1997. 

[T.D. 8324, 55 FR 51691, Dec. 17, 1990; 56 FR 
8911, Mar. 4, 1991, as amended by T.D. 8451, 57 
FR 57668, Dec. 7, 1992; T.D. 8666, 61 FR 27005, 
May 30, 1996; T.D. 8784, 63 FR 52600, Oct. 1, 
1998; T.D. 8864, 65 FR 4122, Jan. 26, 2000; T.D. 
9064, 68 FR 39011, July 1, 2003] 

§ 1.63–1 Change of treatment with re-
spect to the zero bracket amount 
and itemized deductions. 

(a) In general. An individual who files 
a return on which the individual 
itemizes deductions in accordance with 
section 63(g) may later make a change 
of treatment by recomputing taxable 
income for the taxable year to which 
that return relates without itemizing 
deductions. Similarly, an individual 
who files a return on which the indi-
vidual computes taxable income with-
out itemizing deductions may later 
make a change of treatment by 
itemizing deductions in accordance 
with section 63(g) in recomputing tax-
able income for the taxable year to 
which that return relates. 

(b) No extension of time for claiming 
credit or refund. A change of treatment 
described in paragraph (a) of this sec-
tion does not extend the period of time 
prescribed in section 6511 within which 
the taxpayer may make a claim for 
credit or refund of tax. 

(c) Special requirements if spouse filed 
separate return—(1) Requirements. If the 
spouse of the taxpayer filed a separate 
return for a taxable year corresponding 
to the taxable year of the taxpayer, the 
taxpayer may not make a change of 
treatment described in paragraph (a) of 
this section for that year unless— 

(i) The spouse makes a change of 
treatment on the separate return con-
sistent with the change of treatment 
sought by the taxpayer; and 

(ii) The taxpayer and the taxpayer’s 
spouse file a consent in writing to the 

assessment of any deficiency of either 
spouse to the extent attributable to 
the change of treatment, even though 
the assessment of the deficiency would 
otherwise be prevented by the oper-
ation of any law or rule of law. The 
consent must be filed with the district 
director for the district in which the 
taxpayer applies for the change of 
treatment, and the period during which 
a deficiency may be assessed shall be 
established by agreement of the 
spouses and the district director. 

(2) Corresponding taxable year. A tax-
able year of one spouse corresponds to 
a taxable year of the other spouse if 
both taxable years end in the same cal-
endar year. If the taxable year of one 
spouse ends with death, however, the 
corresponding taxable year of the sur-
viving spouse is that in which the 
death occurs. 

(d) Inapplicable if tax liability has been 
compromised. The taxpayer may not 
make a change of treatment described 
in paragraph (a) of this section for any 
taxable year if— 

(1) The tax liability of the taxpayer 
for the taxable year has been com-
promised under section 7122; or 

(2) The tax liability of the taxpayer’s 
spouse for a taxable year corresponding 
to the taxable year of the taxpayer has 
been compromised under section 7122. 
See paragraph (c)(2) of this section for 
the determination of a corresponding 
taxable year. 

(e) Effective date. This section applies 
to taxable years beginning after 1976. 

[T.D. 7585, 44 FR 1105, Jan. 4, 1979] 

§ 1.63–2 Cross reference. 
For rules with respect to charitable 

contribution deductions for 
nonitemizing taxpayers, see section 63 
(b)(1)(C) and (i) and section 170(i) of the 
Internal Revenue Code of 1954. 

(Secs. 170(a)(1) and 7805 of the Internal Rev-
enue Code of 1954 (68A Stat. 58, 26 U.S.C. 
170(a)(1); 68A Stat. 917, 26 U.S.C. 7805) 

[T.D. 8002, 49 FR 50666, Dec. 31, 1984] 

§ 1.66–1 Treatment of community in-
come. 

(a) In general. Married individuals 
domiciled in a community property 
state who do not elect to file a joint in-
dividual Federal income tax return 
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under section 6013 generally must re-
port half of the total community in-
come earned by the spouses during the 
taxable year except at times when one 
of the following exceptions applies: 

(1) The spouses live apart and meet 
the qualifications of § 1.66–2. 

(2) The Secretary denies a spouse the 
Federal income tax benefits resulting 
from community property law under 
§ 1.66–3, because that spouse acted as if 
solely entitled to the income and failed 
to notify his or her spouse of the na-
ture and amount of the income prior to 
the due date for the filing of his or her 
spouse’s return. 

(3) A requesting spouse qualifies for 
traditional relief from the Federal in-
come tax liability resulting from the 
operation of community property law 
under § 1.66–4(a). 

(4) A requesting spouse qualifies for 
equitable relief from the Federal in-
come tax liability resulting from the 
operation of community property law 
under § 1.66–4(b). 

(b) Applicability. (1) The rules of this 
section apply only to community in-
come, as defined by state law. The 
rules of this section do not apply to in-
come that is not community income. 
Thus, the rules of this section do not 
apply to income from property that 
was formerly community property, but 
in accordance with state law, has 
ceased to be community property, be-
coming, e.g., separate property or prop-
erty held by joint tenancy or tenancy 
in common. 

(2) When taxpayers report income 
under paragraph (a) of this section, all 
community income for the calendar 
year is treated in accordance with the 
rules provided by section 879(a). Unlike 
the other provisions under section 66, 
section 66(a) does not permit inclusion 
on an item-by-item basis. 

(c) Transferee liability. The provisions 
of section 66 do not negate liability 
that arises under the operation of 
other laws. Therefore, a spouse who is 
not subject to Federal income tax on 
community income may nevertheless 
remain liable for the unpaid tax (in-
cluding additions to tax, penalties, and 
interest) to the extent provided by Fed-
eral or state transferee liability or 
property laws (other than community 
property laws). For the rules regarding 

the liability of transferees, see sections 
6901 through 6904 and the regulations 
thereunder. 

[T.D. 9074, 68 FR 41070, July 10, 2003] 

§ 1.66–2 Treatment of community in-
come where spouses live apart. 

(a) Community income of spouses 
domiciled in a community property 
state will be treated in accordance 
with the rules provided by section 
879(a) if all of the following require-
ments are satisfied— 

(1) The spouses are married to each 
other at any time during the calendar 
year; 

(2) The spouses live apart at all times 
during the calendar year; 

(3) The spouses do not file a joint re-
turn with each other for a taxable year 
beginning or ending in the calendar 
year; 

(4) One or both spouses have earned 
income that is community income for 
the calendar year; and 

(5) No portion of such earned income 
is transferred (directly or indirectly) 
between such spouses before the close 
of the calendar year. 

(b) Living apart. For purposes of this 
section, living apart requires that 
spouses maintain separate residences. 
Spouses who maintain separate resi-
dences due to temporary absences are 
not considered to be living apart. 
Spouses who are not members of the 
same household under § 1.6015–3(b) are 
considered to be living apart for pur-
poses of this section. 

(c) Transferred income. For purposes 
of this section, transferred income does 
not include a de minimis amount of 
earned income that is transferred be-
tween the spouses. In addition, any 
amount of earned income transferred 
for the benefit of the spouses’ child will 
not be treated as an indirect transfer 
to one spouse. Additionally, income 
transferred between spouses is pre-
sumed to be a transfer of earned in-
come. This presumption is rebuttable. 

(d) Examples. The following examples 
illustrate the rules of this section: 

Example 1 Living apart. H and W are mar-
ried, domiciled in State A, a community 
property state, and have lived apart the en-
tire year of 2002. W, who is in the Army, was 
stationed in Korea for the entire calendar 
year. During their separation, W intended to 
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return home to H, and H intended to live 
with W upon W’s return. H and W do not file 
a joint return for taxable year 2002. H and W 
may not report their income under this sec-
tion because a temporary absence due to 
military service is not living apart as con-
templated under this section. 

Example 2 Transfer of earned income—de 
minimis exception. H and W are married, dom-
iciled in State B, a community property 
state, and have lived apart the entire year of 
2002. H and W are estranged and intend to 
live apart indefinitely. H and W do not file a 
joint return for taxable year 2002. H occa-
sionally visits W and their two children, who 
live with W. When H visits, he often buys 
gifts for the children, takes the children out 
to dinner, and occasionally buys groceries or 
gives W money to buy the children new 
clothes for school. Both W and H have earned 
income in the year 2002 that is community 
income under the laws of State B. H and W 
may report their income on separate returns 
under this section. 

Example 3 Transfer of earned income—source 
of transfer. H and W are married, domiciled 
in State C, a community property state, and 
have lived apart the entire year of 2002. H 
and W are estranged and intend to live apart 
indefinitely. H and W do not file a joint re-
turn for taxable year 2002. W provides H 
$1,000 a month from March 2002 through Au-
gust 2002 while H is working part-time and 
seeking full-time employment. W is not le-
gally obligated to make the $1,000 payments. 
W earns $75,000 in 2002 in wage income. W 
also receives $10,000 in capital gains income 
in December 2002. H wants to report his in-
come in accordance with this section, alleg-
ing that the $6,000 that he received from W 
was not from W’s earned income, but from 
the capital gains income W received in 2002. 
The facts and circumstances surrounding the 
periodic payments to H from W do not indi-
cate that W made the payments out of her 
capital gains. H and W may not report their 
income in accordance with this section, as 
the $6,000 W transferred to H is presumed to 
be from W’s earned income, and H has not 
presented any facts to rebut the presump-
tion. 

[T.D. 9074, 68 FR 41070, July 10, 2003] 

§ 1.66–3 Denial of the Federal income 
tax benefits resulting from the op-
eration of community property law 
where spouse not notified. 

(a) In general. The Secretary may 
deny the Federal income tax benefits 
of community property law to any 
spouse with respect to any item of 
community income if that spouse acted 
as if solely entitled to the income and 
failed to notify his or her spouse of the 
nature and amount of the income be-

fore the due date (including extensions) 
for the filing of the return of his or her 
spouse for the taxable year in which 
the item of income was derived. Wheth-
er a spouse has acted as if solely enti-
tled to the item of income is a facts 
and circumstances determination. This 
determination focuses on whether the 
spouse used, or made available, the 
item of income for the benefit of the 
marital community. 

(b) Effect. The item of community in-
come will be included, in its entirety, 
in the gross income of the spouse to 
whom the Secretary denied the Federal 
income tax benefits resulting from 
community property law. The tax li-
ability arising from the inclusion of 
the item of community income must be 
assessed in accordance with section 
6212 against this spouse. 

(c) Examples. The following examples 
illustrate the rules of this section: 

Example 1 Acting as if solely entitled to in-
come. (i) H and W are married and are domi-
ciled in State A, a community property 
state. W’s Form W-2 for taxable year 2000 
showed wage income of $35,000. W also re-
ceived a Form 1099–INT, ‘‘Interest Income,’’ 
showing $1,000 W received in taxable year 
2000. W’s wage income was directly deposited 
into H and W’s joint account, from which H 
and W paid bills and household expenses. W 
did not inform H of her interest income or 
the Form 1099–INT, but W gave H a copy of 
the W-2 when she received it in January 2001. 
W did not use her interest income for bills or 
household expenses. Instead W gave her in-
terest income to her brother, who was unem-
ployed. Neither the separate return filed by 
H nor the separate return filed by W included 
the interest income. In 2002, the IRS audits 
both H and W. The Internal Revenue Service 
(IRS) may raise section 66(b) as to W’s inter-
est income, denying W the Federal income 
tax benefit resulting from community prop-
erty law as to this item of income. 

(ii) H and W are married and are domiciled 
in State B, a community property state. For 
taxable year 2000, H receives $45,000 in wage 
income that H places in a separate account. 
H and W maintain separate residences. H’s 
wage income is community income under the 
laws of State B. That same year, W loses her 
job, and H pays W’s mortgage and household 
expenses for several months while W seeks 
employment. Neither H nor W files a return 
for 2000, the taxable year for which the IRS 
subsequently audits them. The IRS may not 
raise section 66(b) and deny H the Federal in-
come tax benefits resulting from the oper-
ation of community property law as to H’s 
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wage income of $45,000, as H has not treated 
this income as if H were solely entitled to it. 

Example 2 Notification of nature and amount 
of the income. H and W are married and domi-
ciled in State C, a community property 
state. H and W do not file a joint return for 
taxable year 2001. H’s and W’s earned income 
for 2001 is community income under the laws 
of State C. H receives $50,000 in wage income 
in 2001. In January 2002, H receives a Form 
W-2 that erroneously states that H earned 
$45,000 in taxable year 2001. H provides W a 
copy of H’s Form W-2 in February 2002. W 
files for an extension prior to April 15, 2002. 
H receives a corrected Form W-2 reflecting 
wages of $50,000 in May 2002. H provides a 
copy of the corrected Form W-2 to W in May 
2002. W files a separate return in June 2002, 
but reports one half of $45,000 ($22,500) of 
wage income that H earned. H files a sepa-
rate return reporting half of $50,000 ($25,000) 
in wage income. The IRS audits both H and 
W. Even if H had acted as if solely entitled 
to the wage income, the IRS may not raise 
section 66(b) as to this income because H no-
tified W of the nature and amount of the in-
come prior to the due date of W’s return (in-
cluding extensions). 

[T.D. 9074, 68 FR 41070, July 10, 2003] 

§ 1.66–4 Request for relief from the 
Federal income tax liability result-
ing from the operation of commu-
nity property law. 

(a) Traditional relief—(1) In general. A 
requesting spouse will receive relief 
from the Federal income tax liability 
resulting from the operation of com-
munity property law for an item of 
community income if— 

(i) The requesting spouse did not file 
a joint Federal income tax return for 
the taxable year for which he or she 
seeks relief; 

(ii) The requesting spouse did not in-
clude in gross income for the taxable 
year an item of community income 
properly includible therein, which, 
under the rules contained in section 
879(a), would be treated as the income 
of the nonrequesting spouse; 

(iii) The requesting spouse estab-
lishes that he or she did not know of, 
and had no reason to know of, the item 
of community income; and 

(iv) Taking into account all of the 
facts and circumstances, it is inequi-
table to include the item of community 
income in the requesting spouse’s indi-
vidual gross income. 

(2) Knowledge or reason to know. (i) A 
requesting spouse had knowledge or 

reason to know of an item of commu-
nity income if he or she either actually 
knew of the item of community in-
come, or if a reasonable person in simi-
lar circumstances would have known of 
the item of community income. All of 
the facts and circumstances are consid-
ered in determining whether a request-
ing spouse had reason to know of an 
item of community income. The rel-
evant facts and circumstances include, 
but are not limited to, the nature of 
the item of community income, the 
amount of the item of community in-
come relative to other income items, 
the couple’s financial situation, the re-
questing spouse’s educational back-
ground and business experience, and 
whether the item of community in-
come was reflected on prior years’ re-
turns (e.g., investment income omitted 
that was regularly reported on prior 
years’ returns). 

(ii) If the requesting spouse is aware 
of the source of community income or 
the income-producing activity, but is 
unaware of the specific amount of the 
nonrequesting spouse’s community in-
come, the requesting spouse is consid-
ered to have knowledge or reason to 
know of the item of community in-
come. The requesting spouse’s lack of 
knowledge of the specific amount of 
community income does not provide a 
basis for relief under this section. 

(3) Inequitable. All of the facts and 
circumstances are considered in deter-
mining whether it is inequitable to 
hold a requesting spouse liable for a de-
ficiency attributable to an item of 
community income. One relevant fac-
tor for this purpose is whether the re-
questing spouse benefitted, directly or 
indirectly, from the omitted item of 
community income. A benefit includes 
normal support, but does not include de 
minimis amounts. Evidence of direct or 
indirect benefit may consist of trans-
fers of property or rights to property, 
including transfers received several 
years after the filing of the return. 
Thus, for example, if a requesting 
spouse receives from the nonrequesting 
spouse property (including life insur-
ance proceeds) that is traceable to 
items of community income attrib-
utable to the nonrequesting spouse, the 
requesting spouse will have benefitted 
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from those items of community in-
come. Other factors may include, if the 
situation warrants, desertion, divorce 
or separation. Factors relevant to 
whether it would be inequitable to hold 
a requesting spouse liable, more spe-
cifically described under the applicable 
administrative procedure issued under 
section 66(c) (Revenue Procedure 2000– 
15 (2000–1 C.B. 447) (See § 601.601(d)(2) of 
this chapter), or other applicable guid-
ance published by the Secretary), are 
to be considered in making a deter-
mination under this paragraph. 

(b) Equitable relief. Equitable relief 
may be available when the four re-
quirements of paragraph (a)(1) of this 
section are not satisfied, but it would 
be inequitable to hold the requesting 
spouse liable for the unpaid tax or defi-
ciency. Factors relevant to whether it 
would be inequitable to hold a request-
ing spouse liable, more specifically de-
scribed under the applicable adminis-
trative procedure issued under section 
66(c) (Revenue Procedure 2000–15 (2000–1 
C.B. 447), or other applicable guidance 
published by the Secretary), are to be 
considered in making a determination 
under this paragraph. 

(c) Applicability. Traditional relief 
under paragraph (a) of this section ap-
plies only to deficiencies arising out of 
items of omitted income. Equitable re-
lief under paragraph (b) of this section 
applies to any deficiency or any unpaid 
tax (or any portion of either). Equi-
table relief is available only for the 
portion of liabilities that were unpaid 
as of July 22, 1998, and for liabilities 
that arise after July 22, 1998. 

(d) Effect of relief. When the request-
ing spouse qualifies for relief under 
paragraph (a) or (b) of this section, the 
IRS must assess any deficiency of the 
nonrequesting spouse arising from the 
granting of relief to the requesting 
spouse in accordance with section 6212. 

(e) Examples. The following examples 
illustrate the rules of this section: 

Example 1 Item-by-item approach. H and W 
are married, living together, and domiciled 
in State A (a community property state). H 
and W file separate returns for taxable year 
2002 on April 15, 2003. H earns $56,000 in 
wages, and W earns $46,000 in wages, in 2002. 
H reports half of his wage income as shown 
on his Form W-2, in the amount of $28,000, 
and half of W’s wage income as shown on her 
Form W-2, in the amount of $23,000. W re-

ports half of her wage income as shown on 
her W-2, in the amount of $23,000, and half of 
H’s wage income as shown on his Form W-2, 
in the amount of $28,000. Neither H nor W re-
ports W’s income from her sole proprietor-
ship of $34,000 or W’s investment income of 
$5,000 for taxable year 2002. The Internal Rev-
enue Service (IRS) proposes deficiencies with 
respect to H’s and W’s taxable year 2002 re-
turns due to the omission of W’s income 
from her sole proprietorship and invest-
ments. H timely requests relief under section 
66(c). Because the IRS determines that H sat-
isfies the four requirements of the tradi-
tional relief provision of section 66(c) with 
respect to W’s omitted investment income, 
the IRS grants H’s request for relief as to the 
omitted investment income. The IRS deter-
mines that H does not satisfy the four re-
quirements of the traditional relief provision 
of section 66(c) as to W’s sole proprietorship 
income. The IRS further determines that, 
under the equitable relief provision of sec-
tion 66(c), it is not inequitable to hold H lia-
ble for the sole proprietorship income. Relief 
is applicable on an item-by-item basis. Thus, 
H is liable for the tax on half of his wage in-
come in the amount of $28,000, half of W’s 
wage income in the amount of $23,000, half of 
W’s sole proprietorship income in the 
amount of $17,000, but none of W’s invest-
ment income, for which H obtained relief 
under section 66(c). W is liable for the tax on 
half of H’s wage income in the amount of 
$28,000, half of W’s wage income in the 
amount of $23,000, half of W’s sole proprietor-
ship income in the amount of $17,000, and all 
of W’s investment income in the amount of 
$5,000, because H obtained relief under sec-
tion 66(c). 

Example 2 Benefit. H and W are married, liv-
ing together, and domiciled in State B (a 
community property state). Neither H nor W 
files a return for taxable year 2000. H earns 
$60,000 in 2000, which he deposits in a joint 
account. H and W pay the mortgage pay-
ment, household bills, and other family ex-
penses out of the joint account. W earns 
$20,000 in 2000. W uses a portion of the $20,000 
to make monthly loan payments on the fam-
ily cars, but loses the remainder at the local 
racetrack. In 2002, the IRS audits H and W. H 
requests relief under section 66(c), stating 
that he did not know or have reason to know 
of W’s additional income, as H travels exten-
sively while W handles the family finances. 
Regardless of whether H had knowledge or 
reason to know of the source of W’s income, 
H is not eligible for traditional relief under 
section 66(c) because H benefitted from W’s 
income. H’s benefit, the portion of W’s in-
come used to make monthly payments on 
the car loans, was more than a de minimis 
amount. While this benefit was not in excess 
of normal support, it is enough to preclude 
relief under the traditional relief provision 
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of section 66(c). H may still qualify for equi-
table relief under section 66(c), depending on 
all of the facts and circumstances. 

(f) Fraudulent scheme. If the Sec-
retary establishes that a spouse trans-
ferred assets to his or her spouse as 
part of a fraudulent scheme, relief is 
not available under this section. For 
purposes of this section, a fraudulent 
scheme includes a scheme to defraud 
the Secretary or another third party, 
such as a creditor, ex-spouse, or busi-
ness partner. 

(g) Definitions—(1) Requesting spouse. 
A requesting spouse is an individual 
who does not file a joint Federal in-
come tax return with the non-
requesting spouse for the taxable year 
in question, and who requests relief 
from the Federal income tax liability 
resulting from the operation of com-
munity property law under this section 
for the portion of the liability arising 
from his or her share of community in-
come for such taxable year. 

(2) Nonrequesting spouse. A non-
requesting spouse is the individual to 
whom the requesting spouse was mar-
ried and whose income or deduction 
gave rise to the tax liability from 
which the requesting spouse seeks re-
lief in whole or in part. 

(h) Effect of prior closing agreement or 
offer in compromise. A requesting spouse 
is not entitled to relief from the Fed-
eral income tax liability resulting from 
the operation of community property 
law under section 66 for any taxable 
year for which the requesting spouse 
has entered into a closing agreement 
(other than an agreement pursuant to 
section 6224(c) relating to partnership 
items) with the Secretary that disposes 
of the same liability that is the subject 
of the request for relief. In addition, a 
requesting spouse is not entitled to re-
lief from the Federal income tax liabil-
ity resulting from the operation of 
community property law under section 
66 for any taxable year for which the 
requesting spouse has entered into an 
offer in compromise with the Sec-
retary. For rules relating to the effect 
of closing agreements and offers in 
compromise, see sections 7121 and 7122, 
and the regulations thereunder. 

(i) [Reserved] 
(j) Time and manner for requesting re-

lief—(1) Requesting relief. To request re-

lief from the Federal income tax liabil-
ity resulting from the operation of 
community property law under this 
section, a requesting spouse must file, 
within the time period prescribed in 
paragraph (j)(2) of this section, Form 
8857, ‘‘Request for Innocent Spouse Re-
lief’’ (or other specified form), or other 
written request, signed under penalties 
of perjury, stating why relief is appro-
priate. The requesting spouse must in-
clude the nonrequesting spouse’s name 
and taxpayer identification number in 
the written request. The requesting 
spouse must also comply with the Sec-
retary’s reasonable requests for infor-
mation that will assist the Secretary 
in identifying and locating the non-
requesting spouse. 

(2) Time period for filing a request for 
relief—(i) Traditional relief. The earliest 
time for submitting a request for relief 
from the Federal income tax liability 
resulting from the operation of com-
munity property law under paragraph 
(a) of this section, for an amount 
underreported on, or omitted from, the 
requesting spouse’s separate return, is 
the date the requesting spouse receives 
notification of an audit or a letter or 
notice from the IRS stating that there 
may be an outstanding liability with 
regard to that year (as described in 
paragraph (j)(2)(iii) of this section). 
The latest time for requesting relief 
under paragraph (a) of this section is 6 
months before the expiration of the pe-
riod of limitations on assessment, in-
cluding extensions, against the non-
requesting spouse for the taxable year 
that is the subject of the request for re-
lief, unless the examination of the re-
questing spouse’s return commences 
during that 6-month period. If the ex-
amination of the requesting spouse’s 
return commences during that 6-month 
period, the latest time for requesting 
relief under paragraph (a) of this sec-
tion is 30 days after the commence-
ment of the examination. 

(ii) Equitable relief. The earliest time 
for submitting a request for relief from 
the Federal income tax liability result-
ing from the operation of community 
property law under paragraph (b) of 
this section is the date the requesting 
spouse receives notification of an audit 
or a letter or notice from the IRS stat-
ing that there may be an outstanding 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00119 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



108 

26 CFR Ch. I (4–1–15 Edition) § 1.66–5 

liability with regard to that year (as 
described in paragraph (j)(2)(iii) of this 
section). A request for equitable relief 
from the Federal income tax liability 
resulting from the operation of com-
munity property law under paragraph 
(b) of this section for a liability that is 
properly reported but unpaid is prop-
erly submitted with the requesting 
spouse’s individual Federal income tax 
return, or after the requesting spouse’s 
individual Federal income tax return is 
filed. 

(iii) Premature requests for relief. The 
Secretary will not consider a pre-
mature request for relief under this 
section. The notices or letters ref-
erenced in this paragraph (j)(2) do not 
include notices issued pursuant to sec-
tion 6223 relating to TEFRA partner-
ship proceedings. These notices or let-
ters include notices of computational 
adjustment to a partner or partner’s 
spouse (Notice of Income Tax Examina-
tion Changes) that reflect a computa-
tion of the liability attributable to 
partnership items of the partner or the 
partner’s spouse. 

(k) Nonrequesting spouse’s notice and 
opportunity to participate in administra-
tive proceedings—(1) In general. When 
the Secretary receives a request for re-
lief from the Federal income tax liabil-
ity resulting from the operation of 
community property law under this 
section, the Secretary must send a no-
tice to the nonrequesting spouse’s last 
known address that informs the non-
requesting spouse of the requesting 
spouse’s request for relief. The notice 
must provide the nonrequesting spouse 
with an opportunity to submit any in-
formation for consideration in deter-
mining whether to grant the request-
ing spouse relief from the Federal in-
come tax liability resulting from the 
operation of community property law. 
The Secretary will share with each 
spouse the information submitted by 
the other spouse, unless the Secretary 
determines that the sharing of this in-
formation will impair tax administra-
tion. 

(2) Information submitted. The Sec-
retary will consider all of the informa-
tion (as relevant to the particular re-
lief provision) that the nonrequesting 
spouse submits in determining whether 
to grant relief from the Federal income 

tax liability resulting from the oper-
ation of community property law under 
this section. 

[T.D. 9074, 68 FR 41070, July 10, 2003] 

§ 1.66–5 Effective date. 

Sections 1.66–1 through 1.66–4 are ap-
plicable on July 10, 2003. In addition, 
§ 1.66–4 applies to any request for relief 
filed prior to July 10, 2003, for which 
the Internal Revenue Service has not 
issued a preliminary determination as 
of July 10, 2003. 

[T.D. 9074, 68 FR 41070, July 10, 2003] 

§ 1.67–1T 2-percent floor on miscella-
neous itemized deductions (tem-
porary). 

(a) Type of expenses subject to the 
floor—(1) In general. With respect to in-
dividuals, section 67 disallows deduc-
tions for miscellaneous itemized deduc-
tions (as defined in paragraph (b) of 
this section) in computing taxable in-
come (i.e., so-called ‘‘below-the-line’’ 
deductions) to the extent that such 
otherwise allowable deductions do not 
exceed 2 percent of the individual’s ad-
justed gross income (as defined in sec-
tion 62 and the regulations there-
under). Examples of expenses that, if 
otherwise deductible, are subject to the 
2-percent floor include but are not lim-
ited to— 

(i) Unreimbursed employee expenses, 
such as expenses for transportation, 
travel fares and lodging while away 
from home, business meals and enter-
tainment, continuing education 
courses, subscriptions to professional 
journals, union or professional dues, 
professional uniforms, job hunting, and 
the business use of the employee’s 
home. 

(ii) Expenses for the production or 
collection of income for which a deduc-
tion is otherwise allowable under sec-
tion 212 (1) and (2), such as investment 
advisory fees, subscriptions to invest-
ment advisory publications, certain at-
torneys’ fees, and the cost of safe de-
posit boxes, 

(iii) Expenses for the determination 
of any tax for which a deduction is oth-
erwise allowable under section 212(3), 
such as tax counsel fees and appraisal 
fees, and 
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(iv) Expenses for an activity for 
which a deduction is otherwise allow-
able under section 183. 
See section 62 with respect to deduc-
tions that are allowable in computing 
adjusted gross income (i.e., so-called 
‘‘above-the-line’’ deductions). 

(2) Other limitations. Except as other-
wise provided in paragraph (d) of this 
section, to the extent that any limita-
tion or restriction is placed on the 
amount of a miscellaneous itemized de-
duction, that limitation shall apply 
prior to the application of the 2-per-
cent floor. For example, in the case of 
an expense for food or beverages, only 
80 percent of which is allowable as a de-
duction because of the limitations pro-
vided in section 274(n), the otherwise 
deductible 80 percent of the expense is 
treated as a miscellaneous itemized de-
duction and is subject to the 2-percent 
limitation of section 67. 

(b) Definition of miscellaneous itemized 
deductions. For purposes of this section, 
the term ‘‘miscellaneous itemized de-
ductions’’ means the deductions allow-
able from adjusted gross income in de-
termining taxable income, as defined 
in section 63, other than— 

(1) The standard deduction as defined 
in section 63(c), 

(2) Any deduction allowable for im-
pairment-related work expenses as de-
fined in section 67(d), 

(3) The deduction under section 
72(b)(3) (relating to deductions if annu-
ity payments cease before the invest-
ment is recovered), 

(4) The deductions allowable under 
section 151 for personal exemptions, 

(5) The deduction under section 163 
(relating to interest), 

(6) The deduction under section 164 
(relating to taxes), 

(7) The deduction under section 165(a) 
for losses described in subsection (c)(3) 
or (d) of section 165, 

(8) The deduction under section 170 
(relating to charitable contributions 
and gifts), 

(9) The deduction under section 171 
(relating to deductions for amortizable 
bond premiums), 

(10) The deduction under section 213 
(relating to medical and dental ex-
penses), 

(11) The deduction under section 216 
(relating to deductions in connection 

with cooperative housing corpora-
tions), 

(12) The deduction under section 217 
(relating to moving expenses), 

(13) The deduction under section 
691(c) (relating to the deduction for es-
tate taxes in the case of income in re-
spect of the decedent), 

(14) The deduction under 1341 (relat-
ing to the computation of tax if a tax-
payer restores a substantial amount 
held under claim of right), and 

(15) Any deduction allowable in con-
nection with personal property used in 
a short sale. 

(c) Allocation of expenses. If a tax-
payer incurs expenses that relate to 
both a trade or business activity (with-
in the meaning of section 162) and a 
production of income or tax prepara-
tion activity (within the meaning of 
section 212), the taxpayer shall allocate 
such expenses between the activities on 
a reasonable basis. 

(d) Members of Congress—(1) In gen-
eral. With respect to the deduction for 
living expenses of Members of Congress 
referred to in section 162(a), the 2-per-
cent floor described in section 67 and 
paragraph (a) of this section shall be 
applied to the deduction before the ap-
plication of the $3,000 limitation on de-
ductions for living expenses referred to 
in section 162(a). (For purposes of this 
paragraph (d), the term ‘‘Member(s) of 
Congress’’ includes any Delegate or 
Resident Commissioner.) The amount 
of miscellaneous itemized deductions 
of a Member of Congress that is dis-
allowed pursuant to section 67 and 
paragraph (a) of this section shall be 
allocated between deductions for living 
expenses (within the meaning of sec-
tion 162(a)) and other miscellaneous 
itemized deductions. The amount of de-
ductions for living expenses of a Mem-
ber of Congress that is disallowed pur-
suant to section 67 and paragraph (a) of 
this section is determined by multi-
plying the aggregate amount of such 
living expenses (determined without 
regard to the $3,000 limitation of sec-
tion 162(a) but with regard to any other 
limitations) by a fraction, the numer-
ator of which is the aggregate amount 
disallowed pursuant to section 67 and 
paragraph (a) of this section with re-
spect to miscellaneous itemized deduc-
tions of the Member of Congress and 
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the denominator of which is the 
amount of miscellaneous itemized de-
ductions (including deductions for liv-
ing expenses) of the Member of Con-
gress (determined without regard to 
the $3,000 limitation of section 162(a) 
but without regard to any other limita-
tions). The amount of deductions for 
miscellaneous itemized deductions 
(other than deductions for living ex-
penses) of a Member of Congress that 
are disallowed pursuant to section 67 
and paragraph (a) of this section is de-
termined by multiplying the amount of 
miscellaneous itemized deductions 
(other than deductions for living ex-
penses) of the Member of Congress (de-
termined with regard to any limita-
tions) by the fraction described in the 
preceding sentence. 

(2) Example. The provisions of this 
paragraph (d) may be illustrated by the 
following example: 

Example. For 1987 A, a Member of Congress, 
has adjusted gross income of $100,000, and 
miscellaneous itemized deductions of $10,750 
of which $3,750 is for meals, $3,000 is for other 
living expenses, and $4,000 is for other mis-
cellaneous itemized deductions (none of 
which is subject to any percentage limita-
tions other than the 2-percent floor of sec-
tion 67). The amount of A’s business meal ex-
penses that are disallowed under section 
274(n) is $750 ($3,750×20%). The amount of A’s 
miscellaneous itemized deductions that are 
disallowed under section 67 is $2,000 
($100,000×2%). The portion of the amount dis-
allowed under section 67 that is allocated to 
A’s living expenses is $1,200. This portion is 
equal to the amount of A’s deductions for 
living expenses allowable after the applica-
tion of section 274(n) and before the applica-
tion of section 67 ($6,000) multiplied by the 
ratio of A’s total miscellaneous itemized de-
ductions disallowed under section 67 to A’s 
total miscellaneous itemized deductions, de-
termined without regard to the $3,000 limita-
tion of section 162(a) ($2,000/$10,000). Thus, 
after application of section 274(n) and section 
67, A’s deduction for living expenses is $4,800 
($6,750¥$750¥$1,200). However, pursuant to 
section 162(a), A may deduct only $3,000 of 
such expenses. The amount of A’s other mis-
cellaneous itemized deductions that are dis-
allowed under section 67 is $800 ($4,000×$2,000/ 
$10,000). Thus, $3,200 ($4,000¥$800) of A’s mis-
cellaneous itemized deductions (other than 
deductions for living expenses) are allowable 
after application of section 67. A’s total al-
lowable miscellaneous itemized deductions 
are $6,200 ($3,000+$3,200). 

(e) State legislators. See § 1.62–1T(e)(4) 
with respect to rules regarding state 
legislator’s expenses. 

[T.D. 8189, 53 FR 9875, Mar. 28, 1988] 

§ 1.67–2T Treatment of pass-through 
entities (temporary). 

(a) Application of section 67. This sec-
tion provides rules for the application 
of section 67 to partners, shareholders, 
beneficiaries, participants, and others 
with respect to their interests in pass- 
through entities (as defined in para-
graph (g) of this section). In general, an 
affected investor (as defined in para-
graph (h) of this section) in a pass- 
through entity shall separately take 
into account as an item of income and 
as an item of expense an amount equal 
to his or her allocable share of the af-
fected expenses (as defined in para-
graph (i) of this section) of the pass- 
through entity for purposes of deter-
mining his or her taxable income. Ex-
cept as provided in paragraph 
(e)(1)(ii)(B) of this section, the expenses 
so taken into account shall be treated 
as paid or incurred by the affected in-
vestor in the same manner as paid or 
incurred by the pass-through entity. 
For rules regarding the application of 
section 67 to affected investors in— 

(1) Partnerships, S corporations, and 
grantor trusts, see paragraph (b) of this 
section, 

(2) Real estate mortgage investment 
conduits, see paragraph (c) of this sec-
tion, 

(3) Common trust funds, see para-
graph (d) of this section, 

(4) Nonpublicly offered regulated in-
vestment companies, see paragraph (e) 
of this section, and 

(5) Publicly offered regulated invest-
ment companies, see paragraph (p) of 
this section. 

(b) Partnerships, S corporations, and 
grantor trusts—(1) In general. Pursuant 
to section 702(a) and 1366(a) of the Code 
and the regulations thereunder, each 
partner of a partnership or shareholder 
of an S corporation shall take into ac-
count separately his or her distributive 
or pro rata share of any items of deduc-
tion of such partnership or corporation 
that are defined as miscellaneous 
itemized deductions pursuant to sec-
tion 67(b). The 2-percent limitation de-
scribed in section 67 does not apply to 
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the partnership or corporation with re-
spect to such deductions, but such de-
ductions shall be included in the deduc-
tions of the partner or shareholder to 
which that limitation applies. Simi-
larly, the limitation applies to the 
grantor or other person treated as the 
owner of a grantor trust with respect 
to items that are paid or incurred by a 
grantor trust and are treated as mis-
cellaneous itemized deductions of the 
grantor or other person pursuant to 
Subpart E, Part 1, Subchapter J, Chap-
ter 1 of the Code, but not to the trust 
itself. The 2-percent limitation applies 
to amounts otherwise deductible in 
taxable years of partners, shareholders, 
or grantors beginning after December 
31, 1986, regardless of the taxable year 
of the partnership, corporation, or 
trust. 

(2) Example. The provisions of this 
paragraph (b) may be illustrated by the 
following example: 

Example. P, a partnership, incurs $1,000 in 
expenses to which section 212 applies during 
its taxable year. A, an individual, is a part-
ner in P. A’s distributive share of the ex-
penses to which section 212 applies is $20, de-
termined without regard to the 2-percent 
limitation of section 67. Pursuant to section 
702(a), A must take $20 of expenses to which 
section 212 applies into account in deter-
mining his income tax. Pursuant to section 
67, in determining his taxable income A may 
deduct his miscellaneous itemized deduc-
tions (including his $20 distributive share of 
deductions from P) to the extent the total 
amount exceeds 2 percent of his adjusted 
gross income. 

(c) Real estate mortgage investment con-
duit. See § 1.67–3T for rules regarding 
the application of section 67 to holders 
of interests in REMICs. 

(d) Common trust funds—(1) In general. 
For purposes of determining the tax-
able income of an affected investor 
that is a participant in a common trust 
fund— 

(i) The ordinary taxable income and 
ordinary net loss of the common trust 
fund shall be computed under section 
584(d)(2) without taking into account 
any affected expenses, and 

(ii) Each affected investor shall be 
treated as having paid or incurred an 
expense described in section 212 in an 
amount equal to the affected investor’s 
proportionate share of the affected ex-
penses. 

The 2-percent limitation described in 
section 67 applies to amounts otherwise 
deductible in taxable years of partici-
pants beginning after December 31, 
1986, regardless of the taxable year of 
the common trust fund. 

(2) Example. The provisions of this 
paragraph (d) may be illustrated by the 
following example: 

Example. During 1987, the gross income and 
deductions of common trust fund C, a cal-
endar year taxpayer, consist of the following 
items: (i) $50,000 of short-term capital gains; 
(ii) $150,000 of long-term capital gains; (iii) 
$1,000,000 of dividend income; (iv) $10,000 of 
deductions that are not affected expenses; 
and (v) $60,000 of deductions that are affected 
expenses. The proportionate share of Trust T 
in the income and losses of C is one percent. 
In computing its taxable income for 1987, T, 
a calendar year taxpayer, shall take into ac-
count the following items: (A) $500 of short- 
term capital gains (one percent of $50,000, C’s 
short-term capital gains); (B) $1,500 of long- 
term capital gains (one percent of $150,000, 
C’s long-term capital gains); (C) $9,900 of or-
dinary taxable income (one percent of 
$990,000, the excess of $100,000, C’s gross in-
come after excluding capital gains and 
losses, over $10,000, C’s deductions that are 
not affected expenses); (D) $600 of expenses 
described in section 212 (one percent of 
$60,000, C’s affected expenses). 

(e) Nonpublicly offered regulated invest-
ment companies—(1) In general. For pur-
poses of determining the taxable in-
come of an affected investor that is a 
shareholder of a nonpublicly offered 
regulated investment company (as de-
fined in paragraph (g)(3) of this sec-
tion) during a calendar year— 

(i) The current earnings and profits 
of the nonpublicly offered regulated in-
vestment company shall be computed 
without taking into account any af-
fected RIC expenses that are allocated 
among affected investors, and 

(ii) The affected investor shall be 
treated— 

(A) As having received or accrued a 
dividend in an amount equal to the af-
fected investor’s allocable share of the 
affected RIC expenses of the nonpub-
licly offered regulated investment com-
pany for the calendar year, and 

(B) As having paid or incurred an ex-
pense described in section 212 (or sec-
tion 162 in the case of an affected inves-
tor that is a nonpublicly offered regu-
lated investment company) in an 
amount equal to the affected investor’s 
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allocable share of the affected RIC ex-
penses of the nonpublicly offered regu-
lated investment company for the cal-
endar year 
in the affected investor’s taxable year 
with which (or within which) the cal-
endar year with respect to which the 
expenses are allocated ends. An af-
fected investor’s allocable share of the 
affected RIC expenses is the amount al-
located to that affected investor pursu-
ant to paragraph (k) of this section. 

(2) Shareholders that are not affected 
investors. A shareholder of a nonpub-
licly offered regulated investment com-
pany that is not an affected investor 
shall not take into account in com-
puting its taxable income any amount 
of income or expense with respect to 
its allocable share of affected RIC ex-
penses. 

(3) Example. The provisions of this 
paragraph (e) may be illustrated by the 
following example: 

Example. During calendar year 1987, non-
publicly offered regulated investment com-
pany M distributes to individual shareholder 
A, a calendar year taxpayer, capital gain 
dividends of $1,000 and other dividends of 
$5,000. A’s allocable share of the affected RIC 
expenses of M is $200. In computing A’s tax-
able income for 1987, A shall take into ac-
count the following items: (i) $1,000 of long- 
term capital gains (the capital gain divi-
dends received by A); (ii) $5,200 of dividend 
income (the sum of the other dividends re-
ceived by A and A’s allocable share of the af-
fected RIC expenses of M); and (iii) $200 of ex-
penses described in section 212 (A’s allocable 
share of the affected RIC expenses of M). A is 
allowed a deduction for miscellaneous 
itemized deductions (including A’s $200 allo-
cable share of the affected RIC expenses of 
M, which is treated as an expense described 
in section 212) for 1987 only to the extent the 
aggregate of such deductions exceeds 2 per-
cent of A’s adjusted gross income for 1987. 

(f) Cross-reference. See § 1.67–1T with 
respect to limitations on deductions 
for expenses described in section 212 
(including amounts treated as such ex-
penses under this section). 

(g) Pass-through entity—(1) In general. 
Except as provided in paragraph (g)(2) 
of this section, for purposes of section 
67(c) and this section, a pass-through 
entity is— 

(i) A trust (or any portion thereof) to 
which Subpart E, Part 1, Subchapter J, 
Chapter 1 of the Code applies, 

(ii) A partnership, 

(iii) An S corporation, 
(iv) A common trust fund described 

in section 584, 
(v) A nonpublicly offered regulated 

investment company, 
(vi) A real estate mortgage invest-

ment conduit, and 
(vii) Any other person— 
(A) Which is not subject to the in-

come tax imposed by Subtitle A, Chap-
ter 1, or which is allowed a deduction 
in computing such tax for distributions 
to owners or beneficiaries, and 

(B) The character of the income of 
which may affect the character of the 
income recognized with respect to that 
person by its owners or beneficiaries. 
Entities that do not meet the require-
ments of paragraph (g)(1)(vii) (A) and 
(B) of this section, such as qualified 
pension plans, individual retirement 
accounts, and insurance companies 
holding assets in separate asset ac-
counts to fund variable contracts de-
fined in section 817(d), are not de-
scribed in this paragraph (g)(1). 

(2) Exception. For purposes of section 
67(c) and this section, a pass-through 
entity does not include: 

(i) An estate; 
(ii) A trust (or any portion thereof) 

not described in paragraph (g)(1)(i) of 
this section, 

(iii) A cooperative described in sec-
tion 1381(a)(2), determined without re-
gard to subparagraphs (A) and (C) 
thereof, or 

(iv) A real estate investment trust. 
(3) Nonpublicly offered regulated invest-

ment company—(i) In general. For pur-
poses of this section, the term ‘‘non-
publicly offered regulated investment 
company’’ means a regulated invest-
ment company to which Part I of Sub-
chapter M of the Code applies that is 
not a publicly offered regulated invest-
ment company. 

(ii) Publicly offered regulated invest-
ment company. For purposes of this sec-
tion, the term ‘‘publicly offered regu-
lated investment company’’ means a 
regulated investment company to 
which Part I of Subchapter M of the 
Code applies the shares of which are— 

(A) Continuously offered pursuant to 
a public offering (within the meaning 
of section 4 of the Securities Act of 
1933, as amended (15 U.S.C. 77a to 
77aa)), 
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(B) Regularly traded on an estab-
lished securities market, or 

(C) Held by or for no fewer than 500 
persons at all times during the taxable 
year. 

(h) Affected investor—(1) In general. 
For purposes of this section, the term 
‘‘affected investor’’ means a partner, 
shareholder, beneficiary, participant, 
or other interest holder in a pass- 
through entity at any time during the 
pass-through entity’s taxable year that 
is— 

(i) An individual (other than a non-
resident alien whose income with re-
spect to his or her interest in the pass- 
through entity is not effectively con-
nected with the conduct of a trade or 
business within the United States), 

(ii) A person, including a trust or es-
tate, that computes its taxable income 
in the same manner as in the case of an 
individual; or 

(iii) A pass-through entity if one or 
more of its partners, shareholders, 
beneficiaries, participants, or other in-
terest holders is (A) a pass-through en-
tity or (B) a person described in para-
graph (h)(1) (i) or (ii) of this section. 

(2) Examples. The provisions of this 
paragraph (h) may be illustrated by the 
following examples: 

Example 1. Corporation X holds shares of 
nonpublicly offered regulated investment 
company R in its capacity as a nominee or 
custodian for individual A, the beneficial 
owner of the shares. Because the owner of 
the shares for Federal income tax purposes is 
an individual, the shares are owned by an af-
fected investor. 

Example 2. Individual retirement account I 
owns shares of a nonpublicly offered regu-
lated investment company. Because an indi-
vidual retirement account is not a person de-
scribed in paragraph (h)(1) of this section, 
the shares are not owned by an affected in-
vestor. 

(i) Affected expenses—(1) In general. In 
general, for purposes of this section, 
the term ‘‘affected expenses’’ means 
expenses that, if paid or incurred by an 
individual, would be deductible, if at 
all, as miscellaneous itemized deduc-
tions as defined in section 67(b). 

(2) Special rule for nonpublicly offered 
regulated investment companies. In the 
case of a nonpublicly offered regulated 
investment company, the term ‘‘af-
fected expenses’’ means only affected 
RIC expenses. 

(j) Affected RIC expenses—(1) In gen-
eral. In general, for purposes of this 
section the term ‘‘affected RIC ex-
penses’’ means the excess of— 

(i) The aggregate amount of the ex-
penses (other than expenses described 
in sections 62(a)(3) and 67(b) and § 1.67– 
1T(b)) paid or incurred in the calendar 
year that are allowable as a deduction 
in determining the investment com-
pany taxable income (without regard 
to section 852(b)(2)(D)) of the nonpub-
licly offered regulated investment com-
pany for a taxable year that begins or 
ends with or within the calendar year, 
over 

(ii) The amount of expenses taken 
into account under paragraph (j)(1)(i) 
of this section that are allocable to the 
following items (whether paid sepa-
rately or included as part of a fee paid 
to an investment advisor or other per-
son for a variety of services): 

(A) Registration fees; 
(B) Directors’ or trustees’ fees; 
(C) Periodic meetings of directors, 

trustees, or shareholders; 
(D) Transfer agent fees; 
(E) Legal and accounting fees (other 

than fees for income tax return prepa-
ration or income tax advice); and 

(F) Shareholder communications re-
quired by law (e.g. the preparation and 
mailing of prospectuses and proxy 
statements). 
Expenses described in paragraph 
(j)(1)(ii) (A) through (F) of this section 
do not include, for example, expenses 
allocable to investment advice, mar-
keting activities, shareholder commu-
nications and other services not spe-
cifically described in paragraph 
(j)(1)(ii) (A) through (F) of this section, 
and custodian fees. 

(2) Safe harbor. If a nonpublicly of-
fered regulated investment company 
makes an election under this para-
graph (j)(2), the affected RIC expenses 
for a calendar year shall be treated as 
equal to 40 percent of the amount de-
termined under paragraph (j)(1)(i) of 
this section for that calendar year. The 
nonpublicly offered regulated invest-
ment company shall make the election 
by attaching to its income tax return 
for the taxable year that includes the 
last day of the first calendar year for 
which the nonpublicly offered regu-
lated investment company makes the 
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election a statement that it is making 
an election under paragraph (j)(2) of 
this section. An election made pursu-
ant to this paragraph (j)(2) shall re-
main in effect for all subsequent cal-
endar years unless revoked with the 
consent of the Commissioner. 

(3) Reduction for unused RIC expenses. 
The amount determined under para-
graph (j)(1)(i) of this section shall be 
reduced by the nonpublicly offered reg-
ulated investment company’s net oper-
ating loss, if any, for the taxable year 
ending with or within the calendar 
year. In computing the nonpublicly of-
fered regulated investment company’s 
net operating loss for purposes of this 
section, the deduction for dividends 
paid shall not be allowed and any net 
capital gain for the taxable year shall 
be excluded. 

(4) Exception. The affected RIC ex-
penses of a nonpublicly offered regu-
lated investment company will be 
treated as zero if the amount of its 
gross income for the calendar year (de-
termined without regard to capital 
gain net income) is not greater than 1 
percent of the sum of (i) such gross in-
come and (ii) the amount of its interest 
income for the calendar year that is 
not includible in gross income pursu-
ant to section 103. 

(k) Allocation of expenses among non-
publicly offered regulated investment com-
pany shareholders—(1) General rule. A 
nonpublicly offered regulated invest-
ment company shall allocate to each of 
its affected investors that is a share-
holder at any time during the calendar 
year, the affected investor’s allocable 
share of the affected RIC expenses of 
the nonpublicly offered regulated in-
vestment company for that calendar 
year. (See paragraph (m) of this section 
for rules regarding estimates with re-
spect to the amount of an affected in-
vestor’s share of affected RIC expenses 
upon which certain persons can rely for 
certain purposes.) A nonpublicly of-
fered regulated investment company 
may use any reasonable method to 
make the allocation. A method of allo-
cation shall not be reasonable if— 

(i) The method can be expected to 
have the effect, if applied to all af-
fected RIC expenses and all share-
holders (whether or not affected inves-
tors), of allocating to the shareholders 

an amount of affected RIC expenses 
that is less than the affected RIC ex-
penses of the nonpublicly offered regu-
lated investment company for the cal-
endar year, 

(ii) The method can be expected to 
have the effect of allocating a dis-
proportionately high share of the af-
fected RIC expenses of the nonpublicly 
offered regulated investment company 
to shareholders that are not affected 
investors or affected investors, the 
amount of whose miscellaneous 
itemized deductions (including their al-
locable share of affected RIC expenses) 
exceeds the 2-percent floor described in 
section 67, or 

(iii) A principal purpose of the meth-
od of allocation is to avoid allocating 
affected RIC expenses to persons de-
scribed in paragraph (h)(1) (i) or (ii) of 
this section whose miscellaneous 
itemized deductions (inclusive of their 
allocable share of affected RIC ex-
penses) may not exceed the 2-percent 
floor described in section 67. 

(2) Reasonable allocation method de-
scribed—(i) In general. The allocation 
method described in this paragraph 
(k)(2) shall be treated as a reasonable 
allocation method. Under the method 
described in this paragraph, an affected 
investor’s allocable share of the af-
fected RIC expenses of a nonpublicly 
offered regulated investment company 
is the amount that bears the same 
ratio to the amount of affected RIC ex-
penses of the nonpublicly offered regu-
lated investment company for the cal-
endar year as— 

(A) The amount of dividends paid to 
the affected investor during the cal-
endar year, bears to 

(B) The sum of— 
(1) The aggregate amount of divi-

dends paid by the nonpublicly offered 
regulated investment company during 
the calendar year to all shareholders, 
and 

(2) Any amount on which tax is im-
posed under section 852(b)(1) for any 
taxable year of the nonpublicly offered 
regulated investment company ending 
within or with the calendar year. 

(ii) Exception. Paragraph (k)(2)(i) of 
this section does not apply if the 
amount of the deduction for dividends 
paid during the calendar year is zero. 
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(iii) Dividends paid. For purposes of 
this paragraph (k)(2)— 

(A) Dividends that are treated as paid 
during a calendar year pursuant to sec-
tion 852(b)(7) are treated as paid during 
that calendar year and not during the 
succeeding calendar year. 

(B) The term ‘‘dividends paid’’ does 
not include capital gain dividends (as 
defined in section 852(b)(3)(C)), exempt- 
interest dividends (as defined in sec-
tion 852(b)(5)(A)), or any amount to 
which section 302(a) applies. 

(C) The dividends paid during a cal-
endar year is determined without re-
gard to section 855(a). 

(3) Reasonable allocation made by Dis-
trict Director. If a nonpublicly offered 
regulated investment company does 
not make a reasonable allocation of af-
fected RIC expenses to its affected in-
vestors as required by paragraph (k)(1) 
of this section, a reasonable allocation 
shall be made by the District Director 
of the internal revenue district in 
which the principal place of business or 
principal office or agency of the non-
publicly offered regulated investment 
company is located. 

(4) Examples. The provisions of this 
paragraph (k) may be illustrated by the 
following examples: 

Example 1. Nonpublicly offered regulated 
investment company M, in calculating its in-
vestment company taxable income, claims a 
dividends paid deduction for a portion of re-
demption distributions (to which section 
302(a) applies) to shareholders, as well as for 
nonredemption distributions. M allocates af-
fected expenses among shareholders who 
have received nonredemption distributions 
by multiplying the amount of nonredemp-
tion distributions distributed to each share-
holder by a fraction, the numerator of which 
is the affected RIC expenses of M and the de-
nominator of which is M’s investment com-
pany taxable income, determined on a cal-
endar year basis and without regard to de-
ductions described in section 852(b)(2)(D). No 
affected RIC expenses are allocated with re-
spect to the redemption distributions. This 
allocation method can be expected to have 
the effect of allocating among the share-
holders an amount of expenses that is less 
than the total amount of affected RIC ex-
penses of M. Accordingly, the allocation 
method is not reasonable. 

Example 2. Nonpublicly offered regulated 
investment company N has two classes of 
stock, a ‘‘capital’’ class and an ‘‘income’’ 
class. Owners of the capital class receive the 
benefit of all capital appreciation on the 

stocks owned by N, and bear the burden of 
certain capital expenditures of N; owners of 
the income class receive the benefit of all 
other income of N, and bear the burden of all 
expenses of N that are deductible under sec-
tion 162. M allocates all affected RIC ex-
penses among shareholders of the income 
class shares under a method that would be 
reasonable if the income class were the only 
class of N stock. Corporations and other 
shareholders that are not affected investors 
own a higher proportion of income class 
shares than of capital class shares. The af-
fected RIC expenses of N are properly allo-
cated among the shareholders who bear the 
burden of those expenses. Accordingly, the 
allocation method does not have the effect of 
allocating a disproportionately high share of 
the affected RIC expenses of N to share-
holders that are not affected investors mere-
ly because a disproportionate share of in-
come class shares are owned by shareholders 
that are not affected investors. The alloca-
tion method is reasonable. 

Example 3. Nonpublicly offered regulated 
investment company O has two classes of 
stock, Class A and Class B. Shares of Class A, 
which may be purchased without payment of 
a sales or brokerage commission, are 
charged with the expenses of a Rule 12b–1 
distribution plan of O. Shares of Class B, 
which may be purchased only upon payment 
of a sales or brokerage commission, are not 
charged with the expenses of the Rule 12b–1 
distribution plan of O. O allocates all af-
fected RIC expenses among shareholders of 
Class A and Class B shares under a method 
that would be reasonable if Class A or Class 
B shares, respectively, were the only class of 
O stock. The affected RIC expenses attrib-
utable to the Rule 12b–1 plan are allocated to 
the shareholders of Class A shares. Share-
holders that are not affected investors own a 
higher proportion of Class A shares than of 
Class B shares. The affected RIC expenses of 
O are properly allocated among the share-
holders who bear the burden of those ex-
penses. Accordingly, the allocation method 
does not have the effect of allocating a dis-
proportionately high share of the affected 
RIC expenses of O to shareholders that are 
not affected investors merely because a dis-
proportionately high share of Class A shares 
are owned by persons that are not affected 
investors. The allocation method is reason-
able. 

Example 4. Assume the facts are the same 
as in example (3) except that a portion of the 
affected RIC expenses attributable to the 
Rule 12b–1 plan are allocated to the share-
holders of Class B shares, and shareholders 
that are not affected investors own a higher 
proportion of Class B shares than of Class A 
shares. Thus, the affected RIC expenses are 
not allocated among the class of share-
holders that bear the burden of the expenses. 
Accordingly, the allocation method has the 
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effect of allocating a disproportionate share 
of the affected RIC expenses of O to the 
shareholders of Class B shares. Because 
shareholders that are not affected investors 
own a higher proportion of Class B shares 
than Class A shares, the method can be ex-
pected to allocate a disproportionately high 
share of the affected RIC expenses of O to 
shareholders that are not affected investors. 
Accordingly, the allocation method is not 
reasonable. 

(l) Affected RIC expenses not subject to 
backup withholding. The amount of div-
idend income that an affected investor 
in a nonpublicly offered regulated in-
vestment company is treated as having 
received or accrued under paragraph 
(e)(1)(ii) of this section is not subject 
to backup withholding under section 
3406. 

(m) Reliance by nominees and pass- 
through investors on notices—(1) General 
rule. Persons described in paragraph 
(m)(3) of this section may, for the pur-
poses described in that paragraph 
(m)(3), treat an affected investor’s allo-
cable share of the affected RIC ex-
penses of a nonpublicly offered regu-
lated investment company as being 
equal to an amount determined by the 
nonpublicly offered regulated invest-
ment company on the basis of a reason-
able estimate (e.g., of allocable ex-
penses as a percentage of dividend dis-
tributions or allocable expenses per 
share) that is (i) reported in writing by 
the nonpublicly offered regulated in-
vestment company to the person or (ii) 
reported in a newspaper or financial 
publication having a nationwide cir-
culation (e.g., the Wall Street Journal or 
Standard and Poor’s Weekly Dividend 
Record). 

(2) Estimates must be reasonable. In 
general, for purposes of paragraph 
(m)(1) of this section, estimates of af-
fected RIC expenses of a nonpublicly 
offered regulated investment company 
will be treated as reasonable only if the 
nonpublicly offered regulated invest-
ment company makes a reasonable ef-
fort to offset material understatements 
(or overstatements) of affected RIC ex-
penses for a period by increasing (or de-
creasing) estimates of affected RIC ex-
penses for a subsequent period. Under-
statements or overstatements of af-
fected RIC expenses that are not mate-
rial may be corrected by making off-
setting adjustments in future periods, 

provided that understatements and 
overstatements are treated consist-
ently. 

(3) Application. Paragraph (m)(1) of 
this section shall apply to the fol-
lowing persons for the following pur-
poses: 

(i) A nominee who, pursuant to sec-
tion 6042(a)(1)(B) and paragraph (n)(2) 
of this section, is required to report 
dividends paid by a nonpublicly offered 
regulated investment company to the 
Internal Revenue Service and to the 
person to whom the payment is made, 
for purposes of reporting to the Inter-
nal Revenue Service and the person to 
whom the payment is made the amount 
of affected RIC expenses allocated to 
such person. 

(ii) An affected investor to whom a 
nominee (to which paragraph (m)(3)(i) 
of this section applies) reports, for pur-
poses of calculating the affected inves-
tor’s taxable income and the amount of 
its affected expenses. 

(iii) A shareholder that is a pass- 
through entity, for purposes of calcu-
lating its taxable income and the 
amount of its affected expenses. 

(n) Return of information and reporting 
to affected investors by a nonpublicly of-
fered regulated investment company—(1) 
In general—(i) Return of information. A 
nonpublicly offered regulated invest-
ment company shall make an informa-
tion return (e.g., Form 1099–DIV, Divi-
dends and Distributions, for 1987) with 
respect to each affected investor to 
which an allocation of affected RIC ex-
penses is required to be made pursuant 
to paragraph (k) of this section and for 
which the nonpublicly offered regu-
lated investment company is required 
to make an information return to the 
Internal Revenue Service pursuant to 
section 6042 (or would be required to 
make such information return but for 
the $10 threshold described in section 
6042 (a)(1) (A) and (B). The nonpublicly 
offered regulated investment company 
shall make the information return for 
each calendar year and shall state sep-
arately on such return— 

(A) The amount of affected RIC ex-
penses required to be allocated to the 
affected investor for the calendar year 
pursuant to paragraph (k) of this sec-
tion, 

(B) The sum of— 
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(1) The aggregate amount of the divi-
dends paid to the affected investor dur-
ing the calendar year, and 

(2) The amount of the affected RIC 
expenses required to be allocated to the 
affected investor for the calendar year 
pursuant to paragraph (k) of this sec-
tion, and 

(C) Such other information as may be 
specified by the form or its instruc-
tions. 

(ii) Statement to be furnished to af-
fected investors. A nonpublicly offered 
regulated investment company shall 
provide to each affected investor for 
each calendar year (whether or not the 
nonpublicly offered regulated invest-
ment company is required to make an 
information return with respect to the 
affected investor pursuant to section 
6042), a written statement showing the 
following information: 

(A) The information described in 
paragraph (n)(1)(i) of this section with 
respect to the affected investor; 

(B) The name and address of the non-
publicly offered regulated investment 
company; 

(C) The name and address of the af-
fected investor; and 

(D) If the nonpublicly offered regu-
lated investment company is required 
to report the amount of the affected in-
vestor’s allocation of affected RIC ex-
pense to the Internal Revenue Service 
pursuant to paragraph (n)(1)(i) of this 
section a statement to that effect. 

(iii) Affected investor’s shares held by a 
nominee. If an affected investor’s shares 
in a nonpublicly offered regulated in-
vestment company are held in the 
name of a nominee, the nonpublicly of-
fered regulated investment company 
may make the information return de-
scribed in paragraph (n)(1)(i) of this 
section with respect to the nominee in 
lieu of the affected investor and may 
provide the written statement de-
scribed in paragraph (n)(1)(ii) of this 
section to such nominee in lieu of the 
affected investor. 

(2) By a nominee—(i) In general. Ex-
cept as otherwise provided for in para-
graph (n)(2)(iii) of this section, in any 
case in which a nonpublicly offered 
regulated investment company pro-
vides, pursuant to paragraph (n)(1)(iii) 
of this section, a written statement to 

the nominee of an affected investor for 
a calendar year, the nominee shall— 

(A) If the nominee is required to 
make an information return pursuant 
to section 6042 (or would be required to 
make an information return but for the 
$10 threshold described in section 
6042(a)(1) (A) and (B), make an informa-
tion return (e.g., Form 1099–DIV, Divi-
dends and Distributions, for 1987) for 
the calendar year with respect to each 
affected investor and state separately 
on such information return the infor-
mation described in paragraph (n)(1)(i) 
of this section, and 

(B) Furnish each affected investor 
with a written statement for the cal-
endar year showing the information re-
quired by paragraph (n)(2)(ii) of this 
section (whether or not the nominee is 
required to make an information re-
turn with respect to the affected inves-
tor pursuant to section 6042). 

(ii) Form of statement. The written 
statement required to be furnished for 
a calendar year pursuant to paragraph 
(n)(2)(i)(B) of this section shall show 
the following information: 

(A) The affected investor’s propor-
tionate share of the items described in 
paragraph (n)(1)(i) of this section for 
the calendar year, 

(B) The name and address of the 
nominee, 

(C) The name and address of the af-
fected investor, and 

(D) If the nominee is required to re-
port the affected investor’s share of the 
allocable investment expenses to the 
Internal Revenue Service pursuant to 
paragraph (n)(2)(i)(A) of this section, a 
statement to that effect. 

(iii) Return not required. A nominee is 
not required to make an information 
return with respect to an affected in-
vestor pursuant to paragraph 
(n)(2)(i)(A) of this section if the nomi-
nee is excluded from the requirements 
of section 6042 pursuant to § 1.6042– 
2(a)(1) (ii) or (iii). 

(iv) Statement not required. A nominee 
is not required to furnish a written 
statement to an affected investor pur-
suant to paragraph (n)(2)(i)(B) of this 
section if the nonpublicly offered regu-
lated investment company furnishes 
the written statement to the affected 
investor pursuant to an agreement 
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with the nominee described in § 1.6042– 
2(a)(1)(iii). 

(v) Special rule. Paragraph (n)(1) (i) 
and (ii) of this section applies to a non-
publicly offered regulated investment 
company that agrees with the nominee 
to satisfy the requirements of section 
6042 as described in § 1.6042–2(a)(1)(iii) 
with respect to the affected investor. 

(3) Time and place for furnishing re-
turns. The returns required by para-
graph (n)(1)(i) and (2)(i)(A) of this sec-
tion for any calendar year shall be filed 
at the time and place that a return re-
quired under section 6042 is required to 
be filed. See § 1.6042–2(c) . 

(4) Time for furnishing statements. The 
statements required by paragraph 
(n)(1)(ii) and (2)(i)(B) of this section to 
be furnished by a nonpublicly offered 
regulated investment company and a 
nominee, respectively, to an affected 
investor for a calendar year shall be 
furnished to such affected investor on 
or before January 31 of the following 
year. 

(5) Duplicative returns and statements 
not required—(i) Information return. The 
requirements of paragraph (n)(1)(i) and 
(2)(i)(A) of this section for the making 
of an information return shall be met 
by the timely filing of an information 
return pursuant to section 6042 that 
contains the information required by 
paragraph (n)(1)(i). 

(ii) Written statement. The require-
ments of paragraph (n)(1)(ii) and 
(2)(i)(B) of this section for the fur-
nishing of a written statement (includ-
ing the statement required by para-
graph (n)(1)(ii)(D) and (2)(ii)(D) of this 
section) shall be met by furnishing the 
affected investor a copy of the informa-
tion return to which section 6042 ap-
plies (whether or not the nonpublicly 
offered regulated investment company 
or nominee is required to file an infor-
mation return with respect to the af-
fected investor pursuant to section 
6042) that contains the information re-
quired by paragraph (n)(1)(ii) or (2)(ii), 
whichever is applicable, of this section. 
Nonpublicly offered regulated invest-
ment companies and nominees may use 
a substitute form that contains provi-
sions substantially similar to those of 
the prescribed form if the nonpublicly 
offered regulated investment company 
or nominee complies with all revenue 

procedures relating to substitute forms 
in effect at the time. The statement 
shall be furnished either in person or in 
a statement mailed by first-class mail 
that includes adequate notice that the 
statement is enclosed. A statement 
shall be considered to be furnished to 
an affected investor within the mean-
ing of this section if it is mailed to 
such affected investor at its last known 
address. 

(o) Return of information by a common 
trust fund. With respect to each af-
fected investor to which paragraph (d) 
of this section applies, the common 
trust fund shall state on the return it 
is required to make pursuant to section 
6032 for its taxable year, the following 
information: 

(1) The amount of the affected inves-
tor’s proportionate share of the af-
fected expenses for the taxable year as 
described in paragraph (d)(1)(ii) of this 
section. 

(2) The amount of the affected inves-
tor’s proportionate share of ordinary 
taxable income or ordinary net loss for 
the taxable year determined pursuant 
to paragraph (d)(1)(i) of this section, 
and 

(3) Such other information as may be 
specified by the form or its instruc-
tions. 

(p) Publicly offered regulated invest-
ment companies. [Reserved] 

[T.D. 8189, 53 FR 9876, Mar. 28, 1988; 53 FR 
13464, Apr. 25, 1988] 

§ 1.67–3 Allocation of expenses by real 
estate mortgage investment con-
duits. 

(a) Allocation of allocable investment 
expenses. [Reserved] 

(b) Treatment of allocable investment 
expenses. [Reserved] 

(c) Computation of proportionate share. 
[Reserved] 

(d) Example. [Reserved] 
(e) Allocable investment expenses not 

subject to backup withholding. [Re-
served] 

(f) Notice to pass-through interest hold-
ers—(1) Information required. A REMIC 
must provide to each pass-through in-
terest holder to which an allocation of 
allocable investment expense is re-
quired to be made under § 1.67–3T(a)(1) 
notice of the following— 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00130 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



119 

Internal Revenue Service, Treasury § 1.67–3 

(i) If, pursuant to paragraph (f)(2)(i) 
or (ii) of this section, notice is provided 
for a calendar quarter, the aggregate 
amount of expenses paid or accrued 
during the calendar quarter for which 
the REMIC is allowed a deduction 
under section 212; 

(ii) If, pursuant to paragraph (f)(2)(ii) 
of this section, notice is provided to a 
regular interest holder for a calendar 
year, the aggregate amount of expenses 
paid or accrued during each calendar 
quarter that the regular interest hold-
er held the regular interest in the cal-
endar year and for which the REMIC is 
allowed a deduction under section 212; 
and 

(iii) The proportionate share of these 
expenses allocated to that pass- 
through interest holder, as determined 
under § 1.67–3T(c). 

(2) Statement to be furnished—(i) To re-
sidual interest holder. For each calendar 
quarter, a REMIC must provide to each 
pass-through interest holder who holds 
a residual interest during the calendar 
quarter the notice required under para-
graph (f)(1) of this section on Schedule 
Q (Form 1066), as required in § 1.860F– 
4(e). 

(ii) To regular interest holder. For each 
calendar year, a single-class REMIC (as 
described in § 1.67–3T(a)(2)(ii)(B)) must 
provide to each pass-through interest 
holder who held a regular interest dur-
ing the calendar year the notice re-
quired under paragraph (f)(1) of this 
section. Quarterly reporting is not re-
quired. The information required to be 
included in the notice may be sepa-
rately stated on the statement de-
scribed in § 1.6049–7(f) instead of on a 
separate statement provided in a sepa-
rate mailing. See § 1.6049–7(f)(4). The 
separate statement provided in a sepa-
rate mailing must be furnished to each 
pass-through interest holder no later 
than the last day of the month fol-
lowing the close of the calendar year. 

(3) Returns to the Internal Revenue 
Service—(i) With respect to residual inter-
est holders. Any REMIC required under 
paragraphs (f)(1) and (2)(i) of this sec-
tion to furnish information to any 
pass-through interest holder who holds 
a residual interest must also furnish 
such information to the Internal Rev-
enue Service as required in § 1.860F– 
4(e)(4). 

(ii) With respect to regular interest 
holders. A single-class REMIC (as de-
scribed in § 1.67–3T(a)(2)(ii)(B)) must 
make an information return on Form 
1099 for each calendar year, with re-
spect to each pass-through interest 
holder who holds a regular interest to 
which an allocation of allocable invest-
ment expenses is required to be made 
pursuant to § 1.67–3T(a)(1) and (2)(ii). 
The preceding sentence applies with re-
spect to a holder for a calendar year 
only if the REMIC is required to make 
an information return to the Internal 
Revenue Service with respect to that 
holder for that year pursuant to sec-
tion 6049 and § 1.6049–7(b)(2)(i) (or would 
be required to make an information re-
turn but for the $10 threshold described 
in section 6049(a)(1) and § 1.6049– 
7(b)(2)(i)). The REMIC must state on 
the information return— 

(A) The sum of— 
(1) The aggregate amounts includible 

in gross income as interest (as defined 
in § 1.6049–7(a)(1)(i) and (ii)), for the cal-
endar year; and 

(2) The sum of the amount of allo-
cable investment expenses required to 
be allocated to the pass-through inter-
est holder for each calendar quarter 
during the calendar year pursuant to 
§ 1.67–3T(a); and 

(B) Any other information specified 
by the form or its instructions. 

(4) Interest held by nominees and other 
specified persons—(i) Pass-through inter-
est holder’s interest held by a nominee. If 
a pass-through interest holder’s inter-
est in a REMIC is held in the name of 
a nominee, the REMIC may make the 
information return described in para-
graphs (f)(3)(i) and (ii) of this section 
with respect to the nominee in lieu of 
the pass-through interest holder and 
may provide the written statement de-
scribed in paragraphs (f)(2)(i) and (ii) of 
this section to that nominee in lieu of 
the pass-through interest holder. 

(ii) Regular interests in a single-class 
REMIC held by certain persons. If a per-
son specified in § 1.6049–7(e)(4) holds a 
regular interest in a single-class 
REMIC (as described in § 1.67– 
3T(a)(2)(ii)(B)), then the single-class 
REMIC must provide the information 
described in paragraphs (f)(1) and 
(f)(3)(ii)(A) and (B) of this section to 
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that person with the information speci-
fied in § 1.6049–7(e)(2) as required in 
§ 1.6049–7(e). 

(5) Nominee reporting—(i) In general. 
In any case in which a REMIC provides 
information pursuant to paragraph 
(f)(4) of this section to a nominee of a 
pass-through interest holder for a cal-
endar quarter or, as provided in para-
graph (f)(2)(ii) of this section, for a cal-
endar year— 

(A) The nominee must furnish each 
pass-through interest holder with a 
written statement described in para-
graph (f)(2)(i) or (ii) of this section, 
whichever is applicable, showing the 
information described in paragraph 
(f)(1) of this section; and 

(B) The nominee must make an infor-
mation return on Form 1099 for each 
calendar year, with respect to the pass- 
through interest holder and state on 
this information return the informa-
tion described in paragraphs (f)(3)(ii) 
(A) and (B) of this section, if— 

(1) The nominee is a nominee for a 
pass-through interest holder who holds 
a regular interest in a single-class 
REMIC (as described in § 1.67– 
3T(a)(2)(ii)(B)); and 

(2) The nominee is required to make 
an information return pursuant to sec-
tion 6049 and § 1.6049–7 (b)(2)(i) and 
(b)(2)(ii)(B) (or would be required to 
make an information return but for the 
$10 threshold described in section 
6049(a)(2) and § 1.6049–7(b)(2)(i)) with re-
spect to the pass-through interest hold-
er. 

(ii) Time for furnishing statement. The 
statement required by paragraph 
(f)(5)(i)(A) of this section to be fur-
nished by a nominee to a pass-through 
interest holder for a calendar quarter 
or calendar year must be furnished to 
this holder no later than 30 days after 
receiving the written statement de-
scribed in paragraph (f)(2)(i) or (ii) of 
this section from the REMIC. If, how-
ever, pursuant to paragraph (f)(2)(ii) of 
this section, the information is sepa-
rately stated on the statement de-
scribed in § 1.6049–7(f), then the infor-
mation must be furnished to the pass- 
through interest holder in the time 
specified in § 1.6049–7(f)(5). 

(6) Special rules—(i) Time and place for 
furnishing returns. The returns required 
by paragraphs (f)(3)(ii) and (f)(5)(i)(B) of 

this section for any calendar year must 
be filed at the time and place that a re-
turn required under section 6049 and 
§ 1.6049–7(b)(2) is required to be filed. 
See § 1.6049–4(g) and § 1.6049–7(b)(2)(iv). 

(ii) Duplicative returns not required. 
The requirements of paragraphs 
(f)(3)(ii) and (f)(5)(i)(B) of this section 
for the making of an information re-
turn are satisfied by the timely filing 
of an information return pursuant to 
section 6049 and § 1.6049–7(b)(2) that 
contains the information required by 
paragraph (f)(3)(ii) of this section. 

[T.D. 8431, 57 FR 40321, Sept. 3, 1992] 

§ 1.67–3T Allocation of expenses by 
real estate mortgage investment 
conduits (temporary). 

(a) Allocation of allocable investment 
expenses—(1) In general. A real estate 
mortgage investment conduit or 
REMIC (as defined in section 860D) 
shall allocate to each of its pass- 
through interest holders that holds an 
interest at any time during the cal-
endar quarter the holder’s propor-
tionate share (as determined under 
paragraph (c) of this section) of the ag-
gregate amount of allocable invest-
ment expenses of the REMIC for the 
calendar quarter. 

(2) Pass-through interest holder—(i) In 
general—(A) Meaning of term. Except as 
provided in paragraph (a)(2)(ii) of this 
section, the term ‘‘pass-through inter-
est holder’’ means any holder of a 
REMIC residual interest (as definition 
in section 860G(a)(2)) that is— 

(1) An individual (other than a non-
resident alien whose income with re-
spect to his or her interest in the 
REMIC is not effectively connected 
with the conduct of a trade or business 
within the United States), 

(2) A person, including a trust or es-
tate, that computes its taxable income 
in the same manner as in the case of an 
individual, or 

(3) A pass-through entity (as defined 
in paragraph (a)(3) of this section) if 
one or more of its partners, share-
holders, beneficiaries, participants, or 
other interest holders is (i) a pass- 
through entity or (ii) a person de-
scribed in paragraph (a)(2)(i)(A) (1) or 
(2) of this section. 
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(B) Examples. The provisions of this 
paragraph (a)(2)(i) may be illustrated 
by the following examples: 

Example 1. Corporation X holds a residual 
interest in REMIC R in its capacity as a 
nominee or custodian for individual A, the 
beneficial owner of the interest. Because the 
owner of the interest for Federal income tax 
purposes is an individual, the interest is 
owned by a pass-through interest holder. 

Example 2. Individual retirement account I 
holds a residual interest in a REMIC. Be-
cause an individual retirement account is 
not a person described in paragraph 
(a)(2)(i)(A) of this section, the interest is not 
held by a pass-through interest holder. 

(ii) Single-class REMIC—(A) In gen-
eral. In the case of a single-class 
REMIC, the term ‘‘pass-through inter-
est holder’’ means any holder of ei-
ther— 

(1) A REMIC regular interest (as de-
fined in section 860G(a)(1)), or 

(2) A REMIC residual interest, that is 
described in paragraph (a)(2)(i)(A) (1), 
(2), or (3) of this section. 

(B) Single-class REMIC. For purposes 
of paragraph (a)(2)(ii)(A) of this sec-
tion, a single-class REMIC IS either— 

(1) A REMIC that would be classified 
as an investment trust under § 301.7701– 
4(c)(1) but for its qualification as a 
REMIC under section 860D and § 1.860D– 
1T, or 

(2) A REMIC that— 
(i) Is substantially similar to an in-

vestment trust under § 301.7701–4(c)(1), 
and 

(ii) Is structured with the principal 
purpose of avoiding the requirement of 
paragraphs (a)(1) and (2)(ii)(A) of this 
section to allocate allocable invest-
ment expenses to pass-through interest 
holders that hold regular interests in 
the REMIC. 
For purposes of this paragraph 
(a)(2)(ii)(B), in determining whether a 
REMIC would be classified as an in-
vestment trust or is substantially simi-
lar to an investment trust, all interests 
in the REMIC shall be treated as own-
ership interests in the REMIC, without 
regard to whether or not they would be 
classified as debt for Federal income 
tax purposes in the absence of a REMIC 
election. 

(C) Examples. The provisions of para-
graph (a)(2)(ii) of this section must be 
illustrated by the following examples: 

Example 1. Corporation M transfers mort-
gages to a bank under a trust agreement as 
described in Example (2) of § 301.7701–4(c)(2). 
There are two classes of certificates. Holders 
of class C certificates are entitled to receive 
90 percent of the payment of principal and 
interest on the mortgages; holders of class D 
certificates are entitled to receive the re-
maining 10 percent. The two classes of cer-
tificates are identical except that, in the 
event of a default on the underlying mort-
gages, the payment rights of class D certifi-
cates holders are subordinated to the rights 
of class C certificate holders. M sells the 
class C certificates to investors and retains 
the class D certificates. The trust would be 
classified as an investment trust under 
§ 301.7701–4(c)(1) but for its qualification a 
REMIC under section 860D the class C certifi-
cates represent regular interests in the 
REMIC and the class D certificates represent 
residual interest in the REMIC. The REMIC 
is a single-class REMIC within the meaning 
of paragraph (a)(2)(ii)(B)(1) of this section 
and, accordingly, holders of both the class C 
and class D certificates who are described in 
paragraph (a)(2)(i)(A) (1), (2), or (3) of this 
section are treated as pass-through interest 
holders. 

Example 2. Assume that the facts are the 
same as in Example (1) except that M struc-
tures the REMIC to include a second regular 
interest represented by class E certificates. 
The principal purpose of M in structuring 
the REMIC to include class E certificates is 
to avoid allocating allocable investment ex-
penses to class C certificate holders. The 
class E certificate holders are entitled to re-
ceive the payments otherwise due the class D 
certificate holders until they have been paid 
a stated amount of principal plus interest. 
The fair market value of the class E certifi-
cate is ten percent of the fair market value 
of the class D certificate and, therefore, less 
than one percent of the fair market value of 
the REMIC. The REMIC would not be classi-
fied as an investment trust under § 301.7701– 
4(c)(1) because the existence of the class E 
certificates is not incidental to the trust’s 
purpose of facilitating direct investment in 
the assets of the trust. Nevertheless, because 
the fair market value of the class E certifi-
cates is de minimis, the REMIC is substan-
tially similar to an investment trust under 
§ 301.7701–4(c)(1). In addition, avoidance of the 
requirement to allocate allocable investment 
expenses to regular interest holders is the 
principal purpose of M in structuring the 
REMIC to include class E certificates. There-
fore, the REMIC is a single-class REMIC 
within the meaning of paragraph 
(a)(2)(ii)(B)(2) of this section, and, accord-
ingly, holders of both residual and regular 
interests who are described in paragraph 
(a)(2)(i)(A) (1), (2), or (3) of this section are 
treated as pass-through interest holders. 
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(3) Pass-through entity—(i) In general. 
Except as provided in paragraph 
(a)(3)(ii) of this section, for purposes of 
this section, a pass-through entity is— 

(A) A trust (or any portion thereof) 
to which Subpart E, Part 1, Subchapter 
J, Chapter 1 of the Code applies, 

(B) A partnership, 
(C) An S corporation, 
(D) A common trust fund described in 

section 584, 
(E) A nonpublicly offered regulated 

investment company (as defined in 
paragraph (a)(5)(i) of this section), 

(F) A REMIC, and 
(G) Any other person— 
(1) Which is not subject to income 

tax imposed by Subtitle A, Chapter 1, 
or which is allowed a deduction in com-
puting such tax for distributions to 
owners or beneficiaries, and 

(2) The character of the income of 
which may affect the character of the 
income recognized with respect to that 
person by its owners or beneficiaries. 

Entities that do not meet the require-
ments of paragraphs (a)(3)(i)(G) (1) and 
(2), such as qualified pension plans, in-
dividual retirement accounts, and in-
surance companies holding assets in 
separate asset accounts to fund vari-
able contracts defined in section 817(d), 
are not described in this paragraph 
(a)(3)(i). 

(ii) Exception. For purposes of this 
section, a pass-through entity does not 
include— 

(A) An estate, 
(B) A trust (or any portion thereof) 

not described in paragraph (a)(3)(i)(A) 
of this section, 

(C) A cooperative described without 
regard to subparagraphs (A) and (C) 
thereof, or 

(D) A real estate investment trust. 
(4) Allocable investment expenses. The 

term ‘‘allocable investment expenses’’ 
means the aggregate amount of the ex-
penses paid or accrued in the calendar 
quarter for which a deduction is allow-
able under section 212 in determining 
the taxable income of the REMIC for 
the calendar quarter. 

(5) Nonpublicly offered regulated invest-
ment company—(i) In general. For pur-
poses of this section, the term ‘‘non-
publicly offered regulated investment 
company’’ means a regulated invest-
ment company to which Part I of Sub-

chapter M of the Code applies that is 
not a publicly offered regulated invest-
ment company. 

(ii) Publicly offered regulated invest-
ment company. For purposes of this sec-
tion, the term ‘‘publicly offered regu-
lated investment company’’ means a 
regulated investment company to 
which Part I of subchapter M of the 
Code applies, the shares of which are— 

(A) Continuously offered pursuant to 
a public offering (within the meaning 
of section 4 of the Securities Act of 
1933, as amended (15 U.S.C. 77a to 
77aa)), 

(B) Regularly traded on an estab-
lished securities market, or 

(C) Held by or for no fewer than 500 
persons at all times during the taxable 
year. 

(b) Treatment of allocable investment 
expenses—(1) By pass-through interest 
holders—(i) Taxable year ending with cal-
endar quarter. A pass-through interest 
holder whose taxable year is the cal-
endar year or ends with a calendar 
quarter shall be treated as having— 

(A) Received or accrued income, and 
(B) Paid or incurred an expense de-

scribed in section 212 (or section 162 in 
the case of a pass-through interest 
holder that is a regulated investment 
company), in an amount equal to the 
pass-through interest holder’s propor-
tionate share of the allocable invest-
ment expenses of the REMIC for those 
calendar quarters that fall within the 
holder’s taxable year. 

(ii) Taxable year not ending with cal-
endar quarter. A pass-through interest 
holder whose taxable year does not end 
with a calendar quarter shall be treat-
ed as having— 

(A) Received or accrued income, and 
(B) Paid or incurred an expense de-

scribed in section 212 (or section 162 in 
the case of a pass-through interest 
holder that is a regulated investment 
company), in an amount equal to the 
sum of— 

(C) The pass-through interest hold-
er’s proportionate share of the allo-
cable investment expenses of the 
REMIC for those calendar quarters 
that fall within the holder’s taxable 
year, and 

(D) For each calendar quarter that 
overlaps the beginning or end of the 
taxable year, the sum of the daily 
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amounts of the allocable investment 
expenses allocated to the holder pursu-
ant to paragraph (c)(1)(ii) of this sec-
tion for the days in the quarter that 
fall within the holder’s taxable year. 

(2) Proportionate share of allocable in-
vestment expenses. For purposes of para-
graph (b) of this section, a pass- 
through interest holder’s proportionate 
share of the allocable investment ex-
penses is the amount allocated to the 
pass-through interest holder pursuant 
to paragraph (a)(1) of this section. 

(3) Cross-reference. See § 1.67–1T with 
respect to limitations on deductions 
for expenses described in section 212 
(including amounts treated as such ex-
penses under this section). 

(4) Interest income to holders of regular 
interests in certain REMICs. Any amount 
allocated under this section to the 
holder of a regular interest in a single- 
class REMIC (as described in paragraph 
(a)(2)(ii)(B) of this section) shall be 
treated as interest income. 

(5) No adjustment to basis. The basis of 
any holder’s interest in a REMIC shall 
not be increased or decreased by the 
amount of the holder’s proportionate 
share of allocable investment expenses. 

(6) Interest holders other than pass- 
through interest holders. An interest 
holder of a REMIC that is not a pass- 
through interest holder shall not take 
into account in computing its taxable 
income any amount of income or ex-
pense with respect to its proportionate 
share of allocable investment expenses. 

(c) Computation of proportionate 
share—(1) In general. For purposes of 
paragraph (a)(1) of this section, a 
REMIC shall compute a pass-through 
interest holder’s proportionate share of 
the REMIC’s allocable investment ex-
penses by— 

(i) Determining the daily amount of 
the allocable investment expenses for 
the calendar quarter by dividing the 
total amount of such expenses by the 
number of days in that calendar quar-
ter. 

(ii) Allocating the daily amount of 
the allocable investment expenses to 
the pass-through interest holder in pro-
portion to its respective holdings on 
that day, and 

(iii) Totaling the interest holder’s 
daily amounts of allocable investment 
expenses for the calendar quarter. 

(2) Other holders taken into account. 
For purposes of paragraph (c)(1)(ii) of 
this section, a pass-through interest 
holder’s proportionate share of the 
daily amount of the allocable invest-
ment expenses is determined by taking 
into account all holders of residual in-
terests in the REMIC, whether or not 
pass-through interest holders. 

(3) Single-class REMIC—(i) Daily allo-
cation. In lieu of the allocation speci-
fied in paragraph (c)(1)(ii) of this sec-
tion, a single-class REMIC (as de-
scribed in paragraph (a)(2)(ii)(B) of this 
section) shall allocate the daily 
amount of the allocable investment ex-
penses to each pass-through interest 
holder in proportion to the amount of 
income accruing to the holder with re-
spect to its interest in the REMIC on 
that day. 

(ii) Other holders taken into account. 
For purposes of paragraph (c)(3)(i) of 
this section, the amount of the allo-
cable investment expenses that is allo-
cated on any day to each pass-through 
interest holder shall be determined by 
multiplying the daily amount of allo-
cable investment expenses (determined 
pursuant to paragraph (c)(1)(i) of this 
section) by a fraction, the numerator 
of which is equal to the amount of in-
come that accrues (but not less than 
zero) to the pass-through interest hold-
er on that day and the denominator of 
which is the total amount of income 
(as determined under paragraph 
(c)(3)(iii) of this section) that accrues 
to all regular and residual interest 
holders, whether or not pass-through 
interest holders, on that day. 

(iii) Total income accruing. The total 
amount of income that accrues to all 
regular and residual interest holders is 
the sum of— 

(A) The amount includible under sec-
tion 860B in the gross income (but not 
less than zero) of the regular interest 
holders, and 

(B) The amount of REMIC taxable in-
come (but not less than zero) taken 
into account under section 860C by the 
residual interest holders. 

(4) Dates of purchase and disposition. 
For purposes of this section, a pass- 
through interest holder holds an inter-
est on the date of its purchase but not 
on the date of its disposition. 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00135 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



124 

26 CFR Ch. I (4–1–15 Edition) § 1.67–3T 

(d) Example. The provisions of this 
section may be illustrated by the fol-
lowing example: 

Example. (i) During the calendar quarter 
ending March 31, 1989, REMIC X, which is not 
a single-class REMIC, incurs $900 of allocable 
investment expenses. At the beginning of the 
calendar quarter, X has 4 residual interest 
holders, who hold equal proportionate 
shares, and 10 regular interest holders. The 
residual interest holders, all of whom have 
calendar-year taxable years, are as follows: 

A, an individual, 
C, a C corporation that is a nominee for in-

dividual I. 
S, an S corporation, and 
M, a C corporation that is not a nominee. 
(ii) Except for A, all of the residual inter-

est holders hold their interests in X for the 
entire calendar quarter. On January 31, 1989, 
A sells his interest to S. Thus, for the first 
month of the calendar quarter, each residual 
interest holder holds a 25 percent interest 
(100%/4 interest holders) in X. For the last 
two months, S’s holding is increased to 50 
percent and A’s holding is decreased to zero. 
The daily amount of allocable investment 
expenses for the calendar quarter is $10 ($900/ 
90 days). 

(iii) The amount of allocable investment 
expenses apportioned to the residual interest 
holders is as follows: 

(A) $75 ($10 × 25% × 30 days) is allocated to 
A for the 30 days that A holds an interest in 
X during the calendar quarter. A includes $75 
in gross income in calendar year 1989. The 
amount of A’s expenses described in section 
212 is increased by $75 in calendar year 1989. 
A’s deduction under section 212 (including 
the $75 amount of the allocation) is subject 
to the limitations contained in section 67. 

(B) $225 ($10 × 25% × 90 days) is allocated to 
C. Because C is a nominee for I, C does not 
include $225 in gross income or increase its 
deductible expenses by $225. Instead, I in-
cludes $225 in gross income in calendar year 
1989, her taxable year. The amount of I’s ex-
penses described in section 212 is increased 
by $225. I’s deduction under section 212 (in-
cluding the $225 amount of the allocation) is 
subject to the limitations contained in sec-
tion 67. 

(C) $375 (($10 × 25% × 30 days) + ($10 × 50% 
× 60 days)) is allocated to S. S includes in 
gross income $375 of allocable investment ex-
penses in calendar year 1989. The amount of 
S’s expenses described in section 212 for that 
taxable year is increased by $375. S allocates 
the $375 to its shareholders in accordance 
with the rules described in sections 1366 and 
1377 in calendar year 1989. Thus, each share-
holder of S includes its pro rata share of the 
$375 in gross income in its taxable year in 
which or with which calendar year 1989 ends. 
The amount of each shareholder’s expenses 
described in section 212 is increased by the 

amount of the shareholder’s allocation for 
the shareholder’s taxable year in which or 
with which calendar year 1989 ends. The 
shareholder’s deduction under section 212 
(including the allocation under this section) 
is subject to the limitations contained in 
section 67. 

(D) No amount is allocated to M. However, 
M’s interest is taken into account for pur-
poses of determining the proportionate share 
of those residual interest holders to whom an 
allocation is required to be made. 

(iv) No allocation is made to the 10 regular 
interest holders pursuant to paragraph (a) of 
this section. In addition, the interests held 
by these interest holders are not taken into 
account for purposes of determining the pro-
portionate share of the residual interest 
holders to whom an allocation is required to 
be made. 

(e) Allocable investment expenses not 
subject to backup withholding. The 
amount of allocable investment ex-
penses required to be allocated to a 
pass-through interest holder pursuant 
to paragraph (a)(1) of this section is 
not subject to backup withholding 
under section 3406. 

(f) Notice to pass-through interest hold-
ers—(1) Information required. A REMIC 
must provide to each pass-through in-
terest holder to which an allocation of 
allocable investment expense is re-
quired to be made under paragraph 
(a)(1) of this section notice of the fol-
lowing— 

(i) If, pursuant to paragraph (f)(2) (i) 
or (ii) of this section, notice is provided 
for a calendar quarter, the aggregate 
amount of expenses paid or accrued 
during the calendar quarter for which 
the REMIC is allowed a deduction 
under section 212; 

(ii) If, pursuant to paragraph (f)(2)(ii) 
of this section, notice is provided to a 
regular interest holder for a calendar 
year, the aggregate amount of expenses 
paid or accrued during each calendar 
quarter that the regular interest hold-
er held the regular interest in the cal-
endar year and for which the REMIC is 
allowed a deduction under section 212; 
and 

(iii) The proportionate share of these 
expenses allocated to that pass- 
through interest holder, as determined 
under paragraph (c) of this section. 

(2) Statement to be furnished—(i) To re-
sidual interest holder. For each calendar 
quarter, a REMIC shall provide to each 
pass-through interest holder who holds 
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a residual interest during the calendar 
quarter the notice required under para-
graph (f)(1) of this section on Schedule 
Q (Form 1066), as required in § 1.860F– 
4(e). 

(ii) To regular interest holder—(A) In 
general. For each calendar year, a sin-
gle-class REMIC (as described in para-
graph (a)(2)(ii)(B) of this section) must 
provide to each pass-through interest 
holder who held a regular interest dur-
ing the calendar year the notice re-
quired under paragraph (f)(1) of this 
section. Quarterly reporting is not re-
quired. The information required to be 
included in the notice may be sepa-
rately stated on the statement de-
scribed in § 1.6049–7(f) instead of on a 
separate statement provided in a sepa-
rate mailing. See § 1.6049–7(f)(4). The 
separate statement provided in a sepa-
rate mailing must be furnished to each 
pass-through interest holder no later 
than the last day of the month fol-
lowing the close of the calendar year. 

(B) Special rule for 1987. The informa-
tion required under paragraph 
(f)(2)(ii)(A) of this section for any cal-
endar quarter of 1987 shall be mailed 
(or otherwise delivered) to each pass- 
through interest holder who holds a 
regular interest during that calendar 
quarter no later than March 28, 1988. 

(3) Returns to the Internal Revenue 
Service—(i) With respect to residual inter-
est holders. Any REMIC required under 
paragraphs (f)(1) and (2)(i) of this sec-
tion to furnish information to any 
pass-through interest holder who holds 
a residual interest shall also furnish 
such information to the Internal Rev-
enue Service as required in § 1.860F– 
4(e)(4). 

(ii) With respect to regular interest 
holders. A single-class REMIC (as de-
scribed in paragraph (a)(2)(ii)(B) of this 
section) shall make an information re-
turn on Form 1099 for each calendar 
year beginning after December 31, 1987, 
with respect to each pass-through in-
terest holder who holds a regular inter-
est to which an allocation of allocable 
investment expenses is required to be 
made pursuant to paragraphs (a)(1) and 
(2)(ii) of this section. The preceding 
sentence applies with respect to a hold-
er for a calendar year only if the 
REMIC is required to make an informa-
tion return to the Internal Revenue 

Service with respect to that holder for 
that year pursuant to section 6049 and 
§ 1.6049–7(b)(2)(i) (or would be required 
to make an information return but for 
the $10 threshold described in section 
6049(a)(1) and § 1.6049–7(b)(2)(i)). The 
REMIC shall state on the information 
return— 

(A) The sum of— 
(1) The aggregate amounts includible 

in gross income as interest (as defined 
in § 1.6049–7(a)(1) (i) and (ii)), for the 
calendar year, and 

(2) The sum of the amount of allo-
cable investment expenses required to 
be allocated to the pass-through inter-
est holder for each calendar quarter 
during the calendar year pursuant to 
paragraph (a) of this section, and 

(B) Any other information specified 
by the form or its instructions. 

(4) Interest held by nominees and other 
specified persons—(i) Pass-through inter-
est holder’s interest held by a nominee. If 
a pass-through interest holder’s inter-
est in a REMIC is held in the name of 
a nominee, the REMIC may make the 
information return described in para-
graphs (f)(3) (i) and (ii) of this section 
with respect to the nominee in lieu of 
the pass-through interest holder and 
may provide the written statement de-
scribed in paragraphs (f)(2) (i) and (ii) 
of this section to that nominee in lieu 
of the pass-through interest holder. 

(ii) Regular interests in a single-class 
REMIC held by certain persons. For cal-
endar quarters and calendar years after 
December 31, 1991, if a person specified 
in § 1.6049–7(e)(4) holds a regular inter-
est in a single-class REMIC (as de-
scribed in paragraph (a)(2)(ii)(B) of this 
section), then the single-class REMIC 
must provide the information described 
in paragraphs (f)(1) and (f)(3)(ii) (A) and 
(B) of this section to that person with 
the information specified in § 1.6049– 
7(e)(2) as required in § 1.6049–7(e). 

(5) Nominee reporting—(i) In general. 
In any case in which a REMIC provides 
information pursuant to paragraph 
(f)(4) of this section to a nominee of a 
pass-through interest holder for a cal-
endar quarter or, as provided in para-
graph (f)(2)(ii) of this section, for a cal-
endar year— 

(A) The nominee shall furnish each 
pass-through interest holder with a 
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written statement described in para-
graph (f)(2) (i) or (ii) of this section, 
whichever is applicable, showing the 
information described in paragraph 
(f)(1) of this section, and 

(B) If— 
(1) The nominee is a nominee for a 

pass-through interest holder who holds 
a regular interest in a single-class 
REMIC (as described in paragraph 
(a)(2)(ii)(B) of this section), and 

(2) The nominee is required to make 
an information return pursuant to sec-
tion 6049 and § 1.6049–7(b)(2)(i) and 
(b)(2)(ii)(B) (or would be required to 
make an information return but for the 
$10 threshold described in section 
6049(a)(2) and § 1.6049–7(b)(2)(i)) with re-
spect to the pass-through interest hold-
er, 
the nominee shall make an informa-
tion return on Form 1099 for each cal-
endar year beginning after December 
31, 1987, with respect to the pass- 
through interest holder and state on 
this information return the informa-
tion described in paragraph (f)(3)(ii) (A) 
and (B) of this section. 

(ii) Time for furnishing statement. The 
statement required by paragraph 
(f)(5)(i)(A) of this section to be fur-
nished by a nominee to a pass-through 
interest holder for a calendar quarter 
or calendar year shall be furnished to 
this holder no later than 30 days after 
receiving the written statement de-
scribed in paragraph (f)(2) (i) or (ii) of 
this section from the REMIC. If, how-
ever, pursuant to paragraph (f)(2)(ii) of 
this section, the information is sepa-
rately stated on the statement de-
scribed in § 1.6049–7(f), then the infor-
mation must be furnished to the pass- 
through interest holder in the time 
specified in § 1.6049–7(f)(5). 

(6) Special rules—(i) Time and place for 
furnishing returns. The returns required 
by paragraphs (f)(3)(ii) and (f)(5)(i)(B) of 
this section for any calendar year shall 
be filed at the time and place that a re-
turn required under section 6049 and 
§ 1.6049–7(b)(2) is required to be filed. 
See § 1.6049–4(g) and § 1.6049–7(b)(2)(iv). 

(ii) Duplicative returns not required. 
The requirements of paragraphs 
(f)(3)(ii) and (f)(5)(i)(B) of this section 
for the making of an information re-
turn shall be met by the timely filing 
of an information return pursuant to 

section 6049 and § 1.6049–7(b)(2) that 
contains the information required by 
paragraph (f)(3)(ii) of this section. 

[T.D. 8186, 53 FR 7507, Mar. 9, 1988, as amend-
ed by T.D. 8366, 56 FR 49515, Sept. 30, 1991] 

§ 1.67–4 Costs paid or incurred by es-
tates or non-grantor trusts. 

(a) In general. Section 67(e) provides 
an exception to the 2-percent floor on 
miscellaneous itemized deductions for 
costs that are paid or incurred in con-
nection with the administration of an 
estate or a trust not described in § 1.67– 
2T(g)(1)(i) (a non-grantor trust) and 
that would not have been incurred if 
the property were not held in such es-
tate or trust. A cost is subject to the 2- 
percent floor to the extent that it is in-
cluded in the definition of miscella-
neous itemized deductions under sec-
tion 67(b), is incurred by an estate or 
non-grantor trust, and commonly or 
customarily would be incurred by a hy-
pothetical individual holding the same 
property. 

(b) ‘‘Commonly’’ or ‘‘Customarily’’ In-
curred—(1) In general. In analyzing a 
cost to determine whether it com-
monly or customarily would be in-
curred by a hypothetical individual 
owning the same property, it is the 
type of product or service rendered to 
the estate or non-grantor trust in ex-
change for the cost, rather than the de-
scription of the cost of that product or 
service, that is determinative. In addi-
tion to the types of costs described as 
commonly or customarily incurred by 
individuals in paragraphs (b)(2), (3), (4), 
and (5) of this section, costs that are 
incurred commonly or customarily by 
individuals also include, for example, 
costs incurred in defense of a claim 
against the estate, the decedent, or the 
non-grantor trust that are unrelated to 
the existence, validity, or administra-
tion of the estate or trust. 

(2) Ownership costs. Ownership costs 
are costs that are chargeable to or in-
curred by an owner of property simply 
by reason of being the owner of the 
property. Thus, for purposes of section 
67(e), ownership costs are commonly or 
customarily incurred by a hypothetical 
individual owner of such property. 
Such ownership costs include, but are 
not limited to, partnership costs 
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deemed to be passed through to and re-
portable by a partner if these costs are 
defined as miscellaneous itemized de-
ductions pursuant to section 67(b), con-
dominium fees, insurance premiums, 
maintenance and lawn services, and 
automobile registration and insurance 
costs. Other expenses incurred merely 
by reason of the ownership of property 
may be fully deductible under other 
provisions of the Code, such as sections 
62(a)(4), 162, or 164(a), which would not 
be miscellaneous itemized deductions 
subject to section 67(e). 

(3) Tax preparation fees. Costs relating 
to all estate and generation-skipping 
transfer tax returns, fiduciary income 
tax returns, and the decedent’s final in-
dividual income tax returns are not 
subject to the 2-percent floor. The 
costs of preparing all other tax returns 
(for example, gift tax returns) are costs 
commonly and customarily incurred by 
individuals and thus are subject to the 
2-percent floor. 

(4) Investment advisory fees. Fees for 
investment advice (including any re-
lated services that would be provided 
to any individual investor as part of an 
investment advisory fee) are incurred 
commonly or customarily by a hypo-
thetical individual investor and there-
fore are subject to the 2-percent floor. 
However, certain incremental costs of 
investment advice beyond the amount 
that normally would be charged to an 
individual investor are not subject to 
the 2-percent floor. For this purpose, 
such an incremental cost is a special, 
additional charge that is added solely 
because the investment advice is ren-
dered to a trust or estate rather than 
to an individual or attributable to an 
unusual investment objective or the 
need for a specialized balancing of the 
interests of various parties (beyond the 
usual balancing of the varying inter-
ests of current beneficiaries and 
remaindermen) such that a reasonable 
comparison with individual investors 
would be improper. The portion of the 
investment advisory fees not subject to 
the 2-percent floor by reason of the pre-
ceding sentence is limited to the 
amount of those fees, if any, that ex-
ceeds the fees normally charged to an 
individual investor. 

(5) Appraisal fees. Appraisal fees in-
curred by an estate or a non-grantor 

trust to determine the fair market 
value of assets as of the decedent’s date 
of death (or the alternate valuation 
date), to determine value for purposes 
of making distributions, or as other-
wise required to properly prepare the 
estate’s or trust’s tax returns, or a gen-
eration-skipping transfer tax return, 
are not incurred commonly or custom-
arily by an individual and thus are not 
subject to the 2-percent floor. The cost 
of appraisals for other purposes (for ex-
ample, insurance) is commonly or cus-
tomarily incurred by individuals and is 
subject to the 2-percent floor. 

(6) Certain fiduciary expenses. Certain 
other fiduciary expenses are not com-
monly or customarily incurred by indi-
viduals, and thus are not subject to the 
2-percent floor. Such expenses include 
without limitation the following: Pro-
bate court fees and costs; fiduciary 
bond premiums; legal publication costs 
of notices to creditors or heirs; the cost 
of certified copies of the decedent’s 
death certificate; and costs related to 
fiduciary accounts. 

(c) Bundled fees—(1) In general. If an 
estate or a non-grantor trust pays a 
single fee, commission, or other ex-
pense (such as a fiduciary’s commis-
sion, attorney’s fee, or accountant’s 
fee) for both costs that are subject to 
the 2-percent floor and costs (in more 
than a de minimis amount) that are 
not, then, except to the extent pro-
vided otherwise by guidance published 
in the Internal Revenue Bulletin, the 
single fee, commission, or other ex-
pense (bundled fee) must be allocated, 
for purposes of computing the adjusted 
gross income of the estate or non- 
grantor trust in compliance with sec-
tion 67(e), between the costs that are 
subject to the 2-percent floor and those 
that are not. 

(2) Exception. If a bundled fee is not 
computed on an hourly basis, only the 
portion of that fee that is attributable 
to investment advice is subject to the 
2-percent floor; the remaining portion 
is not subject to that floor. 

(3) Expenses not subject to allocation. 
Out-of-pocket expenses billed to the es-
tate or non-grantor trust are treated as 
separate from the bundled fee. In addi-
tion, payments made from the bundled 
fee to third parties that would have 
been subject to the 2-percent floor if 
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they had been paid directly by the es-
tate or non-grantor trust are subject to 
the 2-percent floor, as are any fees or 
expenses separately assessed by the fi-
duciary or other payee of the bundled 
fee (in addition to the usual or basic 
bundled fee) for services rendered to 
the estate or non-grantor trust that 
are commonly or customarily incurred 
by an individual. 

(4) Reasonable method. Any reasonable 
method may be used to allocate a bun-
dled fee between those costs that are 
subject to the 2-percent floor and those 
costs that are not, including without 
limitation the allocation of a portion 
of a fiduciary commission that is a 
bundled fee to investment advice. 
Facts that may be considered in deter-
mining whether an allocation is rea-
sonable include, but are not limited to, 
the percentage of the value of the cor-
pus subject to investment advice, 
whether a third party advisor would 
have charged a comparable fee for 
similar advisory services, and the 
amount of the fiduciary’s attention to 
the trust or estate that is devoted to 
investment advice as compared to deal-
ings with beneficiaries and distribution 
decisions and other fiduciary functions. 
The reasonable method standard does 
not apply to determine the portion of 
the bundled fee attributable to pay-
ments made to third parties for ex-
penses subject to the 2-percent floor or 
to any other separately assessed ex-
pense commonly or customarily in-
curred by an individual, because those 
payments and expenses are readily 
identifiable without any discretion on 
the part of the fiduciary or return pre-
parer. 

(d) Effective/applicability date. This 
section applies to taxable years begin-
ning after December 31, 2014. 

[T.D. 9664, 79 FR 26619, May 9, 2014, as revised 
at 79 FR 41636, July 17, 2014] 

ITEMS SPECIFICALLY INCLUDED IN GROSS 
INCOME 

§ 1.71–1 Alimony and separate mainte-
nance payments; income to wife or 
former wife. 

(a) In general. Section 71 provides 
rules for treatment in certain cases of 
payments in the nature of or in lieu of 
alimony or an allowance for support as 

between spouses who are divorced or 
separated. For convenience, the payee 
spouse will hereafter in this section be 
referred to as the ‘‘wife’’ and the 
spouse from whom she is divorced or 
separated as the ‘‘husband.’’ See sec-
tion 7701(a)(17). For rules relative to 
the deduction by the husband of peri-
odic payments not attributable to 
transferred property, see section 215 
and the regulations thereunder. For 
rules relative to the taxable status of 
income of an estate or trust in case of 
divorce, etc., see section 682 and the 
regulations thereunder. 

(b) Alimony or separate maintenance 
payments received from the husband—(1) 
Decree of divorce or separate mainte-
nance. (i) In the case of divorce or legal 
separation, paragraph (1) of section 
71(a) requires the inclusion in the gross 
income of the wife of periodic pay-
ments (whether or not made at regular 
intervals) received by her after a de-
cree of divorce or of separate mainte-
nance. Such periodic payments must be 
made in discharge of a legal obligation 
imposed upon or incurred by the hus-
band because of the marital or family 
relationship under a court order or de-
cree divorcing or legally separating the 
husband and wife or a written instru-
ment incident to the divorce status or 
legal separation status. 

(ii) For treatment of payments at-
tributable to property transferred (in 
trust or otherwise), see paragraph (c) of 
this section. 

(2) Written separation agreement. (i) 
Where the husband and wife are sepa-
rated and living apart and do not file a 
joint income tax return for the taxable 
year, paragraph (2) of section 71(a) re-
quires the inclusion in the gross in-
come of the wife of periodic payments 
(whether or not made at regular inter-
vals) received by her pursuant to a 
written separation agreement executed 
after August 16, 1954. The periodic pay-
ments must be made under the terms 
of the written separation agreement 
after its execution and because of the 
marital or family relationship. Such 
payments are includable in the wife’s 
gross income whether or not the agree-
ment is a legally enforceable instru-
ment. Moreover, if the wife is divorced 
or legally separated subsequent to the 
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written separation agreement, pay-
ments made under such agreement con-
tinue to fall within the provisions of 
section 71(a)(2). 

(ii) For purposes of section 71(a)(2) 
any written separation agreement exe-
cuted on or before August 16, 1954, 
which is altered or modified in writing 
by the parties in any material respect 
after that date will be treated as an 
agreement executed after August 16, 
1954, with respect to payments made 
after the date of alteration or modi-
fication. 

(iii) For treatment of payments at-
tributable to property transferred (in 
trust or otherwise), see paragraph (c) of 
this section. 

(3) Decree for support. (i) Where the 
husband and wife are separated and liv-
ing apart and do not file a joint income 
tax return for the taxable year, para-
graph (3) of section 71(a) requires the 
inclusion in the gross income of the 
wife of periodic payments (whether or 
not made at regular intervals) received 
by her after August 16, 1954, from her 
husband under any type of court order 
or decree (including an interlocutory 
decree of divorce or a decree of ali-
mony pendente lite) entered after 
March 1, 1954, requiring the husband to 
make the payments for her support or 
maintenance. It is not necessary for 
the wife to be legally separated or di-
vorced from her husband under a court 
order or decree; nor is it necessary for 
the order or decree for support to be for 
the purpose of enforcing a written sep-
aration agreement. 

(ii) For purposes of section 71(a)(3), 
any decree which is altered or modified 
by a court order entered after March 1, 
1954, will be treated as a decree entered 
after such date. 

(4) Scope of section 71(a). Section 71(a) 
applies only to payments made because 
of the family or marital relationship in 
recognition of the general obligation to 
support which is made specific by the 
decree, instrument, or agreement. 
Thus, section 71(a) does not apply to 
that part of any periodic payment 
which is attributable to the repayment 
by the husband of, for example, a bona 
fide loan previously made to him by 
the wife, the satisfaction of which is 
specified in the decree, instrument, or 

agreement as a part of the general set-
tlement between the husband and wife. 

(5) Year of inclusion. Periodic pay-
ments are includible in the wife’s in-
come under section 71(a) only for the 
taxable year in which received by her. 
As to such amounts, the wife is to be 
treated as if she makes her income tax 
returns on the cash receipts and dis-
bursements method, regardless of 
whether she normally makes such re-
turns on the accrual method. However, 
if the periodic payments described in 
section 71(a) are to be made by an es-
tate or trust, such periodic payments 
are to be included in the wife’s taxable 
year in which they are includible ac-
cording to the rules as to income of es-
tates and trusts provided in sections 
652, 662, and 682, whether or not such 
payments are made out of the income 
of such estates or trusts. 

(6) Examples. The foregoing rules are 
illustrated by the following examples 
in which it is assumed that the hus-
band and wife file separate income tax 
returns on the calendar year basis: 

Example 1. W files suit for divorce from H 
in 1953. In consideration of W’s promise to re-
linquish all marital rights and not to make 
public H’s financial affairs, H agrees in writ-
ing to pay $200 a month to W during her life-
time if a final decree of divorce is granted 
without any provision for alimony. Accord-
ingly, W does not request alimony and no 
provision for alimony is made under a final 
decree of divorce entered December 31, 1953. 
During 1954, H pays W $200 a month, pursu-
ant to the promise. The $2,400 thus received 
by W is includible in her gross income under 
the provisions of section 71(a)(1). Under sec-
tion 215, H is entitled to a deduction of $2,400 
from his gross income. 

Example 2. During 1945, H and W enter into 
an antenuptial agreement, under which, in 
consideration of W’s relinquishment of all 
marital rights (including dower) in H’s prop-
erty, and, in order to provide for W’s support 
and household expenses, H promises to pay W 
$200 a month during her lifetime. Ten years 
after their marriage, W sues H for divorce 
but does not ask for or obtain alimony be-
cause of the provision already made for her 
support in the antenuptial agreement. Like-
wise, the divorce decree is silent as to such 
agreement and H’s obligation to support W. 
Section 71(a) does not apply to such a case. 
If, however, the decree were modified so as to 
refer to the antenuptial agreement, or if ref-
erence had been made to the antenuptial 
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agreement in the court’s decree or in a writ-
ten instrument incident to the divorce sta-
tus, section 71(a)(1) would require the inclu-
sion in W’s gross income of the payments re-
ceived by her after the decree. Similarly, if 
a written separation agreement were exe-
cuted after August 16, 1954, and incorporated 
the payment provisions of the antenuptial 
agreement, section 71(a)(2) would require the 
inclusion in W’s income of payments re-
ceived by W after W begins living apart from 
H, whether or not the divorce decree was 
subsequently entered and whether or not W 
was living apart from H when the separation 
agreement was executed, provided that such 
payments were made after such agreement 
was executed and pursuant to its terms. As 
to including such payments in W’s income, if 
made by a trust created under the 
antenuptial agreement, regardless of wheth-
er referred to in the decree or a later instru-
ment, or created pursuant to the written 
separation agreement, see section 682 and 
the regulations thereunder. 

Example 3. H and W are separated and liv-
ing apart during 1954. W sues H for support 
and on February 1, 1954, the court enters a 
decree requiring H to pay $200 a month to W 
for her support and maintenance. No part of 
the $200 a month support payments is includ-
ible in W’s income under section 71(a)(3) or 
deductible by H under section 215. If, how-
ever, the decree had been entered after 
March 1, 1954, or had been altered or modi-
fied by a court order entered after March 1, 
1954, the payments received by W after Au-
gust 16, 1954, under the decree as altered or 
modified would be includible in her income 
under section 71(a)(3) and deductible by H 
under section 215. 

Example 4. W sues H for divorce in 1954. On 
January 15, 1954, the court awards W tem-
porary alimony of $25 a week pending the 
final decree. On September 1, 1954, the court 
grants W a divorce and awards her $200 a 
month permanent alimony. No part of the 
$25 a week temporary alimony received prior 
to the decree is includible in W’s income 
under section 71(a), but the $200 a month re-
ceived during the remainder of 1954 by W is 
includible in her income for 1954. Under sec-
tion 215, H is entitled to deduct such $200 
payments from his income. If, however, the 
decree awarding W temporary alimony had 
been entered after March 1, 1954, or had been 
altered or modified by a court order entered 
after March 1, 1954, temporary alimony re-
ceived by her after August 16, 1954, would be 
includible in her income under section 
71(a)(3) and deductible by H under section 
215. 

(c) Alimony and separate maintenance 
payments attributable to property. (1)(i) 
In the case of divorce or legal separa-
tion, paragraph (1) of section 71(a) re-
quires the inclusion in the gross in-

come of the wife of periodic payments 
(whether or not made at regular inter-
vals) attributable to property trans-
ferred, in trust or otherwise, and re-
ceived by her after a decree of divorce 
or of separate maintenance. Such prop-
erty must have been transferred in dis-
charge of a legal obligation imposed 
upon or incurred by the husband be-
cause of the marital or family relation-
ship under a decree of divorce or sepa-
rate maintenance or under a written 
instrument incident to such divorce 
status or legal separation status. 

(ii) Where the husband and wife are 
separated and living apart and do not 
file a joint income tax return for the 
taxable year, paragraph (2) of section 
71(a) requires the inclusion in the gross 
income of the wife of periodic pay-
ments (whether or not made at regular 
intervals) received by her which are at-
tributable to property transferred, in 
trust or otherwise, under a written sep-
aration agreement executed after Au-
gust 16, 1954. The property must be 
transferred because of the marital or 
family relationship. The periodic pay-
ments attributable to the property 
must be received by the wife after the 
written separation agreement is exe-
cuted. 

(iii) The periodic payments received 
by the wife attributable to property 
transferred under subdivisions (i) and 
(ii) of this subparagraph and includible 
in her gross income are not to be in-
cluded in the gross income of the hus-
band. 

(2) The full amount of periodic pay-
ments received under the cir-
cumstances described in section 71(a) 
(1), (2), and (3) is required to be in-
cluded in the gross income of the wife 
regardless of the source of such pay-
ments. Thus, it matters not that such 
payments are attributable to property 
in trust, to life insurance, endowment, 
or annuity contracts, or to any other 
interest in property, or are paid di-
rectly or indirectly by the husband 
from his income or capital. For exam-
ple, if in order to meet an alimony or 
separate maintenance obligation of 
$500 a month the husband purchases or 
assigns for the benefit of his wife a 
commercial annuity contract paying 
such amount, the full $500 a month re-
ceived by the wife is includible in her 
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income, and no part of such amount is 
includible in the husband’s income or 
deductible by him. See section 72(k) 
and the regulations thereunder. Like-
wise, if property is transferred by the 
husband, subject to an annual charge 
of $5,000, payable to his wife in dis-
charge of his alimony or separate 
maintenance obligation under the di-
vorce or separation decree or written 
instrument incident to the divorce sta-
tus or legal separation status or if such 
property is transferred pursuant to a 
written separation agreement and sub-
ject to a similar annual charge, the 
$5,000 received annually is, under sec-
tion 71(a) (1) or (2), includible in the 
wife’s income, regardless of whether 
such amount is paid out of income or 
principal of the property. 

(3) The same rule applies to periodic 
payments attributable to property in 
trust. The full amount of periodic pay-
ments to which section 71(a) (1) and (2) 
applies is includible in the wife’s in-
come regardless of whether such pay-
ments are made out of trust income. 
Such periodic payments are to be in-
cluded in the wife’s income under sec-
tion 71(a) (1) or (2) and are to be ex-
cluded from the husband’s income even 
though the income of the trust would 
otherwise be includible in his income 
under Subpart E, Part I, Subchapter J, 
Chapter 1 of the Code, relating to trust 
income attributable to grantors and 
others as substantial owners. As to 
periodic payments received by a wife 
attributable to property in trust in 
cases to which section 71(a) (1) or (2) 
does not apply because the husband’s 
obligation is not specified in the decree 
or an instrument incident to the di-
vorce status or legal separation status 
or the property was not transferred 
under a written separation agreement, 
see section 682 and the regulations 
thereunder. 

(4) Section 71(a) (1) or (2) does not 
apply to that part of any periodic pay-
ment attributable to that portion of 
any interest in property transferred in 
discharge of the husband’s obligation 
under the decree or instrument inci-
dent to the divorce status or legal sep-
aration status, or transferred pursuant 
to the written separation agreement, 
which interest originally belonged to 
the wife. It will apply, however, if she 

received such interest from her hus-
band in contemplation of or as an inci-
dent to the divorce or separation with-
out adequate and full consideration in 
money or money’s worth, other than 
the release of the husband or his prop-
erty from marital obligations. An ex-
ample of the first rule is a case where 
the husband and wife transfer securi-
ties, which were owned by them joint-
ly, in trust to pay an annuity to the 
wife. In this case, the full amount of 
that part of the annuity received by 
the wife attributable to the husband’s 
interest in the securities transferred in 
discharge of his obligation under the 
decree, or instrument incident to the 
divorce status or legal separation sta-
tus, or transferred under the written 
separation agreement, is taxable to her 
under section 71(a) (1) or (2), while that 
portion of the annuity attributable to 
the wife’s interest in the securities so 
transferred is taxable to her only to 
the extent it is out of trust income as 
provided in Part I (sections 641 and fol-
lowing), Subchapter J, Chapter 1 of the 
Code. If, however, the husband’s trans-
fer to his wife is made before such 
property is transferred in discharge of 
his obligation under the decree or writ-
ten instrument, or pursuant to the sep-
aration agreement in an attempt to 
avoid the application of section 71(a) 
(1) or (2) to part of such payments re-
ceived by his wife, such transfers will 
be considered as a part of the same 
transfer by the husband of his property 
in discharge of his obligation or pursu-
ant to such agreement. In such a case, 
section 71(a) (1) or (2) will be applied to 
the full amount received by the wife. 
As to periodic payments received under 
a joint purchase of a commercial annu-
ity contract, see section 72 and the reg-
ulations thereunder. 

(d) Periodic and installment payments. 
(1) In general, installment payments 
discharging a part of an obligation the 
principal sum of which is, in terms of 
money or property, specified in the de-
cree, instrument, or agreement are not 
considered ‘‘periodic payments’’ and 
therefore are not to be included under 
section 71(a) in the wife’s income. 

(2) An exception to the general rule 
stated in subparagraph (1) of this para-
graph is provided, however, in cases 
where such principal sum, by the terms 
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of the decree, instrument, or agree-
ment, may be or is to be paid over a pe-
riod ending more than 10 years from 
the date of such decree, instrument, or 
agreement. In such cases, the install-
ment payment is considered a periodic 
payment for the purposes of section 
71(a) but only to the extent that the in-
stallment payment, or sum of the in-
stallment payments, received during 
the wife’s taxable year does not exceed 
10 percent of the principal sum. This 
10-percent limitation applies to install-
ment payments made in advance but 
does not apply to delinquent install-
ment payments for a prior taxable year 
of the wife made during her taxable 
year. 

(3)(i) Where payments under a decree, 
instrument, or agreement are to be 
paid over a period ending 10 years or 
less from the date of such decree, in-
strument, or agreement, such pay-
ments are not installment payments 
discharging a part of an obligation the 
principal sum of which is, in terms of 
money or property, specified in the de-
cree, instrument, or agreement (and 
are considered periodic payments for 
the purposes of section 71(a)) only if 
such payments meet the following two 
conditions: 

(a) Such payments are subject to any 
one or more of the contingencies of 
death of either spouse, remarriage of 
the wife, or change in the economic 
status of either spouse, and 

(b) Such payments are in the nature 
of alimony or an allowance for support. 

(ii) Payments meeting the require-
ments of subdivision (i) are considered 
periodic payments for the purposes of 
section 71(a) regardless of whether— 

(a) The contingencies described in 
subdivision (i)(a) of this subparagraph 
are set forth in the terms of the decree, 
instrument, or agreement, or are im-
posed by local law, or 

(b) The aggregate amount of the pay-
ments to be made in the absence of the 
occurrence of the contingencies de-
scribed in subdivision (i)(a) of this sub-
paragraph is explicitly stated in the de-
cree, instrument, or agreement or may 
be calculated from the face of the de-
cree, instrument, or agreement, or 

(c) The total amount which will be 
paid may be calculated actuarially. 

(4) Where payments under a decree, 
instrument, or agreement are to be 
paid over a period ending more than 
ten years from the date of such decree, 
instrument, or agreement, but where 
such payments meet the conditions set 
forth in subparagraph (3)(i) of this 
paragraph, such payments are consid-
ered to be periodic payments for the 
purpose of section 71 without regard to 
the rule set forth in subparagraph (2) of 
this paragraph. Accordingly, the rules 
set forth in subparagraph (2) of this 
paragraph are not applicable to such 
payments. 

(5) The rules as to periodic and in-
stallment payments are illustrated by 
the following examples: 

Example 1. Under the terms of a written in-
strument, H is required to make payments to 
W which are in the nature of alimony, in the 
amount of $100 a month for nine years. The 
instrument provides that if H or W dies the 
payments are to cease. The payments are 
periodic. 

Example 2. The facts are the same as in ex-
ample (1) except that the written instrument 
explicitly provides that H is to pay W the 
sum of $10,800 in monthly payments of $100 
over a period of nine years. The payments 
are periodic. 

Example 3. Under the terms of a written in-
strument, H is to pay W $100 a month over a 
period of nine years. The monthly payments 
are not subject to any of the contingencies of 
death of H or W, remarriage of W, or change 
in the economic status of H or W under the 
terms of the written instrument or by reason 
of local law. The payments are not periodic. 

Example 4. A divorce decree in 1954 provides 
that H is to pay W $20,000 each year for the 
next five years, beginning with the date of 
the decree, and then $5,000 each year for the 
next ten years. Assuming the wife makes her 
returns on the calendar year basis, each pay-
ment received in the years 1954 to 1958, inclu-
sive, is treated as a periodic payment under 
section 71(a)(1), but only to the extent of 10 
percent of the principal sum of $150,000. 
Thus, for such taxable years, only $15,000 of 
the $20,000 received is includible under sec-
tion 71(a)(1) in the wife’s income and is de-
ductible by the husband under section 215. 
For the years 1959 to 1968, inclusive, the full 
$5,000 received each year by the wife is in-
cludible in her income and is deductible from 
the husband’s income. 

(e) Payments for support of minor chil-
dren. Section 71(a) does not apply to 
that part of any periodic payment 
which, by the terms of the decree, in-
strument, or agreement under section 
71(a), is specifically designated as a 
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sum payable for the support of minor 
children of the husband. The statute 
prescribes the treatment in cases 
where an amount or portion is so fixed 
but the amount of any periodic pay-
ment is less than the amount of the 
periodic payment specified to be made. 
In such cases, to the extent of the 
amount which would be payable for the 
support of such children out of the 
originally specified periodic payment, 
such periodic payment is considered a 
payment for such support. For exam-
ple, if the husband is by terms of the 
decree, instrument, or agreement re-
quired to pay $200 a month to his di-
vorced wife, $100 of which is designated 
by the decree, instrument, or agree-
ment to be for the support of their 
minor children, and the husband pays 
only $150 to his wife, $100 is neverthe-
less considered to be a payment by the 
husband for the support of the chil-
dren. If, however, the periodic pay-
ments are received by the wife for the 
support and maintenance of herself and 
of minor children of the husband with-
out such specific designation of the 
portion for the support of such chil-
dren, then the whole of such amounts 
is includible in the income of the wife 
as provided in section 71(a). Except in 
cases of a designated amount or por-
tion for the support of the husband’s 
minor children, periodic payments de-
scribed in section 71(a) received by the 
wife for herself and any other person or 
persons are includible in whole in the 
wife’s income, whether or not the 
amount or portion for such other per-
son or persons is designated. 

§ 1.71–1T Alimony and separate main-
tenance payments (temporary). 

(a) In general. 
Q–1 What is the income tax treat-

ment of alimony or separate mainte-
nance payments? 

A–1 Alimony or separate mainte-
nance payments are, under section 71, 
included in the gross income of the 
payee spouse and, under section 215, al-
lowed as a deduction from the gross in-
come of the payor spouse. 

Q–2 What is an alimony or separate 
maintenance payment? 

A–2 An alimony or separate mainte-
nance payment is any payment re-
ceived by or on behalf of a spouse 

(which for this purpose includes a 
former spouse) of the payor under a di-
vorce or separation instrument that 
meets all of the following require-
ments: 

(a) The payment is in cash (see A–5). 
(b) The payment is not designated as 

a payment which is excludible from the 
gross income of the payee and non-
deductible by the payor (see A–8). 

(c) In the case of spouses legally sep-
arated under a decree of divorce or sep-
arate maintenance, the spouses are not 
members of the same household at the 
time the payment is made (see A–9). 

(d) The payor has no liability to con-
tinue to make any payment after the 
death of the payee (or to make any 
payment as a substitute for such pay-
ment) and the divorce or separation in-
strument states that there is no such 
liability (see A–10). 

(e) The payment is not treated as 
child support (see A–15). 

(f) To the extent that one or more an-
nual payments exceed $10,000 during 
any of the 6-post-separation years, the 
payor is obligated to make annual pay-
ments in each of the 6-post-separation 
years (see A–19). 

Q–3 In order to be treated as ali-
mony or separate maintenance pay-
ments, must the payments be ‘‘peri-
odic’’ as that term was defined prior to 
enactment of the Tax Reform Act of 
1984 or be made in discharge of a legal 
obligation of the payor to support the 
payee arising out of a marital or fam-
ily relationship? 

A–3 No. The Tax Reform Act of 1984 
replaces the old requirements with the 
requirements described in A–2 above. 
Thus, the requirements that alimony 
or separate maintenance payments be 
‘‘periodic’’ and be made in discharge of 
a legal obligation to support arising 
out of a marital or family relationship 
have been eliminated. 

Q–4 Are the instruments described 
in section 71(a) of prior law the same as 
divorce or separation instruments de-
scribed in section 71, as amended by 
the Tax Reform Act of 1984? 

A–4 Yes. 
(b) Specific requirements. 
Q–5 May alimony or separate main-

tenance payments be made in a form 
other than cash? 
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A–5 No. Only cash payments (in-
cluding checks and money orders pay-
able on demand) qualify as alimony or 
separate maintenance payments. 
Transfers of services or property (in-
cluding a debt instrument of a third 
party or an annuity contract), execu-
tion of a debt instrument by the payor, 
or the use of property of the payor do 
not qualify as alimony or separate 
maintenance payments. 

Q–6 May payments of cash to a third 
party on behalf of a spouse qualify as 
alimony or separate maintenance pay-
ments if the payments are pursuant to 
the terms of a divorce or separation in-
strument? 

A–6 Yes. Assuming all other re-
quirements are satisfied, a payment of 
cash by the payor spouse to a third 
party under the terms of the divorce or 
separation instrument will qualify as a 
payment of cash which is received ‘‘on 
behalf of a spouse’’. For example, cash 
payments of rent, mortgage, tax, or 
tuition liabilities of the payee spouse 
made under the terms of the divorce or 
separation instrument will qualify as 
alimony or separate maintenance pay-
ments. Any payments to maintain 
property owned by the payor spouse 
and used by the payee spouse (includ-
ing mortgage payments, real estate 
taxes and insurance premiums) are not 
payments on behalf of a spouse even if 
those payments are made pursuant to 
the terms of the divorce or separation 
instrument. Premiums paid by the 
payor spouse for term or whole life in-
surance on the payor’s life made under 
the terms of the divorce or separation 
instrument will qualify as payments on 
behalf of the payee spouse to the ex-
tent that the payee spouse is the owner 
of the policy. 

Q–7 May payments of cash to a third 
party on behalf of a spouse qualify as 
alimony or separate maintenance pay-
ments if the payments are made to the 
third party at the written request of 
the payee spouse? 

A–7 Yes. For example, instead of 
making an alimony or separate main-
tenance payment directly to the payee, 
the payor spouse may make a cash pay-
ment to a charitable organization if 
such payment is pursuant to the writ-
ten request, consent or ratification of 
the payee spouse. Such request, con-

sent or ratification must state that the 
parties intend the payment to be treat-
ed as an alimony or separate mainte-
nance payment to the payee spouse 
subject to the rules of section 71, and 
must be received by the payor spouse 
prior to the date of filing of the payor’s 
first return of tax for the taxable year 
in which the payment was made. 

Q–8 How may spouses designate that 
payments otherwise qualifying as ali-
mony or separate maintenance pay-
ments shall be excludible from the 
gross income of the payee and non-
deductible by the payor? 

A–8 The spouses may designate that 
payments otherwise qualifying as ali-
mony or separate maintenance pay-
ments shall be nondeductible by the 
payor and excludible from gross in-
come by the payee by so providing in a 
divorce or separation instrument (as 
defined in section 71(b)(2)). If the 
spouses have executed a written sepa-
ration agreement (as described in sec-
tion 71(b)(2)(B)), any writing signed by 
both spouses which designates other-
wise qualifying alimony or separate 
maintenance payments as nondeduct-
ible and excludible and which refers to 
the written separation agreement will 
be treated as a written separation 
agreement (and thus a divorce or sepa-
ration instrument) for purposes of the 
preceding sentence. If the spouses are 
subject to temporary support orders (as 
described in section 71(b)(2)(C)), the 
designation of otherwise qualifying ali-
mony or separate payments as non-
deductible and excludible must be 
made in the original or a subsequent 
temporary support order. A copy of the 
instrument containing the designation 
of payments as not alimony or separate 
maintenance payments must be at-
tached to the payee’s first filed return 
of tax (Form 1040) for each year in 
which the designation applies. 

Q–9 What are the consequences if, at 
the time a payment is made, the payor 
and payee spouses are members of the 
same household? 

A–9 Generally, a payment made at 
the time when the payor and payee 
spouses are members of the same 
household cannot qualify as an ali-
mony or separate maintenance pay-
ment if the spouses are legally sepa-
rated under a decree of divorce or of 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00146 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



135 

Internal Revenue Service, Treasury § 1.71–1T 

separate maintenance. For purposes of 
the preceding sentence, a dwelling unit 
formerly shared by both spouses shall 
not be considered two separate house-
holds even if the spouses physically 
separate themselves within the dwell-
ing unit. The spouses will not be treat-
ed as members of the same household if 
one spouse is preparing to depart from 
the household of the other spouse, and 
does depart not more than one month 
after the date the payment is made. If 
the spouses are not legally separated 
under a decree of divorce or separate 
maintenance, a payment under a writ-
ten separation agreement or a decree 
described in section 71(b)(2)(C) may 
qualify as an alimony or separate 
maintenance payment notwithstanding 
that the payor and payee are members 
of the same household at the time the 
payment is made. 

Q–10 Assuming all other require-
ments relating to the qualification of 
certain payments as alimony or sepa-
rate maintenance payments are met, 
what are the consequences if the payor 
spouse is required to continue to make 
the payments after the death of the 
payee spouse? 

A–10 None of the payments before 
(or after) the death of the payee spouse 
qualify as alimony or separate mainte-
nance payments. 

Q–11 What are the consequences if 
the divorce or separation instrument 
fails to state that there is no liability 
for any period after the death of the 
payee spouse to continue to make any 
payments which would otherwise qual-
ify as alimony or separate maintenance 
payments? 

A–11 If the instrument fails to in-
clude such a statement, none of the 
payments, whether made before or 
after the death of the payee spouse, 
will qualify as alimony or separate 
maintenance payments. 

Example 1. A is to pay B $10,000 in cash each 
year for a period of 10 years under a divorce 
or separation instrument which does not 
state that the payments will terminate upon 
the death of B. None of the payments will 
qualify as alimony or separate maintenance 
payments. 

Example 2. A is to pay B $10,000 in cash each 
year for a period of 10 years under a divorce 
or separation instrument which states that 
the payments will terminate upon the death 
of B. In addition, under the instrument, A is 

to pay B or B’s estate $20,000 in cash each 
year for a period of 10 years. Because the 
$20,000 annual payments will not terminate 
upon the death of B, these payments will not 
qualify as alimony or separate maintenance 
payments. However, the separate $10,000 an-
nual payments will qualify as alimony or 
separate maintenance payments. 

Q–12 Will a divorce or separation in-
strument be treated as stating that 
there is no liability to make payments 
after the death of the payee spouse if 
the liability to make such payments 
terminates pursuant to applicable local 
law or oral agreement? 

A–12 No. Termination of the liabil-
ity to make payments must be stated 
in the terms of the divorce or separa-
tion instrument. 

Q–13 What are the consequences if 
the payor spouse is required to make 
one or more payments (in cash or prop-
erty) after the death of the payee 
spouse as a substitute for the continu-
ation of pre-death payments which 
would otherwise qualify as alimony or 
separate maintenance payments? 

A–13 If the payor spouse is required 
to make any such substitute payments, 
none of the otherwise qualifying pay-
ments will qualify as alimony or sepa-
rate maintenance payments. The di-
vorce or separation instrument need 
not state, however, that there is no li-
ability to make any such substitute 
payment. 

Q–14 Under what circumstances will 
one or more payments (in cash or prop-
erty) which are to occur after the 
death of the payee spouse be treated as 
a substitute for the continuation of 
payments which would otherwise qual-
ify as alimony or separate maintenance 
payments? 

A–14 To the extent that one or more 
payments are to begin to be made, in-
crease in amount, or become acceler-
ated in time as a result of the death of 
the payee spouse, such payments may 
be treated as a substitute for the con-
tinuation of payments terminating on 
the death of the payee spouse which 
would otherwise qualify as alimony or 
separate maintenance payments. The 
determination of whether or not such 
payments are a substitute for the con-
tinuation of payments which would 
otherwise qualify as alimony or sepa-
rate maintenance payments, and of the 
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amount of the otherwise qualifying ali-
mony or separate maintenance pay-
ments for which any such payments 
are a substitute, will depend on all of 
the facts and circumstances. 

Example 1. Under the terms of a divorce de-
cree, A is obligated to make annual alimony 
payments to B of $30,000, terminating on the 
earlier of the expiration of 6 years or the 
death of B. B maintains custody of the minor 
children of A and B. The decree provides that 
at the death of B, if there are minor children 
of A and B remaining, A will be obligated to 
make annual payments of $10,000 to a trust, 
the income and corpus of which are to be 
used for the benefit of the children until the 
youngest child attains the age of majority. 
These facts indicate that A’s liability to 
make annual $10,000 payments in trust for 
the benefit of his minor children upon the 
death of B is a substitute for $10,000 of the 
$30,000 annual payments to B. Accordingly, 
$10,000 of each of the $30,000 annual payments 
to B will not qualify as alimony or separate 
maintenance payments. 

Example 2. Under the terms of a divorce de-
cree, A is obligated to make annual alimony 
payments to B of $30,000, terminating on the 
earlier of the expiration of 15 years or the 
death of B. The divorce decree provides that 
if B dies before the expiration of the 15 year 
period, A will pay to B’s estate the difference 
between the total amount that A would have 
paid had B survived, minus the amount actu-
ally paid. For example, if B dies at the end 
of the 10th year in which payments are 
made, A will pay to B’s estate $150,000 
($450,000–$300,000). These facts indicate that 
A’s liability to make a lump sum payment to 
B’s estate upon the death of B is a substitute 
for the full amount of each of the annual 
$30,000 payments to B. Accordingly, none of 
the annual $30,000 payments to B will qualify 
as alimony or separate maintenance pay-
ments. The result would be the same if the 
lump sum payable at B’s death were dis-
counted by an appropriate interest factor to 
account for the prepayment. 

(c) Child support payments. 
Q–15 What are the consequences of a 

payment which the terms of the di-
vorce or separation instrument fix as 
payable for the support of a child of the 
payor spouse? 

A–15 A payment which under the 
terms of the divorce or separation in-
strument is fixed (or treated as fixed) 
as payable for the support of a child of 
the payor spouse does not qualify as an 
alimony or separate maintenance pay-
ment. Thus, such a payment is not de-
ductible by the payor spouse or includ-
ible in the income of the payee spouse. 

Q–16 When is a payment fixed (or 
treated as fixed) as payable for the sup-
port of a child of the payor spouse? 

A–16 A payment is fixed as payable 
for the support of a child of the payor 
spouse if the divorce or separation in-
strument specifically designates some 
sum or portion (which sum or portion 
may fluctuate) as payable for the sup-
port of a child of the payor spouse. A 
payment will be treated as fixed as 
payable for the support of a child of the 
payor spouse if the payment is reduced 
(a) on the happening of a contingency 
relating to a child of the payor, or (b) 
at a time which can clearly be associ-
ated with such a contingency. A pay-
ment may be treated as fixed as pay-
able for the support of a child of the 
payor spouse even if other separate 
payments specifically are designated as 
payable for the support of a child of the 
payor spouse. 

Q–17 When does a contingency re-
late to a child of the payor? 

A–17 For this purpose, a contin-
gency relates to a child of the payor if 
it depends on any event relating to 
that child, regardless of whether such 
event is certain or likely to occur. 
Events that relate to a child of the 
payor include the following: the child’s 
attaining a specified age or income 
level, dying, marrying, leaving school, 
leaving the spouse’s household, or gain-
ing employment. 

Q–18 When will a payment be treat-
ed as to be reduced at a time which can 
clearly be associated with the hap-
pening of a contingency relating to a 
child of the payor? 

A–18 There are two situations, de-
scribed below, in which payments 
which would otherwise qualify as ali-
mony or separate maintenance pay-
ments will be presumed to be reduced 
at a time clearly associated with the 
happening of a contingency relating to 
a child of the payor. In all other situa-
tions, reductions in payments will not 
be treated as clearly associated with 
the happening of a contingency relat-
ing to a child of the payor. 

The first situation referred to above 
is where the payments are to be re-
duced not more than 6 months before 
or after the date the child is to attain 
the age of 18, 21, or local age of major-
ity. The second situation is where the 
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payments are to be reduced on two or 
more occasions which occur not more 
than one year before or after a dif-
ferent child of the payor spouse attains 
a certain age between the ages of 18 
and 24, inclusive. The certain age re-
ferred to in the preceding sentence 
must be the same for each such child, 
but need not be a whole number of 
years. 

The presumption in the two situa-
tions described above that payments 
are to be reduced at a time clearly as-
sociated with the happening of a con-
tingency relating to a child of the 
payor may be rebutted (either by the 
Service or by taxpayers) by showing 
that the time at which the payments 
are to be reduced was determined inde-
pendently of any contingencies relat-
ing to the children of the payor. The 
presumption in the first situation will 
be rebutted conclusively if the reduc-
tion is a complete cessation of alimony 
or separate maintenance payments 
during the sixth post-separation year 
(described in A–21) or upon the expira-
tion of a 72-month period. The pre-
sumption may also be rebutted in other 
circumstances, for example, by show-
ing that alimony payments are to be 
made for a period customarily provided 
in the local jurisdiction, such as a pe-
riod equal to one-half the duration of 
the marriage. 

Example: A and B are divorced on July 1, 
1985, when their children, C (born July 15, 
1970) and D (born September 23, 1972), are 14 
and 12, respectively. Under the divorce de-
cree, A is to make alimony payments to B of 
$2,000 per month. Such payments are to be 
reduced to $1,500 per month on January 1, 
1991 and to $1,000 per month on January 1, 
1995. On January 1, 1991, the date of the first 
reduction in payments, C will be 20 years 5 
months and 17 days old. On January 1, 1995, 
the date of the second reduction in pay-
ments, D will be 22 years 3 months and 9 days 
old. Each of the reductions in payments is to 
occur not more than one year before or after 
a different child of A attains the age of 21 
years and 4 months. (Actually, the reduc-
tions are to occur not more than one year 
before or after C and D attain any of the ages 
21 years 3 months and 9 days through 21 
years 5 months and 17 days.) Accordingly, 
the reductions will be presumed to clearly be 
associated with the happening of a contin-
gency relating to C and D. Unless this pre-
sumption is rebutted, payments under the di-
vorce decree equal to the sum of the reduc-
tion ($1,000 per month) will be treated as 

fixed for the support of the children of A and 
therefore will not qualify as alimony or sepa-
rate maintenance payments. 

(d) Excess front-loading rules. 
Q–19 What are the excess front-load-

ing rules? 
A–19 The excess front-loading rules 

are two special rules which may apply 
to the extent that payments in any cal-
endar year exceed $10,000. The first rule 
is a minimum term rule, which must be 
met in order for any annual payment, 
to the extent in excess of $10,000, to 
qualify as an alimony or separate 
maintenance payment (see A–2(f)). This 
rule requires that alimony or separate 
maintenance payments be called for, at 
a minimum, during the 6 ‘‘post-separa-
tion years’’. The second rule is a recap-
ture rule which characterizes payments 
retrospectively by requiring a recal-
culation and inclusion in income by 
the payor and deducation by the payee 
of previously paid alimony or separate 
maintenance payment to the extent 
that the amount of such payments dur-
ing any of the 6 ‘‘post-separation 
years’’ falls short of the amount of 
payments during a prior year by more 
than $10,000. 

Q–20 Do the excess front-loading 
rules apply to payments to the extent 
that annual payments never exceed 
$10,000? 

A–20 No. For example, A is to make 
a single $10,000 payment to B. Provided 
that the other requirements of section 
71 are met, the payment will qualify as 
an alimony or separate maintenance 
payment. If A were to make a single 
$15,000 payment to B, $10,000 of the pay-
ment would qualify as an alimony or 
separate maintenance payment and 
$5,000 of the payment would be dis-
qualified under the minimum term rule 
because payments were not to be made 
for the minimum period. 

Q–21 Do the excess front-loading 
rules apply to payments received under 
a decree described in section 
71(b)(2)(C)? 

A–21 No. Payments under decrees 
described in section 71(b)(2)(C) are to be 
disregarded entirely for purposes of ap-
plying the excess front-loading rules. 

Q–22 Both the minimum term rule 
and the recapture rule refer to 6 ‘‘post- 
separation years’’. What are the 6 ‘‘post 
separation years’’? 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00149 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



138 

26 CFR Ch. I (4–1–15 Edition) § 1.71–1T 

A–22 The 6 ‘‘post-separation years’’ 
are the 6 consecutive calendar years 
beginning with the first calendar year 
in which the payor pays to the payee 
an alimony or separate maintenance 
payment (except a payment made 
under a decree described in section 
71(b)(2)(C)). Each year within this pe-
riod is referred to as a ‘‘post-separation 
year’’. The 6-year period need not com-
mence with the year in which the 
spouses separate or divorce, or with the 
year in which payments under the di-
vorce or separation instrument are 
made, if no payments during such year 
qualify as alimony or separate mainte-
nance payments. For example, a decree 
for the divorce of A and B is entered in 
October, 1985. The decree requires A to 
make monthly payments to B com-
mencing November 1, 1985, but A and B 
are members of the same household 
until February 15, 1986 (and as a result, 
the payments prior to January 16, 1986, 
do not qualify as alimony payments). 
For purposes of applying the excess 
front-loading rules to payments from A 
to B, the 6 calendar years 1986 through 
1991 are post-separation years. If a 
spouse has been making payments pur-
suant to a divorce or separation instru-
ment described in section 71(b)(2) (A) or 
(B), a modification of the instrument 
or the substitution of a new instru-
ment (for example, the substitution of 
a divorce decree for a written separa-
tion agreement) will not result in the 
creation of additional post-separation 
years. However, if a spouse has been 
making payments pursuant to a di-
vorce or separation instrument de-
scribed in section 71(b)(2)(C), the 6-year 
period does not begin until the first 
calendar year in which alimony or sep-
arate maintenance payments are made 
under a divorce or separation instru-
ment described in section 71(b)(2) (A) or 
(B). 

Q–23 How does the minimum term 
rule operate? 

A–23 The minimum term rule oper-
ates in the following manner. To the 
extent payments are made in excess of 
$10,000, a payment will qualify as an al-
imony or separate maintenance pay-
ment only if alimony or separate main-
tenance payments are to be made in 
each of the 6 post-separation years. For 
example, pursuant to a divorce decree, 

A is to make alimony payments to B of 
$20,000 in each of the 5 calendar years 
1985 through 1989. A is to make no pay-
ment in 1990. Under the minimum term 
rule, only $10,000 will qualify as an ali-
mony payment in each of the calendar 
years 1985 through 1989. If the divorce 
decree also required A to make a $1 
payment in 1990, the minimum term 
rule would be satisfied and $20,000 
would be treated as an alimony pay-
ment in each of the calendar years 1985 
through 1989. The recapture rule would, 
however, apply for 1990. For purposes of 
determining whether alimony or sepa-
rate maintenance payments are to be 
made in any year, the possible termi-
nation of such payments upon the hap-
pening of a contingency (other than 
the passage of time) which has not yet 
occurred is ignored (unless such contin-
gency may cause all or a portion of the 
payment to be treated as a child sup-
port payment). 

Q–24 How does the recapture rule 
operate? 

A–24 The recapture rule operates in 
the following manner. If the amount of 
alimony or separate maintenance pay-
ments paid in any post-separation year 
(referred to as the ‘‘computation 
year’’) falls short of the amount of ali-
mony or separate maintenance pay-
ments paid in any prior post-separation 
year by more than $10,000, the payor 
must compute an ‘‘excess amount’’ for 
the computation year. The excess 
amount for any computation year is 
the sum of excess amounts determined 
with respect to each prior post-separa-
tion year. The excess amount deter-
mined with respect to a prior post-sep-
aration year is the excess of (1) the 
amount of alimony or separate mainte-
nance payments paid by the payor 
spouse during such prior post-separa-
tion year, over (2) the amount of the 
alimony or separate maintenance pay-
ments paid by the payor spouse during 
the computation year plus $10,000. For 
purposes of this calculation, the 
amount of alimony or separate mainte-
nance payments made by the payor 
spouse during any post-separation year 
preceding the computation year is re-
duced by any excess amount previously 
determined with respect to such year. 
The rules set forth above may be illus-
trated by the following example. A 
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makes alimony payments to B of 
$25,000 in 1985 and $12,000 in 1986. The 
excess amount with respect to 1985 that 
is recaptured in 1986 is $3,000 ($25,000¥ 

($12,000+$10,000)). For purposes of subse-
quent computation years, the amount 
deemed paid in 1985 is $22,000. If A 
makes alimony payments to B of $1,000 
in 1987, the excess amount that is re-
captured in 1987 will be $12,000. This is 
the sum of an $11,000 excess amount 
with respect to 1985 
($22,000¥$1,000+$10,000)) and a $1,000 ex-
cess amount with respect to 1986 
($12,000¥($1,000+$10,000)). If, prior to 
the end of 1990, payments decline fur-
ther, additional recapture will occur. 
The payor spouse must include the ex-
cess amount in gross income for his/her 
taxable year begining with or in the 
computation year. The payee spouse is 
allowed a deduction for the excess 
amount in computing adjusted gross 
income for his/her taxable year begin-
ning with or in the computation year. 
However, the payee spouse must com-
pute the excess amount by reference to 
the date when payments were made 
and not when payments were received. 

Q–25 What are the exceptions to the 
recapture rule? 

A–25 Apart from the $10,000 thresh-
old for application of the recapture 
rule, there are three exceptions to the 
recapture rule. The first exception is 
for payments received under temporary 
support orders described in section 
71(b)(2)(C) (see A–21). The second excep-
tion is for any payment made pursuant 
to a continuing liability over the pe-
riod of the post-separation years to pay 
a fixed portion of the payor’s income 
from a business or property or from 
compensation for employment or self- 
employment. The third exception is 
where the alimony or separate 
manitenance payments in any post-sep-
aration year cease by reason of the 
death of the payor or payee or the re-
marriage (as defined under applicable 
local law) of the payee before the close 
of the computation year. For example, 
pursuant to a divorce decree, A is to 
make cash payments to B of $30,000 in 
each of the calendar years 1985 through 
1990. A makes cash payments of $30,000 
in 1985 and $15,000 in 1986, in which year 
B remarries and A’s alimony payments 
cease. The recapture rule does not 

apply for 1986 or any subsequent year. 
If alimony or separate maintenance 
payments made by A decline or cease 
during a post-separation year for any 
other reason (including a failure by the 
payor to make timely payments, a 
modification of the divorce or separa-
tion instrument, a reduction in the 
support needs of the payee, or a reduc-
tion in the ability of the payor to pro-
vide support) excess amounts with re-
spect to prior post-separation years 
will be subject to recapture. 

(e) Effective dates. 
Q–26 When does section 71, as 

amended by the Tax Reform Act of 
1984, become effective? 

A–26 Generally, section 71, as 
amended, is effective with respect to 
divorce or separation instruments (as 
defined in section 71(b)(2)) executed 
after December 31, 1984. If a decree of 
divorce or separate maintenance exe-
cuted after December 31, 1984, incor-
porates or adopts without change the 
terms of the alimony or separate main-
tenance payments under a divorce or 
separation instrument executed before 
January 1, 1985, such decree will be 
treated as executed before January 1, 
1985. A change in the amount of ali-
mony or separate maintenance pay-
ments or the time period over which 
such payments are to continue, or the 
addition or deletion of any contin-
gencies or conditions relating to such 
payments is a change in the terms of 
the alimony or separate maintenance 
payments. For example, in November 
1984, A and B executed a written sepa-
ration agreement. In February 1985, a 
decree of divorce is entered in substi-
tution for the written separation 
agreement. The decree of divorce does 
not change the terms of the alimony A 
pays to B. The decree of divorce will be 
treated as executed before January 1, 
1985 and hence alimony payments 
under the decree will be subject to the 
rules of section 71 prior to amendment 
by the Tax Reform Act of 1984. If the 
amount or time period of the alimony 
or separate maintenance payments are 
not specified in the pre-1985 separation 
agreement or if the decree of divorce 
changes the amount or term of such 
payments, the decree of divorce will 
not be treated as executed before Janu-
ary 1, 1985, and alimony payments 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00151 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



140 

26 CFR Ch. I (4–1–15 Edition) § 1.71–2 

under the decree will be subject to the 
rules of section 71, as amended by the 
Tax Reform Act of 1984. 

Section 71, as amended, also applies 
to any divorce or separation instru-
ment executed (or treated as executed) 
before January 1, 1985 that has been 
modified on or after January 1, 1985, if 
such modification expressly provides 
that section 71, as amended by the Tax 
Reform Act of 1984, shall apply to the 
instrument as modified. In this case, 
section 71, as amended, is effective 
with respect to payments made after 
the date the instrument is modified. 

(Secs. 1041(d)(4) (98 Stat. 798, 26 U.S.C. 
1041(d)(4), 152(e)(2)(A) (98 Stat. 802, 26 U.S.C. 
152(e)(2)(A), 215(c) (98 Stat. 800, 26 U.S.C. 
215(c)) and 7805 (68A Stat. 917, 26 U.S.C. 7805) 
of the Internal Revenue Code of 1954. 

[T.D. 7973, 49 FR 34455, Aug. 31, 1984; 49 FR 
36645, Sept. 19, 1984] 

§ 1.71–2 Effective date; taxable years 
ending after March 31, 1954, subject 
to the Internal Revenue Code of 
1939. 

Pursuant to section 7851(a)(1)(C), the 
regulations prescribed in § 1.71–1, to the 
extent that they relate to payments 
under a written separation agreement 
executed after August 16, 1954, and to 
the extent that they relate to pay-
ments under a decree for support re-
ceived after August 16, 1954, under a de-
cree entered after March 1, 1954, shall 
also apply to taxable years beginning 
before January 1, 1954, and ending after 
August 16, 1954, although such years 
are subject to the Internal Revenue 
Code of 1939. 

§ 1.72–1 Introduction. 

(a) General principle. Section 72 pre-
scribes rules relating to the inclusion 
in gross income of amounts received 
under a life insurance, endowment, or 
annuity contract unless such amounts 
are specifically excluded from gross in-
come under other provisions of Chapter 
1 of the Code. In general, these rules 
provide that amounts subject to the 
provisions of section 72 are includible 
in the gross income of the recipient ex-
cept to the extent that they are consid-
ered to represent a reduction or return 
of premiums or other consideration 
paid. 

(b) Amounts to be considered as a re-
turn of premiums. For the purpose of de-
termining the extent to which amounts 
received represent a reduction or re-
turn of premiums or other consider-
ation paid, the provisions of section 72 
distinguish between ‘‘amounts received 
as an annuity’’ and ‘‘amounts not re-
ceived as an annuity’’. In general, 
‘‘amounts received as an annuity’’ are 
amounts which are payable at regular 
intervals over a period of more than 
one full year from the date on which 
they are deemed to begin, provided the 
total of the amounts so payable or the 
period for which they are to be paid 
can be determined as of that date. See 
paragraph (b) (2) and (3) of § 1.72–2. Any 
other amounts to which the provisions 
of section 72 apply are considered to be 
‘‘amounts not received as an annuity’’. 
See § 1.72–11. 

(c) ‘‘Amounts received as an annuity.’’ 
(1) In the case of ‘‘amounts received as 
an annuity’’ (other than certain em-
ployees’ annuities described in section 
72(d) and in § 1.72–13), a proportionate 
part of each amount so received is con-
sidered to represent a return of pre-
miums or other consideration paid. The 
proportionate part of each annuity 
payment which is thus excludable from 
gross income is determined by the 
ratio which the investment in the con-
tract as of the date on which the annu-
ity is deemed to begin bears to the ex-
pected return under the contract as of 
that date. See § 1.72–4. 

(2) In the case of employees’ annu-
ities of the type described in section 
72(d), no amount received as an annu-
ity in a taxable year to which the In-
ternal Revenue Code of 1954 applies is 
includible in the gross income of a re-
cipient until the aggregate of all 
amounts received thereunder and ex-
cluded from gross income under the ap-
plicable income tax law exceeds the 
consideration contributed (or deemed 
contributed) by the employee under 
§ 1.72–8. Thereafter, all amounts so re-
ceived are includible in the gross in-
come of the recipient. See § 1.72–13. 

(d) ‘‘Amounts not received as an annu-
ity’’. In the case of ‘‘amounts not re-
ceived as an annuity’’, if such amounts 
are received after an annuity has begun 
and during its continuance, amounts so 
received are generally includible in the 
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gross income of the recipient. Amounts 
not received as an annuity which are 
received at any other time are gen-
erally includible in the gross income of 
the recipient only to the extent that 
such amounts, when added to all 
amounts previously received under the 
contract which were excludable from 
the gross income of the recipient under 
the income tax law applicable at the 
time of receipt, exceed the premiums 
or other consideration paid (see § 1.72– 
11). However, if the aggregate of pre-
miums or other consideration paid for 
the contract includes amounts for 
which a deduction was allowed under 
section 404 as contributions on behalf 
of an owner-employee, the amounts re-
ceived under the circumstances of the 
preceding sentence shall be includible 
in gross income until the amount so in-
cluded equals the amount for which the 
deduction was so allowed. See para-
graph (b) of § 1.72–17. 

(e) Classification of recipients. For the 
purpose of the regulations under sec-
tion 72, a recipient shall be considered 
an ‘‘annuitant’’ if he receives amounts 
under an annuity contract during the 
period that the annuity payments are 
to continue, whether for a term certain 
or during the continuing life or lives of 
the person or persons whose lives meas-
ure the duration of such annuity. How-
ever, a recipient shall be considered a 
‘‘beneficiary’’ rather than an ‘‘annu-
itant’’ if the amounts he receives under 
a contract are received after the term 
of the annuity for a life or lives has ex-
pired and such amounts are paid by 
reason of the fact that the contract 
guarantees that payments of some 
minimum amount or for some min-
imum period shall be made. For special 
rules with respect to beneficiaries, see 
paragraphs (a)(1)(iii) and (c) of § 1.72–11. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6676, 28 FR 10134, Sept. 17, 
1963] 

§ 1.72–2 Applicability of section. 
(a) Contracts. (1) The contracts under 

which amounts paid will be subject to 
the provisions of section 72 include 
contracts which are considered to be 
life insurance, endowment, and annuity 
contracts in accordance with the cus-
tomary practice of life insurance com-
panies. For the purposes of section 72, 

however, it is immaterial whether such 
contracts are entered into with an in-
surance company. The term ‘‘endow-
ment contract’’ also includes the ‘‘face- 
amount certificates’’ described in sec-
tion 72(1). 

(2) If two or more annuity obligations 
or elements to which section 72 applies 
are acquired for a single consideration, 
such as an obligation to pay an annuity 
to A for his life accompanied by an ob-
ligation to pay an annuity to B for his 
life, there being a single consideration 
paid for both obligations (whether paid 
by one or more persons in equal or dif-
ferent amounts, and whether paid in a 
single sum or otherwise), such annuity 
elements shall be considered to com-
prise a single contract for the purpose 
of the application of section 72 and the 
regulations thereunder. For rules relat-
ing to the allocation of investment in 
the contract in the case of annuity ele-
ments payable to two or more persons, 
see paragraph (b) of § 1.72–6. 

(3)(i) Sections 402 and 403 provide 
that certain distributions by employ-
ees’ trusts and certain payments under 
employee plans are taxable under sec-
tion 72. For taxable years beginning be-
fore January 1, 1964, section 72(e)(3), as 
in effect before such date, does not 
apply to such distributions or pay-
ments. For purposes of applying sec-
tion 72 to such distributions and pay-
ments (other than those described in 
subdivision (iii) of this subparagraph), 
each separate program of the employer 
consisting of interrelated contributions 
and benefits shall be considered a sin-
gle contract. Therefore, all distribu-
tions or payments (other than those 
described in subdivision (iii) of this 
subparagraph) which are attributable 
to a separate program of interrelated 
contributions and benefits are consid-
ered as received under a single con-
tract. A separate program of inter-
related contributions and benefits may 
be financed by the purchase from an in-
surance company of one or more group 
contracts or one or more individual 
contracts, or may be financed partly by 
the purchase of contracts from an in-
surance company and partly through 
an investment fund, or may be financed 
completely through an investment 
fund. A program may be considered 
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separate for purposes of section 72 al-
though it is only a part of a plan which 
qualifies under section 401. There may 
be several trusts under one separate 
program, or several separate programs 
may make use of a single trust. See, 
however, subdivision (iii) of this sub-
paragraph for rules relating to what 
constitutes a ‘‘contract’’ for purposes 
of applying section 72 to distributions 
commencing before October 20, 1960. 

(ii) The following types of benefits, 
and the contributions used to provide 
them, are examples of separate pro-
grams of interrelated contributions 
and benefits: 

(a) Definitely determinable retire-
ment benefits. 

(b) Definitely determinable benefits 
payable prior to retirement in case of 
disability. 

(c) Life insurance. 
(d) Accident and health insurance. 

However, retirement benefits and life 
insurance will be considered part of a 
single separate program of interrelated 
contributions and benefits to the ex-
tent they are provided under retire-
ment income, endowment, or other 
contracts providing life insurance pro-
tection. See examples (6), (7), and (8) 
contained in subdivision (iv) of this 
subparagraph for illustrations of the 
principles of this subdivision. See, also, 
§ 1.72–15 for rules relating to the tax-
ation of amounts received under an em-
ployee plan which provides both retire-
ment benefits and accident and health 
benefits. 

(iii) If any amount which is taxable 
under section 72 by reason of section 
402 or 403 is actually distributed or 
made available to any person under an 
employees’ trust or plan (other than 
the Civil Service Retirement Act, 5 
U.S.C. ch. 14) before October 20, 1960, 
section 72 shall, notwithstanding any 
other provisions in this subparagraph, 
be applied to all the distributions with 
respect to such person (or his bene-
ficiaries) under such trust or plan 
(whether received before or after Octo-
ber 20, 1960) as though such distribu-
tions were provided under a single con-
tract. For purposes of applying section 
72 to distributions to which this sub-
division applies, therefore, the term 
‘‘contract’’ shall be considered to in-
clude the entire interest of an em-

ployee in each trust or plan described 
in sections 402 and 403 to the extent 
that distributions thereunder are sub-
ject to the provisions of section 72. Sec-
tion 72 shall be applied to distributions 
received under the Civil Service Retire-
ment Act in the manner prescribed in 
subdivision (i) of this subparagraph 
(see example (4) in subdivision (iv) of 
this subparagraph). 

(iv) The application of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example 1. On January 1, 1961, X Corpora-
tion established a noncontributory profit- 
sharing plan for its employees providing that 
the amount standing to the account of each 
participant will be paid to him at the time of 
his retirement and also established a con-
tributory pension plan for its employees pro-
viding for the payment to each participant of 
a lifetime pension after retirement. The 
profit-sharing plan is designed to enable the 
employees to participate in the profits of X 
Corporation; the amount of the contribu-
tions to it are determined by reference to the 
profits of X Corporation; and the amount of 
any distribution is determined by reference 
to the amount of contributions made on be-
half of any participant and the earnings 
thereon. On the other hand, the pension plan 
is designed to provide a lifetime pension for 
a retired employee; the amount of the pen-
sion is to be determined by a formula set 
forth in the plan; and the amount of con-
tributions to the plan is the amount nec-
essary to provide such pensions. In view of 
the fact that each of these plans constitutes 
a separate program of interrelated contribu-
tions and benefits, the distributions from 
each shall be treated as received under a sep-
arate contract. If these plans had been estab-
lished before October 20, 1960, then, in the 
case of an employee who receives a distribu-
tion under the plans before October 20, 1960, 
the determination as to whether that dis-
tribution and all subsequent distributions to 
such employee are received under a single 
contract or under more than one contract 
shall be made by applying the rules in sub-
division (iii) of this subparagraph. On the 
other hand, in the case of an employee who 
does not receive any distribution under these 
plans before October 20, 1960, the determina-
tion as to whether distributions to him are 
received under a single contract or under 
more than one contract shall be made in ac-
cordance with the rules illustrated by this 
example. 

Example 2. On January 1, 1961, Z Corpora-
tion established a profit-sharing plan for its 
employees providing that any employee may 
make contributions, not in excess of 6 per-
cent of his compensation, to a trust and that 
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the employer would make matching con-
tributions out of profits. Under the plan, a 
participant may receive a periodic distribu-
tion of the amount standing in his account 
during any period that he is absent from 
work due to a personal injury or sickness. On 
separation from service, the participant is 
entitled to receive a distribution of the bal-
ance standing in his account in accordance 
with one of several options. One option pro-
vides for the immediate distribution of one- 
half of the account and for the periodic dis-
tribution of the remaining one-half of the ac-
count. In addition, any participant may, 
after the completion of five years of partici-
pation, withdraw any part of his account, 
but in the case of such a withdrawal, the par-
ticipant forfeits his rights to participate in 
the plan for a period of two years. Thus, a 
participant may receive distributions before 
separation from service; he may receive a 
distribution of a lump sum upon separation 
from service; he may also receive periodic 
distributions upon separation from service. 
However, since it is the total amount re-
ceived under all the options that is inter-
related with the contributions to the plan 
and not the amount received under any one 
option, this profit-sharing plan consists of 
only one separate program of interrelated 
contributions and benefits and all distribu-
tions under the plan (regardless of the option 
under which received) are treated as received 
under one contract. However, if, instead of 
providing that the amount standing in an 
employee’s account would be paid to him 
during any period that he is absent from 
work due to a personal injury or sickness, 
the plan provided that a portion of the 
amount in the employee’s account would be 
used to purchase incidental accident and 
health insurance, this plan would consist of 
two separate programs of interrelated con-
tributions and benefits. The accident and 
health insurance, and the contributions used 
to purchase it, would be considered as one 
separate program of interrelated contribu-
tions and benefits and, therefore, a separate 
contract; whereas, the remaining contribu-
tions and benefits would be considered an-
other separate program of interrelated con-
tributions and benefits and, consequently, 
another separate contract. 

Example 3. On January 1, 1961, N Corpora-
tion established a profit-sharing plan for its 
employees providing that the employees may 
make contributions, not in excess of 6 per-
cent of their compensation, to a trust and 
that N Corporation would make matching 
contributions out of its profits. Under the 
plan, the employee may elect each year to 
have his and the employer’s contributions 
for such year placed in either a savings ar-
rangement or a retirement arrangement. 
Such an election is irrevocable. Under the 
savings arrangement, contributions to such 
arrangement for any one year and the earn-

ings thereon will be distributed five years 
later. The retirement arrangement provides 
that all contributions thereto and the earn-
ings thereon will be distributed when the 
employee is separated from the service of N 
Corporation. Since the distributions under 
the retirement arrangement are attributable 
solely to the contributions made to such ar-
rangement and are not affected in any man-
ner by contributions or distributions under 
the savings arrangement or any other plan, 
such distributions are treated as received 
under a separate program of interrelated 
contributions and benefits. Similarly, since 
distributions during any year under the sav-
ings arrangement are attributable only to 
contributions to such arrangement made 
during the fifth preceding year and are not 
affected in any manner by any other con-
tributions to or distributions from such ar-
rangement or any other plan, the savings ar-
rangement constitutes a series of separate 
programs of interrelated contributions and 
benefits. The contributions to the savings ar-
rangement for any year and the distribution 
in a subsequent year based thereon con-
stitute a separate contract for purposes of 
section 72. 

Example 4. The Civil Service Retirement 
Act (5 U.S.C. Ch. 14) which provides retire-
ment benefits for participating employees, 
consists of a compulsory program and a vol-
untary program. Under the compulsory pro-
gram, all participating employees are re-
quired to make certain contributions and, 
upon retirement, are provided retirement 
benefits computed on the basis of compensa-
tion and length of service. Under the vol-
untary program, such participating employ-
ees are permitted to make contributions in 
addition to those required under the compul-
sory program and, upon retirement, are pro-
vided additional retirement benefits com-
puted on the basis of their voluntary con-
tributions. Distributions received under the 
Act constitute distributions from two sepa-
rate contracts for purposes of section 72. Dis-
tributions received under the compulsory 
program are considered as received under a 
separate program of interrelated contribu-
tions and benefits since they are computed 
solely under the compulsory program and 
are not affected by any contributions or dis-
tributions under the voluntary program or 
under any other plan. For similar reasons, 
distributions which are attributable to the 
voluntary contributions are considered as re-
ceived under a separate program of inter-
related contributions and benefits. 

Example 5. On January 1, 1961, M Corpora-
tion established a contributory pension plan 
for its employees and created a trust to 
which it makes contributions to fund such 
plan. The plan provides that each participant 
will receive after age 65 a pension of 11⁄2 per-
cent of his compensation for each year of 
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service performed subsequent to the estab-
lishment of such plan. In order to fund part 
of the benefits under the plan, the trustee 
purchased a group annuity contract. The re-
maining part of the benefits are to be paid 
out of a separate investment fund. This pen-
sion plan constitutes a single program of 
interrelated contributions and benefits and, 
therefore, all distributions received by an 
employee under the plan are considered as 
received under a single contract for purposes 
of section 72. 

Example 6. On January 1, 1961, Y Corpora-
tion established a noncontributory pension 
plan (including incidental death benefits) for 
its employees and created a trust to which it 
makes contributions to fund such plan. The 
plan provides that each participant will re-
ceive after age 65 a pension of 11⁄2 percent of 
his compensation for each year of service 
performed subsequent to the establishment 
of such plan. In addition, such plan provides 
for the payment of a death benefit if the em-
ployee dies before age 65. The trustee funded 
the death benefits through the purchase of a 
group term insurance policy and funded the 
retirement benefits through the purchase of 
a group annuity contract. Because of a sub-
sequent change in funding from the deferred 
annuity method to the deposit administra-
tion method, the trustee purchased a second 
group annuity contract to provide the retire-
ment benefits under the plan accruing after 
the effective date of the change in method of 
funding. Thus, retirement benefits distrib-
uted to an employee whose service with Y 
Corporation commenced before the effective 
date of the change in method of funding will 
be attributable to both group annuity con-
tracts. This pension plan includes two sepa-
rate programs of interrelated contributions 
and benefits. The death benefits, and the 
contributions required to provide them, are 
considered as one separate program of inter-
related contributions and benefits; whereas, 
the retirement benefits, and the contribu-
tions required to provide them, are consid-
ered as another separate program of inter-
related contributions and benefits. There-
fore, any retirement benefits received by an 
employee, whether attributable to one or 
both of the group annuity contracts, shall be 
considered as received under a single con-
tract for purposes of section 72. In deter-
mining the tax treatment of any such retire-
ment benefits under section 72, no amount of 
the premiums used to purchase the group 
term insurance policy shall be taken into ac-
count, since such premiums, and the death 
benefits which they purchased, constitute a 
separate program of interrelated contribu-
tions and benefits. 

Example 7. Assume the same facts as in ex-
ample (6) except that, in lieu of funding the 
benefits in the manner described in that ex-
ample, the trustee purchased individual re-
tirement income contracts from an insur-

ance company. Additional individual retire-
ment income contracts are purchased in 
order to fund any increase in benefits result-
ing from increases in salary. Therefore, dis-
tributions to a particular employee may be 
attributable to a single retirement income 
contract or to more than one such contract. 
All distributions received by an employee 
under the pension plan, whether attributable 
to one or more retirement income contracts 
and whether made directly from the insur-
ance company to the employee or made 
through the trustee, are considered as re-
ceived under a single contract for purposes of 
section 72. For rules relating to the tax 
treatment of contributions and distributions 
under retirement income, endowment, or 
other life insurance contracts purchased by a 
trust described in section 401(a) and exempt 
under section 501(a), see paragraph (a) (2), (3), 
and (4) of § 1.402(a)–1. 

Example 8. Assume the same facts as in ex-
ample (6) except that, in lieu of funding the 
benefits in the manner described in that ex-
ample, the trustee funded the death benefits 
and part of the retirement benefits by pur-
chasing individual retirement income con-
tracts from an insurance company. The re-
maining part of the retirement benefits 
(such as any increase in benefits resulting 
from increases in salary) are to be paid out 
of a separate investment fund. This pension 
plan includes, with respect to each partici-
pant, two separate contracts for purposes of 
section 72. The retirement income contract 
purchased by the trust for each participant 
is a separate program of interrelated con-
tributions and benefits and all distributions 
attributable to such contract (whether made 
directly from the insurance company to the 
employee or made through the trustee) are 
considered as received under a single con-
tract. For rules relating to the tax treat-
ment of contributions and distributions 
under retirement income, endowment, or 
other life insurance contracts purchased by a 
trust described in section 401(a) and exempt 
under section 501(a), see paragraph (a) (2), (3), 
and (4) of § 1.402(a)–1. The remaining distribu-
tions under the plan are considered as re-
ceived under another separate program of 
interrelated contributions and benefits. 

(b) Amounts. (1)(i) In general, the 
amounts to which section 72 applies are 
any amounts received under the con-
tracts described in paragraph (a)(1) of 
this section. However, if such amounts 
are specifically excluded from gross in-
come under other provisions of Chapter 
1 of the Code, section 72 shall not apply 
for the purpose of including such 
amounts in gross income. For example, 
section 72 does not apply to amounts 
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received under a life insurance con-
tract if such amounts are paid by rea-
son of the death of the insured and are 
excludable from gross income under 
section 101(a). See also sections 101(d), 
relating to proceeds of life insurance 
paid at a date later than death, and 
104(a)(4), relating to compensation for 
injuries or sickness. 

(ii) Section 72 does not exclude from 
gross income any amounts received 
under an agreement to hold an amount 
and pay interest thereon. See para-
graph (a) of § 1.72–14. However, section 
72 does apply to amounts received by a 
surviving annuitant under a joint and 
survivor annuity contract since such 
amounts are not considered to be paid 
by reason of the death of an insured. 
For a special deduction for the estate 
tax attributable to the inclusion of the 
value of the interest of a surviving an-
nuitant under a joint and survivor an-
nuity contract in the estate of the de-
ceased primary annuitant, see section 
691(d) and the regulations thereunder. 

(2) Amounts subject to section 72 in 
accordance with subparagraph (1) of 
this paragraph are considered 
‘‘amounts received as an annuity’’ only 
in the event that all of the following 
tests are met: 

(i) They must be received on or after 
the ‘‘annuity starting date’’ as that 
term is defined in paragraph (b) of 
§ 1.72–4; 

(ii) They must be payable in periodic 
installments at regular intervals 
(whether annually, semiannually, quar-
terly, monthly, weekly, or otherwise) 
over a period of more than one full 
year from the annuity starting date; 
and 

(iii) Except as indicated in subpara-
graph (3) of this paragraph, the total of 
the amounts payable must be deter-
minable at the annuity starting date 
either directly from the terms of the 
contract or indirectly by the use of ei-
ther mortality tables or compound in-
terest computations, or both, in con-
junction with such terms and in ac-
cordance with sound actuarial theory. 

For the purpose of determining wheth-
er amounts subject to section 72(d) and 
§ 1.72–13 are ‘‘amounts received as an 
annuity’’, however, the provisions of 
subdivision (i) of this subparagraph 
shall be disregarded. In addition, the 

term ‘‘amounts received as an annu-
ity’’ does not include amounts received 
to which the provisions of paragraph 
(b) or (c) of § 1.72–11 apply, relating to 
dividends and certain amounts received 
by a beneficiary in the nature of a re-
fund. If an amount is to be paid peri-
odically until a fund plus interest at a 
fixed rate is exhausted, but further 
payments may be made thereafter be-
cause of earnings at a higher interest 
rate, the requirements of subdivision 
(iii) of this subparagraph are met with 
respect to the payments determinable 
at the outset by means of computa-
tions involving the fixed interest rate, 
but any payments received after the 
expiration of the period determinable 
by such computations shall be taxable 
as dividends received after the annuity 
starting date in accordance with para-
graph (b)(2) of § 1.72–11. 

(3)(i) Notwithstanding the require-
ment of subparagraph (2)(iii) of this 
paragraph, if amounts are to be re-
ceived for a definite or determinable 
time (whether for a period certain or 
for a life or lives) under a contract 
which provides: 

(a) That the amount of the periodic 
payments may vary in accordance with 
investment experience (as in certain 
profit-sharing plans), cost of living in-
dices, or similar fluctuating criteria, 
or 

(b) For specified payments the value 
of which may vary for income tax pur-
poses, such as in the case of any annu-
ity payable in foreign currency, 

each such payment received shall be 
considered as an amount received as an 
annuity only to the extent that it does 
not exceed the amount computed by di-
viding the investment in the contract, 
as adjusted for any refund feature, by 
the number of periodic payments an-
ticipated during the time that the peri-
odic payments are to be made. If pay-
ments are to be made more frequently 
than annually, the amount so com-
puted shall be multiplied by the num-
ber of periodic payments to be made 
during the taxable year for the purpose 
of determining the total amount which 
may be considered received as an annu-
ity during such year. To this extent, 
the payments received shall be consid-
ered to represent a return of premium 
or other consideration paid and shall 
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be excludable from gross income in the 
taxable year in which received. See 
paragraph (d) (2) and (3) of § 1.72–4. To 
the extent that the payments received 
under the contract during the taxable 
year exceed the total amount thus con-
sidered to be received as an annuity 
during such year, they shall be consid-
ered to be amounts not received as an 
annuity and shall be included in the 
gross income of the recipient. See sec-
tion 72(e) and paragraph (b)(2) of § 1.72– 
11. 

(ii) For purposes of subdivision (i) of 
this subparagraph, the number of peri-
odic payments anticipated during the 
time payments are to be made shall be 
determined by multiplying the number 
of payments to be made each year (a) 
by the number of years payments are 
to be made, or (b) if payments are to be 
made for a life or lives, by the multiple 
found by the use of the appropriate ta-
bles contained in § 1.72–9, as adjusted in 
accordance with the table in paragraph 
(a)(2) of § 1.72–5. 

(iii) For an example of the computa-
tion to be made in accordance with this 
subparagraph and a special election 
which may be made in a taxable year 
subsequent to a taxable year in which 
the total payments received under a 
contract described in this subpara-
graph are less than the total of the 
amounts excludable from gross income 
in such year under subdivision (i) of 
this subparagraph, see paragraph (d)(3) 
of § 1.72–4. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6497, 25 FR 10019, Oct. 20, 
1960; T.D. 6885, 31 FR 7798, June 2, 1966] 

§ 1.72–3 Excludable amounts not in-
come. 

In general, amounts received under 
contracts described in paragraph (a)(1) 
of § 1.72–2 are not to be included in the 
income of the recipient to the extent 
that such amounts are excludable from 
gross income as the result of the appli-
cation of section 72 and the regulations 
thereunder. 

§ 1.72–4 Exclusion ratio. 
(a) General rule. (1)(i) To determine 

the proportionate part of the total 
amount received each year as an annu-
ity which is excludable from the gross 
income of a recipient in the taxable 

year of receipt (other than amounts re-
ceived under (a) certain employee an-
nuities described in section 72(d) and 
§ 1.72–13, or (b) certain annuities de-
scribed in section 72(o) and § 1.122–1), an 
exclusion ratio is to be determined for 
each contract. In general, this ratio is 
determined by dividing the investment 
in the contract as found under § 1.72–6 
by the expected return under such con-
tract as found under § 1.72–5. Where a 
single consideration is given for a par-
ticular contract which provides for two 
or more annuity elements, an exclusion 
ratio shall be determined for the con-
tract as a whole by dividing the invest-
ment in such contract by the aggregate 
of the expected returns under all the 
annuity elements provided thereunder. 
However, where the provisions of para-
graph (b)(3) of § 1.72–2 apply to pay-
ments received under such a contract, 
see paragraph (b)(3) of § 1.72–6. In the 
case of a contract to which § 1.72–6(d) 
(relating to contracts in which 
amounts were invested both before 
July 1, 1986, and after June 30, 1986) ap-
plies, the exclusion ratio for purposes 
of this paragraph (a) is determined in 
accordance with § 1.72–6(d) and, in par-
ticular, § 1.72–6(d)(5)(i). 

(ii) The exclusion ratio for the par-
ticular contract is then applied to the 
total amount received as an annuity 
during the taxable year by each recipi-
ent. See, however, paragraph (e)(3) of 
§ 1.72–5. Any excess of the total amount 
received as an annuity during the tax-
able year over the amount determined 
by the application of the exclusion 
ratio to such total amount shall be in-
cluded in the gross income of the re-
cipient for the taxable year of receipt. 

(2) The principles of subparagraph (1) 
may be illustrated by the following 
example: 

Example. Taxpayer A purchased an annuity 
contract providing for payments of $100 per 
month for a consideration of $12,650. Assum-
ing that the expected return under this con-
tract is $16,000 the exclusion ratio to be used 
by A is $12,650÷16,000; or 79.1 percent (79.06 
rounded to the nearest tenth). If 12 such 
monthly payments are received by A during 
his taxable year, the total amount he may 
exclude from his gross income in such year is 
$949.20 ($1,200×79.1 percent).The balance of 
$250.80 ($1,200 less $949.20) is the amount to be 
included in gross income. If A instead re-
ceived only five such payments during the 
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year, he should exclude $395.50 (500×79.1 per-
cent) of the total amounts received. 

For examples of the computation of the 
exclusion ratio in cases where two an-
nuity elements are acquired for a sin-
gle consideration, see paragraph (b)(1) 
of § 1.72–6. 

(3) The exclusion ratio shall be ap-
plied only to amounts received as an 
annuity within the meaning of that 
term under paragraph (b) (2) and (3) of 
§ 1.72–2. Where the periodic payments 
increase in amount after the annuity 
starting date in a manner not provided 
by the terms of the contract at such 
date, the portion of such payments rep-
resenting the increase is not an 
amount received as an annuity. For the 
treatment of amounts not received as 
an annuity, see section 72(e) and § 1.72– 
11. For special rules where paragraph 
(b)(3) of § 1.72–2 applies to amounts re-
ceived, see paragraph (d)(3) of this sec-
tion. 

(4) After an exclusion ratio has been 
determined for a particular contract, it 
shall be applied to any amounts re-
ceived as an annuity thereunder unless 
or until one of the following occurs: 

(i) The contract is assigned or trans-
ferred for a valuable consideration (see 
section 72(g) and paragraph (a) of § 1.72– 
10); 

(ii) The contract matures or is sur-
rendered, redeemed, or discharged in 
accordance with the provisions of para-
graph (c) or (d) of § 1.72–11; 

(iii) The contract is exchanged (or is 
considered to have been exchanged) in 
a manner described in paragraph (e) of 
§ 1.72–11. 

(b) Annuity starting date. (1) Except as 
provided in subparagraph (2) of this 
paragraph, the annuity starting date is 
the first day of the first period for 
which an amount is received as an an-
nuity, except that if such date was be-
fore January 1, 1954, then the annuity 
starting date is January 1, 1954. The 
first day of the first period for which 
an amount is received as an annuity 
shall be whichever of the following is 
the later: 

(i) The date upon which the obliga-
tions under the contract became fixed, 
or 

(ii) The first day of the period (year, 
half-year, quarter, month, or other-
wise, depending on whether payments 

are to be made annually, semiannually, 
quarterly, monthly, or otherwise) 
which ends on the date of the first an-
nuity payment. 

(2) Notwithstanding the provisions of 
paragraph (b)(1) of this section, the an-
nuity starting date shall be determined 
in accordance with whichever of the 
following provisions is appropriate: 

(i) In the case of a joint and survivor 
annuity contract described in section 
72(i) and paragraph (b)(3) of § 1.72–5, the 
annuity starting date is January 1, 
1954, or the first day of the first period 
for which an amount is received as an 
annuity by the surviving annuitant, 
whichever is the later; 

(ii) In the case of the transfer of an 
annuity contract for a valuable consid-
eration, as described in section 72(g) 
and paragraph (a) of § 1.72–10, the annu-
ity starting date shall be January 1, 
1954, or the first day of the first period 
for which the transferee received an 
amount as an annuity, whichever is the 
later; 

(iii) If the provisions of paragraph (e) 
of § 1.72–11 apply to an exchange of one 
contract for another, or to a trans-
action deemed to be such an exchange, 
the annuity starting date of the con-
tract received (or deemed received) in 
exchange shall be January 1, 1954, or 
the first day of the first period for 
which an amount is received as an an-
nuity under such contract, whichever 
is the later; and 

(iv) In the case of an employee who 
has retired from work because of per-
sonal injuries or sickness, and who is 
receiving amounts under a plan that is 
a wage continuation plan under section 
105(d) and § 1.105–4, the annuity starting 
date shall be the date the employee 
reaches mandatory retirement age, as 
defined in § 1.105–4(a)(3)(i)(B). (See also 
§§ 1.72–15 and 1.105–6 for transitional 
and other special rules.) 

(c) Fiscal year taxpayers. Fiscal year 
taxpayers receiving amounts as annu-
ities in a taxable year to which the In-
ternal Revenue Code of 1954 applies 
shall determine the annuity starting 
date in accordance with section 72(c)(4) 
and this section. The annuity starting 
date for fiscal year taxpayers receiving 
amounts as an annuity in a taxable 
year to which the Internal Revenue 
Code of 1939 applies shall be January 1, 
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1954, except where the first day of the 
first period for which an amount is re-
ceived by such a taxpayer as an annu-
ity is subsequent thereto and before 
the end of a fiscal year to which the In-
ternal Revenue Code of 1939 applied. In 
such case, the latter date shall be the 
annuity starting date. In all cases 
where a fiscal year taxpayer received 
an amount as an annuity in a taxable 
year to which the Internal Revenue 
Code of 1939 applied and subsequent to 
the annuity starting date determined 
in accordance with the provisions of 
this paragraph, such amount shall be 
disregarded for the purposes of section 
72 and the regulations thereunder. 

(d) Exceptions to the general rule. (1) 
Where the provisions of section 72 
would otherwise require an exclusion 
ratio to be determined, but the invest-
ment in the contract (determined 
under § 1.72–6) is an amount of zero or 
less, no exclusion ratio shall be deter-
mined and all amounts received under 
such a contract shall be includible in 
the gross income of the recipient for 
the purposes of section 72. 

(2) Where the investment in the con-
tract is equal to or greater than the 
total expected return under such con-
tract found under § 1.72–5, the exclusion 
ratio shall be considered to be 100 per-
cent and all amounts received as an an-
nuity under such contract shall be ex-
cludable from the recipient’s gross in-
come. See, for example, paragraph (f)(1) 
of § 1.72–5. In the case of a contract to 
which § 1.72–6(d) (relating to contracts 
in which amounts were invested both 
before July 1, 1986, and after June 30, 
1986) applies, this paragraph (d)(2) is 
applied in the manner prescribed in 
§ 1.72–6(d) and, in particular, § 1.72– 
6(d)(5)(ii). 

(3)(i) If a contract provides for pay-
ments to be made to a taxpayer in the 
manner described in paragraph (b)(3) of 
§ 1.72–2, the investment in the contract 
shall be considered to be equal to the 
expected return under such contract 
and the resulting exclusion ratio (100%) 
shall be applied to all amounts re-
ceived as an annuity under such con-
tract. For any taxable year, payments 
received under such a contract shall be 
considered to be amounts received as 
an annuity only to the extent that 
they do not exceed the portion of the 

investment in the contract which is 
properly allocable to that year and 
hence excludable from gross income as 
a return of premiums or other consid-
eration paid for the contract. The por-
tion of the investment in the contract 
which is properly allocable to any tax-
able year shall be determined by divid-
ing the investment in the contract (ad-
justed for any refund feature in the 
manner described in paragraph (d) of 
§ 1.72–7) by the applicable multiple 
(whether for a term certain, life, or 
lives) which would otherwise be used in 
determining the expected return for 
such a contract under § 1.72–5. The mul-
tiple shall be adjusted in accordance 
with the provisions of the table in 
paragraph (a)(2) of § 1.72–5, if any ad-
justment is necessary, before making 
the above computation. If payments 
are to be made more frequently than 
annually and the number of payments 
to be made in the taxable year in which 
the annuity begins are less than the 
number of payments to be made each 
year thereafter, the amounts consid-
ered received as an annuity (as other-
wise determined under this subdivi-
sion) shall not exceed, for such taxable 
year (including a short taxable year), 
an amount which bears the same ratio 
to the portion of the investment in the 
contract considered allocable to each 
taxable year as the number of pay-
ments to be made in the first year 
bears to the number of payments to be 
made in each succeeding year. Thus, if 
payments are to be made monthly, 
only seven payments will be made in 
the first taxable year, and the portion 
of the investment in the contract allo-
cable to a full year of payments is $600, 
the amounts considered received as an 
annuity in the first taxable year can-
not exceed $350 ($600×7⁄12). See subdivi-
sion (iii) of this subparagraph for an 
example illustrating the determination 
of the portion of the investment in the 
contract allocable to one taxable year 
of the taxpayer. 

(ii) If subdivision (i) of this subpara-
graph applies to amounts received by a 
taxpayer and the total amount of pay-
ments he receives in a taxable year is 
less than the total amount excludable 
for such year under subdivision (i) of 
this subparagraph, the taxpayer may 
elect, in a succeeding taxable year in 
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which he receives another payment, to 
redetermine the amounts to be re-
ceived as an annuity during the cur-
rent and succeeding taxable years. This 
shall be computed in accordance with 
the provisions of subdivision (i) of this 
subparagraph except that: 

(a) The difference between the por-
tion of the investment in the contract 
allocable to a taxable year, as found in 
accordance with subdivision (i) of this 
subparagraph, and the total payments 
actually received in the taxable year 
prior to the election shall be divided by 
the applicable life expectancy of the 
annuitant (or annuitants), found in ac-
cordance with the appropriate table in 
§ 1.72–9 (and adjusted in accordance 
with paragraph (a)(2) of § 1.72–5), or by 
the remaining term of a term certain 
annuity, computed as of the first day 
of the first period for which an amount 
is received as an annuity in the taxable 
year of the election; and 

(b) The amount determined under (a) 
of this subdivision shall be added to the 
portion of the investment in the con-
tract allocable to each taxable year (as 
otherwise found). To the extent that 
the total periodic payments received 
under the contract in the taxable year 
of the election or any succeeding tax-
able year does not equal this total sum, 
such payments shall be excludable 
from the gross income of the recipient. 
To the extent such payments exceed 
the sum so found, they shall be fully 
includible in the recipient’s gross in-
come. See subdivision (iii) of this sub-
paragraph for an example illustrating 
the redetermination of amounts to be 
received as an annuity and subdivision 
(iv) of this subparagraph for the meth-
od of making the election provided by 
this subdivision. 

(iii) The application of the principles 
of paragraph (d)(3) (i) and (ii) of this 
section may be illustrated by the fol-
lowing example: 

Example. Taxpayer A, a 64 year old male, 
files his return on a calendar year basis and 
has a life expectancy of 15.6 years on June 30, 
1954, the annuity starting date of a contract 
to which § 1.72–2(b)(3) applies and which he 
purchased for $20,000. The contract provides 
for variable annual payments for his life. He 
receives a payment of $1,000 on June 30, 1955, 
but receives no other payment until June 30, 
1957. He excludes the $1,000 payment from his 
gross income for the year 1955 since this 

amount is less than $1,324.50, the amount de-
termined by dividing his investment in the 
contract ($20,000) by his life expectancy ad-
justed for annual payments, 15.1 (15.6¥0.5), 
as of the original annuity starting date. Tax-
payer A may elect, in his return for the tax-
able year 1957, to redetermine amounts to be 
received as an annuity under his contract as 
of June 30, 1956. For the purpose of deter-
mining the extent to which amounts re-
ceived in 1957 or thereafter shall be consid-
ered amounts received as an annuity (to 
which a 100 percent exclusion ratio shall 
apply) he shall add $118.63 to the $1,324.50 
originally determined to be receivable as an 
annuity under the contract, making a total 
of $1,443.13. This is determined by dividing 
the difference between what was excludable 
in 1955 and 1956, $2,649 (2×$1,324.50) and what 
he actually received in those years ($1,000) by 
his life expectancy adjusted for annual pay-
ments, 13.9 (14.4¥0.5), as of his age at his 
nearest birthday (66) on the first day of the 
first period for which he received an amount 
as an annuity in the taxable year of election 
(June 30, 1956). The result, $1,443.13, is exclud-
able in that year and each year thereafter as 
an amount received as an annuity to which 
the 100% exclusion ratio applies. It will be 
noted that in this example the taxpayer re-
ceived amounts less than the excludable 
amounts in two successive years and de-
ferred making his election until the third 
year, and thus was able to accumulate the 
portion of the investment in the contract al-
locable to each taxable year to the extent he 
failed to receive such portion in both years. 
Assuming that he received $1,500 in the tax-
able year of his election, he would include 
$56.87 in his gross income and exclude 
$1,443.13 therefrom for that year. 

(iv) If the taxpayer chooses to make 
the election described in subdivision 
(ii) of this subparagraph, he shall file 
with his return a statement that he 
elects to make a redetermination of 
the amounts excludable from gross in-
come under his annuity contract in ac-
cordance with the provisions of para-
graph (d)(3) of § 1.72–4. This statement 
shall also contain the following infor-
mation: 

(a) The original annuity starting 
date and his age on that date, 

(b) The date of the first day of the 
first period for which he received an 
amount in the current taxable year, 

(c) The investment in the contract 
originally determined (as adjusted for 
any refund feature), and 

(d) The aggregate of all amounts re-
ceived under the contract between the 
date indicated in (a) of this subdivision 
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and the day after the date indicated in 
(b) of this subdivision to the extent 
such amounts were excludable from 
gross income. 
He shall include in gross income any 
amounts received during the taxable 
year for which the return is made in 
accordance with the redetermination 
made under this subparagraph. 

(v) In the case of a contract to which 
§ 1.72–6(d) (relating to contracts in 
which amounts were invested both be-
fore July 1, 1986, and after June 30, 
1986) applies, this paragraph (d)(3) is 
applied in the manner prescribed in 
§ 1.72–6(d) and, in particular, § 1.72– 
6(d)(5)(iii). This application may be il-
lustrated by the following example: 

Example. B, a male calendar year taxpayer, 
purchases a contract which provides for vari-
able annual payments for life and to which 
§ 1.72–2(b)(3) applies. The annuity starting 
date of the contract is June 30, 1990, when B 
is 64 years old. B receives a payment of $1,000 
on June 30, 1991, but receives no other pay-
ment until June 30, 1993. B’s total invest-
ment in the contract is $25,000. B’s pre-July 
1986 investment in the contract is $12,000. If 
B makes the election described in § 1.72– 
6(d)(6), separate computations are required 
to determine the amounts received as an an-
nuity and excludable from gross income with 
respect to the pre-July 1986 investment in 
the contract and the post-June 1986 invest-
ment in the contract. In the separate com-
putations, B first determines the applicable 
portions of the total payment received which 
are allocable to the pre-July 1986 investment 
in the contract and the post-June 1986 in-
vestment in the contract. The portion of the 
payment received allocable to the pre-July 
1986 investment in the contract is $480 
($12,000/$25,000 × $1,000). The portion of the 
payment received allocable to the post-June 
1986 investment in the contract is $520 
($13,000/$25,000 × $1,000). 

Second, B determines the pre-July 1986 in-
vestment in the contract and the post-June 
1986 investment in the contract allocable to 
the taxable year by dividing the pre-July 
1986 and post-June 1986 investments in the 
contract by the applicable life expectancy 
multiple. The life expectancy multiple appli-
cable to pre-July 1986 investment in the con-
tract is B’s life expectancy as of the original 
annuity starting date adjusted for annual 
payments and is determined under Table I of 
§ 1.72–9 [15.1 (15.6¥0.5)]. The life expectancy 
multiple applicable to post-June 1986 invest-
ment in the contract is determined under 
Table V of § 1.72–9 (20.3 (20.8–0.5)). Thus, the 
pre-July 1986 investment in the contract al-
locable to each taxable year is $794.70 
($12,000÷15.1), and the post-June 1986 invest-

ment in the contract so allocable is $640.39 
($13,000÷20.3). Because the applicable portions 
of the total payment received in 1991 under 
the contract ($480 allocable to the pre-July 
1986 investment in the contract and $520 allo-
cable to the post-June 1986 investment in the 
contract) are treated as amounts received as 
an annuity and are excludable from gross in-
come to the extent they do not exceed the 
portion of the corresponding investment in 
the contract allocable to 1991 ($794.70 pre- 
July 1986 investment in the contract and 
$640.39 post-June 1986 investment in the con-
tract), the entire amount of each applicable 
portion of the total payment is excludable 
from gross income. B may elect, in the re-
turn filed for taxable year 1993, to redeter-
mine amounts to be received as an annuity 
under the contract as of June 30, 1992. The 
extent to which the amounts received in 1993 
or thereafter shall be considered amounts re-
ceived as an annuity is determined as fol-
lows: 
Pre-July 1986 investment in the contract allo-

cable to taxable years 1991 and 1992 
($794.70 × 2) .................................................. $1,589.40 

Less: Portion of total payments allocable to 
pre-July 1986 investment in the contract ac-
tually received as an annuity in taxable years 
1991 and 1992 ............................................... 480.00 

1,109.40 
Divided by: Life expectancy multiple applicable 

to pre-July 1986 investment in the contract 
for B, age 66 (14.4—0.5) ............................... 13.9 

79.81 
Plus: Amount originally determined with re-

spect to pre-July 1986 investment in the con-
tract ................................................................ 794.70 

Pre-July 1986 amount ....................................... 874.51 

Post-June 1986 investment in the contract allo-
cable to taxable years 1991 and 1992 
($640.39 × 2) .................................................. $1,280.78 

Less: Portion of total payments allocable to 
post-June 1986 investment in the contract 
actually received as an annuity in taxable 
years 1991 and 1992 ..................................... 520.00 

760.78 
Divided by: Life expectancy multiple applicable 

to post-June 1986 investment in the contract 
for B, age 66 (19.2¥0.5) ............................... 18.7 

40.68 
Plus: Amount originally determined with re-

spect to post-June 1986 investment in the 
contract ........................................................... 640.39 

Post-June 1986 amount .................................... 681.07 

(vi) The method of making an elec-
tion to perform the separate computa-
tions illustrated in paragraph (d)(3)(v) 
of this section is described in § 1.72– 
6(d)(6). 

(e) Exclusion ratio in the case of two or 
more annuity elements acquired for a sin-
gle consideration. (1)(i) Where two or 
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more annuity elements are provided 
under a contract described in para-
graph (a)(2) of § 1.72–2, an exclusion 
ratio shall be determined for the con-
tract as a whole and applied to all 
amounts received as an annuity under 
any of the annuity elements. To obtain 
this ratio, the investment in the con-
tract determined in accordance with 
§ 1.72–6 shall be divided by the aggre-
gate of the expected returns found with 
respect to each of the annuity elements 
in accordance with § 1.72–5. For this 
purpose, it is immaterial that pay-
ments under one or more of the annu-
ity elements involved have not com-
menced at the time when an amount is 
first received as an annuity under one 
or more of the other annuity elements. 

(ii) The exclusion ratio found under 
subdivision (i) of this subparagraph 
does not apply to: 

(a) An annuity element payable to a 
surviving annuitant under a joint and 
survivor annuity contract to which 
section 72(i) and paragraphs (b)(3) and 
(e)(3) of § 1.72–5 apply, or to 

(b) A contract under which one or 
more of the constituent annuity ele-
ments provides for payments described 
in paragraph (b)(3) of § 1.72–2. 
For rules with respect to a contract 
providing for annuity elements de-
scribed in (b) of this subdivision, see 
subparagraph (2) of this paragraph. 

(2) If one or more of the annuity ele-
ments under a contract described in 
paragraph (a)(2) of § 1.72–2 provides for 
payments to which paragraph (b)(3) of 
§ 1.72–2 applies: 

(i) With respect to the annuity ele-
ments to which paragraph (b)(3) of 
§ 1.72–2 does not apply, an exclusion 
ratio shall be determined by dividing 
the portion of the investment in the 
entire contract which is properly allo-
cable to all such elements (in the man-
ner provided in paragraph (b)(3)(ii) of 
§ 1.72–6) by the aggregate of the ex-
pected returns thereunder and such 
ratio shall be applied in the manner de-
scribed in subdivision (i) of subpara-
graph (1); and 

(ii) With respect to the annuity ele-
ments to which paragraph (b)(3) of 
§ 1.72–2 does apply, the investment in 
the entire contract shall be reduced by 
the portion thereof found in subdivi-
sion (i) of this subparagraph and the re-

sulting amount shall be used to deter-
mine the extent to which the aggregate 
of the payments received during the 
taxable year under all such elements is 
excludable from gross income. The 
amount so excludable shall be allo-
cated to each recipient under such ele-
ments in the same ratio that the total 
of payments he receives each year 
bears to the total of the payments re-
ceived by all such recipients during the 
year. The exclusion ratio with respect 
to the amounts so allocated shall be 100 
percent. See paragraph (f)(2) of § 1.72–5 
and paragraph (b)(3) of § 1.72–6. 

(iii) In the case of a contract to 
which § 1.72–6(d) (relating to contracts 
in which amounts were invested both 
before July 1, 1986, and after June 30, 
1986) applies, this paragraph (e) is ap-
plied in the manner prescribed in § 1.72– 
6(d) and, in particular, § 1.72–6(d)(5)(iv). 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 7352, 40 FR 16663, Apr. 14, 
1975; T.D. 8115, 51 FR 45691, Dec. 19, 1986; 52 
FR 10223, Mar. 31, 1987] 

§ 1.72–5 Expected return. 
(a) Expected return for but one life. (1) 

If a contract to which section 72 ap-
plies provides that one annuitant is to 
receive a fixed monthly income for life, 
the expected return is determined by 
multiplying the total of the annuity 
payments to be received annually by 
the multiple shown in Table I or V 
(whichever is applicable) of § 1.72–9 
under the age (as of the annuity start-
ing date) and, if applicable, sex of the 
measuring life (usually the annu-
itant’s). Thus, where a male purchases 
a contract before July 1, 1986, providing 
for an immediate annuity of $100 per 
month for his life and, as of the annu-
ity starting date (in this case the date 
of purchase), the annuitant’s age at his 
nearest birthday is 66, the expected re-
turn is computed as follows: 
Monthly payment of $100×12 months equals an-

nual payment of ................................................... $1,200 
Multiple shown in Table I, male, age 66 ................. 14.4 

Expected return (1,200×14.4) .................................. 17,280 

If, however, the taxpayer had pur-
chased the contract after June 30, 1986, 
the expected return would be $23,040, 
determined by multiplying 19.2 (mul-
tiple shown in Table V, age 66) by 
$1,200. 
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(2)(i) If payments are to be made 
quarterly, semiannually, or annually, 
an adjustment of the applicable mul-
tiple shown in Table I or V (whichever 
is applicable) may be required. A fur-
ther adjustment may be required where 
the interval between the annuity start-
ing date and the date of the first pay-

ment is less than the interval between 
future payments. Neither adjustment 
shall be made, however, if the pay-
ments are to be made more frequently 
than quarterly. The amount of the ad-
justment, if any, is to be found in ac-
cordance with the following table: 

If the number of whole 
months from the annuity 
starting date to the first 

payment date is— 

0–1 2 3 4 5 6 7 8 9 10 11 12 

And the payments under 
the contract are to be 
made: 

Annually ................... +0.5 +0.4 +0.3 +0.2 +0.1 0 0 ¥0.1 ¥0.2 ¥0.3 ¥0.4 ¥0.5 

Semiannually ........... +.2 +.1 0 0 ¥.1 ¥.2 

Quarterly .................. +.1 0 ¥.1 ........ ........ ........ ............ ............ ............ ............ ............ ............

Thus, for a male, age 66, the multiple 
found in Table I, adjusted for quarterly 
payments the first of which is to be 
made one full month after the annuity 
starting date, is 14.5 (14.4+0.1); for semi-
annual payments the first of which is 
to be made six full months from the an-
nuity starting date, the adjusted mul-
tiple is 14.2 (14.4¥0.2); for annual pay-
ments the first of which is to be made 
one full month from the annuity start-
ing date, the adjusted multiple is 14.9 
(14.4+0.5). If the annuitant in the exam-
ple shown in subparagraph (1) of this 
paragraph were to receive an annual 
payment of $1,200 commencing 12 full 
months after his annuity starting date, 
the amount of the expected return 
would be $16,680 ($1,200×13.9 [14.4¥0.5]). 
Similarly, for an annuitant, age 50, the 
multiple found in Table V, adjusted for 
quarterly payments the first of which 
is to be made one full month after the 
annuity starting date, is 33.2 (33.1+0.1); 
for semiannual payments the first of 
which is to be made six full months 
from the annuity starting date, the ad-
justed multiple is 32.9 (33.1¥0.2); for an-
nual payments the first of which is to 
be made one full month from the annu-
ity starting date, the adjusted multiple 
is 33.6 (33.1+0.5). 

(ii) Notwithstanding the table in sub-
division (i) of this subparagraph, ad-
justments of multiples for early or 
other than monthly payments deter-
mined prior to February 19, 1956, under 
the table prescribed in paragraph 

1(b)(4) of T.D. 6118 (19 FR 9897, C.B. 
1955–1, 699), approved December 30, 1954, 
need not be redetermined. 

(3) If the contract provides for fixed 
payments to be made to an annuitant 
until death or until the expiration of a 
specified limited period, whichever oc-
curs earlier, the expected return of 
such temporary life annuity is deter-
mined by multiplying the total of the 
annuity payments to be received annu-
ally by the multiple shown in Table IV 
or VIII (whichever is applicable) of 
§ 1.72–9 for the age (as of the annuity 
starting date) and, if applicable, sex of 
the annuitant and the nearest whole 
number of years in the specified period. 
For example, if a male annuitant, age 
60 (at his nearest birthday), is to re-
ceive $60 per month for five years or 
until he dies, whichever is earlier, and 
there is no post-June 1986, investment 
in the contract, the expected return 
under such a contract is $3,456, com-
puted as follows: 
Monthly payments of $60×12 months equals an-

nual payment of ................................................... $720 
Multiple shown in Table IV for male, age 60, for 

term of 5 years ..................................................... 4.8 

Expected return for 5 year temporary life annuity of 
$720 per year ($720×4.8) .................................... $3,456 

If the annuitant purchased the same 
contract after June 30, 1986, the ex-
pected return under the contract would 
be $3,528, computed as follows: 
Monthly payments of $60×12 months 

equals annual payment of ........................ $720.00 
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Multiple shown in Table VIII for annuitant, 
age 60, for term of 5 years ...................... 4.9 

Expected return for 5-year temporary life 
annuity of $720 per year ($720×4.9) ....... $3,528.00 

The adjustment provided by subpara-
graph (2) of this paragraph shall not be 
made with respect to the multiple 
found in Table IV or VIII (whichever is 
applicable). 

(4) If the contract provides for pay-
ments to be made to an annuitant for 
the annuitant’s lifetime, but the 
amount of the annual payments is to 
be decreased after the expiration of a 
specified limited period, the expected 
return is computed by considering the 
contract as a combination of a whole 
life annuity for the smaller amount 
plus a temporary life annuity for an 
amount equal to the difference between 
the larger and the smaller amount. For 
example, if a male annuitant, age 60, is 
to receive $150 per month for five years 
or until his earlier death, and is to re-
ceive $90 per month for the remainder 
of his lifetime after such five years, the 
expected return is computed as if the 
annuitant’s contract consisted of a 
whole life annuity for $90 per month 
plus a five year temporary life annuity 
of $60 per month. In such cir-
cumstances, the expected return if 
there is no post-June 1986 investment 
in the contract is computed as follows: 
Monthly payments of $90×12 months 

equals annual payment of ........................ $1,080 
Multiple shown in Table I for male, age 60 18.2 

Expected return for whole life annuity of 
$1,080 per year ........................................ $19,656 

Expected return for 5-year temporary life 
annuity of $720 per year (as found in 
subparagraph (3) of this paragraph (a)) .. $3,456 

Total expected return .................... $23,112 

If the annuitant purchased the same 
contract after June 30, 1986, the ex-
pected return would be $29,664, com-
puted as follows: 
Monthly payments of $90×12 months 

equals annual payment of ........................ $1,080 
Multiple shown in Table V for annuitant, 

age 60 ...................................................... 24.2 

Expected return for whole life annuity of 
$1,080 per year ........................................ $26,136 

Plus: Expected return for 5-year temporary 
life annuity of $720 per year (as found in 
subparagraph (3) of this paragraph (a)) .. $3,528 

Total expected return .................... $29,664 

If payments are to be made quarterly, 
semiannually, or annually, an appro-
priate adjustment of the multiple 
found in Table I or V (whichever is ap-
plicable) for the whole life annuity 
should be made in accordance with sub-
paragraph (2) of this paragraph. 

(5) If the contract described in sub-
paragraph (4) of this paragraph pro-
vided that the amount of the annual 
payments to the annuitant were to be 
increased (instead of decreased) after 
the expiration of a specified limited pe-
riod, the expected return would be 
computed as if the annuitant’s con-
tract consisted of a whole life annuity 
for the larger amount minus a tem-
porary life annuity for an amount 
equal to the difference between the 
larger and smaller amount. Thus, if the 
annuitant described in subparagraph 
(4) of this paragraph were to receive $90 
per month for five years or until his 
earlier death, and to receive $150 per 
month for the remainder of his lifetime 
after such five years, the expected re-
turn would be computed by subtracting 
the expected return under a five year 
temporary life annuity of $60 per 
month from the expected return under 
a whole life annuity of $150 per month. 
In such circumstances, the expected re-
turn if there is no post-June 1986 in-
vestment in the contract is computed 
as follows: 
Monthly payments of $150×12 months 

equals annual payment of ........................ $1,800 
Multiple shown in Table 1 (male, age 60) ... 18.2 

Expected return for annuity for whole life of 
$1,800 per year ........................................ $32,760 

Less expected return for 5-year temporary 
life annuity of $720 per year (as found in 
subparagraph (3)) .................................... $3,456 

Net expected return ....................... $29,304 

If the annuitant purchased the same 
contract after June 30, 1986, the ex-
pected return would be $40,032, com-
puted as follows: 
Monthly payments of $150×12 months 

equals annual payments of ...................... $1,800 
Multiple shown in Table V (age 60) ............ 24.2 

Expected return for annuity for whole life of 
$1,800 per year ........................................ $43,560 

Less expected return for 5-year temporary 
life annuity of $720 per year (as found in 
subparagraph (3) of this paragraph (a)) .. $3,528 

Net expected return ....................... $40,032 
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If payments are to be made quarterly, 
semiannually, or annually, an appro-
priate adjustment of the multiple 
found in Table I or V (whichever is ap-
plicable) for the whole life annuity 
should be made in accordance with sub-
paragraph (2) of this paragraph. 

(b) Expected return under joint and sur-
vivor and joint annuities. (1) In the case 
of a joint and survivor annuity con-
tract involving two annuitants which 
provides the first annuitant with a 
fixed monthly income for life and, after 
the death of the first annuitant, pro-
vides an identical monthly income for 
life to a second annuitant, the expected 
return shall be determined by multi-
plying the total amount of the pay-
ments to be received annually by the 
multiple obtained from Table II or VI 
(whichever is applicable) of § 1.72–9 
under the ages (as of the annuity start-
ing date) and, if applicable, sexes of the 
living annuitants. For example, a hus-
band purchases a joint and survivor an-
nuity contract providing for payments 
of $100 per month for life and, after his 
death, for the same amount to his wife 
for the remainder of her life. As of the 
annuity starting date his age at his 
nearest birthday is 70 and that of his 
wife at her nearest birthday is 67. If 
there is no post-June 1986 investment 
in the contract, the expected return is 
computed as follows: 
Monthly payments of $100×12 months 

equals annual payment of ........................ $1,200 
Multiple shown in Table II (male, age 70, 

female, age 67) ........................................ 19.7 

Expected return ($1,200×19.7) .................... $23,640 

If the annuitants purchased the same 
contract after June 30, 1986, the ex-
pected return would be $26,400, com-
puted as follows: 
Monthly payments of $100×12 months 

equals annual payment of ........................ $1,200 
Multiple shown in Table VI (ages 70, 67) ... 22.0 

Expected return ($1,200×22.0) .................... $26,400 

If payments are to be made quarterly, 
semiannually, or annually, an appro-
priate adjustment of the multiple 
found in Table II or VI (whichever is 
applicable) should be made in accord-
ance with paragraph (a)(2) of this sec-
tion. 

(2) If a contract of the type described 
in subparagraph (1) of this paragraph 
provides that a different (rather than 

an identical) monthly income is pay-
able to the second annuitant, the ex-
pected return is computed in the fol-
lowing manner. The applicable mul-
tiple in Table II or VI (whichever is ap-
plicable) is first found as in the exam-
ple in subparagraph (1) of this para-
graph. The multiple applicable to the 
first annuitant is then found in Table I 
or V (whichever is applicable) as 
though the contract were for a single 
life annuity. The multiple from Table I 
or V is then subtracted from the mul-
tiple obtained from Table II or VI and 
the resulting multiple is applied to the 
total payments to be received annually 
under the contract by the second annu-
itant. The result is the expected return 
with respect to the second annuitant. 
The portion of the expected return 
with respect to payments to be made 
during the first annuitant’s life is then 
computed by applying the multiple 
found in Table I or V to the total an-
nual payments to be received by such 
annuitant under the contract. The ex-
pected returns with respect to each of 
the annuitants separately are then ag-
gregated to obtain the expected return 
under the entire contract. 

Example 1. A husband purchases a joint and 
survivor annuity providing for payments of 
$100 per month for his life and, after his 
death, payments to his wife of $50 per month 
for her life. As of the annuity starting date 
his age at his nearest birthday is 70 and that 
of his wife at her nearest birthday is 67. 
There is no post-June 1986 investment in the 
contract. 
Multiple from Table II (male, age 70, fe-

male, age 67) ........................................... 19.7 
Multiple from Table I (male, age 70) ........... 12.1 

Difference (multiple applicable to second 
annuitant) ................................................. 7.6 

Portion of expected return, second annu-
itant ($600×7.6) ........................................ $4,560 

Portion of expected return, first annuitant 
($1,200×12.1) ........................................... $14,520 

Expected return under the contract $19,080 

The expected return thus found, $19,080, is to 
be used in computing the amount to be ex-
cluded from gross income. Thus, if the in-
vestment in the contract in this example is 
$14,310, the exclusion ratio is $14,310÷$19,080; 
or 75 percent. The amount excludable from 
each monthly payment made to the husband 
is 75 percent of $100, or $75, and the remain-
ing $25 of each payment received by him 
shall be included in his gross income. After 
the husband’s death, the amount excludable 
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by the second annuitant (the surviving wife) 
would be 75 percent of each monthly pay-
ment of $50, or $37.50, and the remaining 
$12.50 of each payment shall be included in 
her gross income. 

Example 2. If the same contract were pur-
chased after June 30, 1986, the expected re-
turn would be $22,800, computed as follows: 
Multiple from Table VI (ages 70, 67) ........... 22.0 
Multiple from Table V (age 70) .................... 16.0 

Difference (multiple applicable to second 
annuitant) ................................................. 6.0 

Portion of expected return, second annu-
itant ($600×6.0) ........................................ $3,600 

Plus: Portion of expected return, first annu-
itant ($1,200×16.0) ................................... $19,200 

Expected return under the contract ............. $22,800 

If the investment in the contract is $14,310, 
the exclusion ratio is $14,310÷$22,800, or 62.8 
percent. Thus, the husband would exclude 
$62.80 of each $100 payment received by him. 
After his death, his wife would exclude 62.8 
percent, or $31.40, of each $50 monthly pay-
ment. 

Example 3. If amounts were invested in the 
same contract both before July 1, 1986, and 
after June 30, 1986, and the election described 
in § 1.72–6(d)(6) were made, two exclusion ra-
tios would be determined pursuant to § 1.72– 
6(d). Assume that the husband’s total invest-
ment in the contract is $14,310 and that $7,310 
is the pre-July 1986 investment in the con-
tract. The pre-July 1986 exclusion ratio 
would be $7,310÷$19,080, or 38.3 percent. The 
post-June 1986 exclusion ratio would be 
$7,000÷$22,800, or 30.7 percent. The husband 
would exclude $69.00 ($38.30+$30.70) of the $100 
monthly payment received by him. The re-
maining $31.00 would be included in his gross 
income. After the husband’s death, the 
amount excludable by his wife would be 
$34.50 (38.3 percent of $50 plus 30.7 percent of 
$50). The remaining $15.50 would be included 
in gross income. 

The same method is used if the pay-
ments are to be increased after the 
death of the first annuitant. Thus, if 
the payments to be made until the hus-
band’s death were $50 per month and 
his widow were to receive $100 per 
month thereafter until her death, the 
7.6 multiple in example (1) above would 
be applied to the $100 payments, yield-
ing an expected return with respect to 
this portion of the annuity contract of 
$9,120 ($1,200×7.6). An expected return of 
$7,260 ($600×12.1) would be obtained with 
respect to the payments to be made to 
the husband, yielding a total expected 
return under the contract of $16,380 
($9,120 plus $7,260). If payments are to 

be made quarterly, semiannually, or 
annually, an appropriate adjustment of 
the multiples found in Tables I and II 
or Tables V and VI (whichever are ap-
plicable) should be made in accordance 
with paragraph (a)(2) of this section. 

(3) In the case of a joint and survivor 
annuity contract in respect of which 
the first annuitant died in 1951, 1952, or 
1953, and the basis of the surviving an-
nuitant’s interest in the contract was 
determinable under section 113(a)(5) of 
the Internal Revenue Code of 1939, such 
basis shall be considered the ‘‘aggre-
gate of premiums or other consider-
ation paid’’ by the surviving annuitant 
for the contract. (For rules governing 
this determination, see 26 CFR (1939) 
39.22(b)(2)–2 and 39.113(a)(5)–1 (Regula-
tions 118).) In determining such an an-
nuitant’s investment in the contract, 
such aggregate shall be reduced by any 
amounts received under the contract 
by the surviving annuitant before the 
annuity starting date, to the extent 
such amounts were excludable from his 
gross income at the time of receipt. 
The expected return of the surviving 
annuitant in such cases shall be deter-
mined in the manner prescribed in 
paragraph (a) of this section, as though 
the surviving annuitant alone were in-
volved. For this purpose, the appro-
priate multiple for the survivor shall 
be obtained from Table I as of the an-
nuity starting date determined in ac-
cordance with paragraph (b)(2)(i) of 
§ 1.72–4. 

(4) If a contract involving two annu-
itants provides for fixed monthly pay-
ments to be made as a joint life annu-
ity until the death of the first annu-
itant to die (in other words, only as 
long as both remain alive), the ex-
pected return under such contract shall 
be determined by multiplying the total 
of the annuity payments to be received 
annually under the contract by the 
multiple obtained from Table IIA or 
VIA (whichever is applicable) of § 1.72–9 
under the ages (as of the annuity start-
ing date) and, if applicable, sexes of the 
annuitants. If, however, payments are 
to be made under the contract quar-
terly, semiannually, or annually, an 
appropriate adjustment of the multiple 
found in Table IIA or VIA shall be 
made in accordance with paragraph 
(a)(2) of this section. 
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(5) If a joint and survivor annuity 
contract involving two annuitants pro-
vides that a specified amount shall be 
paid during their joint lives and a dif-
ferent specified amount shall be paid to 
the survivor upon the death of which-
ever of the annuitants is the first to 
die, the following preliminary com-
putation shall be made in all cases pre-
paratory to determining the expected 
return under the contract: 

(i) From Table II or VI (whichever is 
applicable), obtain the multiple under 
both of the annuitants’ ages (as of the 
annuity starting date) and, if applica-
ble, their appropriate sexes; 

(ii) From Table IIA or VIA (which-
ever is applicable), obtain the multiple 
applicable to both annuitants’ ages (as 
of the annuity starting date) and, if ap-
plicable, their appropriate sexes; 

(iii) Apply the multiple found in sub-
division (i) of this subparagraph to the 
total of the amounts to be received an-
nually after the death of the first to 
die; and 

(iv) Apply the multiple found in sub-
division (ii) of this subparagraph to the 
difference between the total of the 
amounts to be received annually before 
and the total of the amounts to be re-
ceived annually after the death of the 
first to die. 

If the original annual payment is in ex-
cess of the annual payment to be made 
after the death of the first to die, the 
expected return is the sum of the 
amounts determined under subdivi-
sions (iii) and (iv) of this subparagraph. 
This may be illustrated by the fol-
lowing examples: 

Example 1. A husband purchases a joint and 
survivor annuity providing for payments of 
$100 a month for as long as both he and his 
wife live, and, after the death of the first to 
die, payments to the survivor of $75 a month 
for life. As of the annuity starting date, his 
age at his nearest birthday is 70 and that of 
his wife at her nearest birthday is 67. If there 
is no post-June 1986 investment in the con-
tract, the expected return under the contract 
is computed as follows: 
Multiple from Table II (male age 70, female 

age 67) ..................................................... 19.7 
Multiple from Table IIA (male age 70, fe-

male age 67) ............................................ 9.3 

Portion of expected return ($900×19.7— 
sum per year after first death) ................. $17,730 

Plus: Portion of expected return 
($300×9.3—amount of change in sum at 
first death) ................................................ $2,790 

Expected return under the contract $20,520 

The total expected return in this example, 
$20,520, is to be used in computing the 
amount to be excluded from gross income. 
Thus, if the investment in the contract is 
$17,887, the exclusion ratio is $17,887÷$20,520, 
or 87.2 percent. The amount excludable from 
each monthly payment made while both are 
alive is 87.2 percent of $100, or $87.20, and the 
remaining $12.80 of each payment shall be in-
cluded in gross income. After the death of 
the first to die, the amount excludable by 
the survivor shall be 87.2 percent of each 
monthly payment of $75, or $65.40, and the re-
maining $9.60 of each payment shall be in-
cluded in gross income. 

Example 2. Assume the same facts as in ex-
ample (1), except that the contract is pur-
chased after June 30, 1986. 

The expected return under the contract is 
computed as follows: 
Multiple from Table VI (ages 70, 67) ........... 22.0 
Multiple from Table VIA (ages 70, 67) ........ 12.4 

Portion of expected return ($900×22.0— 
sum per year after first death) ................. $19,800 

Plus: Portion of expected return 
($300×12.4—amount of change in sum 
at first death) ............................................ $3,720 

Expected return under the contract $23,520 

Thus, if the investment in the contract is 
$17,887, the exclusion ratio is $17,887÷$23,520, 
or 76.1 percent. The amount excludable from 
each monthly payment made while both are 
alive would be 76.1 percent of $100, or $76.10, 
and the remaining $23.90 of each payment 
would be included in gross income. After the 
death of the first to die, the amount exclud-
able by the survivor would be 76.1 percent of 
each monthly payment of $75, or $57.08, and 
the remaining $17.92 of each payment would 
be included in gross income. 

Example 3. Assume the same facts as in ex-
amples (1) and (2), except that the total in-
vestment in the contract is $17,887, and that 
the pre-July 1986 investment in the contract 
is $8,000. Assume also that one of the annu-
itants makes the election described in § 1.72– 
6(d)(6). Separate computations shall be per-
formed pursuant to § 1.72–6(d) to determine 
the amount excludable from gross income. 
The pre-July 1986 exclusion ratio would be 
$8,000÷$20,520, or 39 percent. The post-June 
1986 exclusion ratio would be $9,887÷$23,520, 
or 42 percent. The amount excludable from 
each monthly payment made while both are 
alive would be $81 ((.39×100)+(.42×100)), and 
the remaining $19 would be included in gross 
income. After the death of the first to die, 
the amount excludable by the survivor would 
be $60.75 ((.39×75)+(.42×75)), and the remaining 
$14.25 would be included in gross income. 

If the original annual payment is less 
than the annual payment to be made 
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after the death of the first to die, the 
expected return is the difference be-
tween the amounts determined under 
subdivisions (iii) and (iv) of this sub-
paragraph. If, however, payments are 
to be made quarterly, semiannually, or 
annually under the contract, the mul-
tiples obtained from both Tables II and 
IIA or Tables VI and VIA (whichever 
are applicable) shall first be adjusted 
in a manner prescribed in paragraph 
(a)(2) of this section. 

(6) If a contract provides for the pay-
ment of life annuities to two persons 
during their respective lives and, after 
the death of one (without regard to 
which one dies first), provides that the 
survivor shall receive for life both his 
own annuity payments and the pay-
ments made formerly to the deceased 
person, the expected return shall be de-
termined in accordance with paragraph 
(e)(4) of this section. 

(7) If paragraph (b)(3) of § 1.72–2 ap-
plies to payments provided under a 
contract and this paragraph applies to 
such payments, the principles of this 
paragraph shall be used in making the 
computations described in paragraph 
(d)(3) of § 1.72–4. This may be illustrated 
by the following examples, examples (1) 
through (3) of which assume that there 
is no post-June 1986 investment in the 
contract: 

Example 1. Taxpayer A, a male age 63, pays 
$24,000 for a contract which provides that the 
proceeds (both income and return of capital) 
from eight units of an investment fund shall 
be paid monthly to him for his life and that 
after his death the proceeds from six such 
units shall be paid monthly to B, a female 
age 55, for her life. The portion of the invest-
ment in the contract allocable to each tax-
able year of A is $955.20 and that allocable to 
each taxable year of B is $716.40. This is de-
termined in the following manner: 
Multiple from Table II (male, age 63, and 

female, age 55) ........................................ 28.1 
Number of units to be paid, in effect, as a 

joint and survivor annuity ......................... ×6 

Number of total annual unit payments 
anticipatable with respect to the joint and 
survivor annuity element .......................... 168.6 

Multiple from Table I (male, age 63) ........... 16.2 
Number of units to be paid, in effect, as a 

single life annuity ..................................... ×2 

Number of total annual unit payments 
anticipatable with respect to A alone ....... 32.4 

Total number of unit payments 
anticipatable ............................................. 201 

Portion of investment in the contract allo-
cable to unit payments ($24,000÷201) on 
an annual basis ........................................ $119.40 

Number of units payable to A while he con-
tinues to live ............................................. ×8 

Portion of the investment in the contract al-
locable to each taxable year of A ............ $955.20 

Portion of investment in the contract allo-
cable to unit payments ($24,000÷201) on 
an annual basis ........................................ $119.40 

Number of units payable to B for her life 
after A’s death .......................................... ×6 

Portion of the investment in the contract al-
locable to each taxable year of B ............ $716.40 

For the purpose of the above computation it 
is immaterial whether or not A lives to or 
beyond the life expectancy shown for him in 
Table I. 

Example 2. Assume that Taxpayer A in ex-
ample (1) receives payments for five years 
which are at least as large as the portion of 
the investment in the contract allocable to 
such years, but in the sixth year he receives 
a total of only $626.40 rather than the $955.20 
allocable to such year. A is 69 and B is 61 at 
the beginning of the first monthly period for 
which an amount is payable in the seventh 
taxable year. A makes the election in that 
year provided under paragraph (d)(3) of § 1.72– 
4. The difference between the portion of the 
investment in the contract allocable to the 
sixth year and the amount actually received 
in that year is $328.80 ($955.20 less $626.40). In 
this case, 139.2 unit payments are 
anticipatable (on an annual basis), since the 
appropriate multiple from Table II of § 1.72–9, 
23.2, multiplied by the number of units pay-
able, in effect, as a joint and survivor annu-
ity yields this result (6×23.2). A’s appropriate 
multiple from Table I of § 1.72–9 for the two 
units which will cease to be paid at his death 
is 12.6, and the total number of unit pay-
ments anticipatable (on an annual basis) is, 
therefore, 164.4 (2×12.6 plus 139.2). Dividing 
the difference previously found ($328.80) by 
the total number of unit payments thus de-
termined (164.4) indicates that A will have an 
additional allocation of the investment in 
the contract of $16 to the seventh and every 
succeeding full taxable year (8 units×$2), and 
B will have an additional allocation of the 
investment in the contract of $12 (6 units×$2) 
to each taxable year in which she receives 12 
monthly payments subsequent to the death 
of A. The total allocable to each taxable year 
of A is, therefore, $971.20, and that allocable 
to each taxable year of B will be $728.40. 

Example 3. If, in example (2), A had died at 
the end of the fifth year, in the sixth year B 
would have received a payment of $469.80 
(that portion of the $626.40 that A would have 
received which is in the same ratio that 6 
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units bear to 8 units) and would thus have re-
ceived $246.60 less than the portion of the in-
vestment in the contract originally deter-
mined to be allocable to each of her taxable 
years. In these circumstances, B would be 
entitled to elect to redetermine the portion 
of the investment in the contract allocable 
to the taxable year of election and all subse-
quent years. The new amount allocable 
thereto would be found by dividing the 
$246.60 difference by her life expectancy as of 
the first day of the first period for which she 
received an amount as an annuity in the sev-
enth year of the annuity contract, and add-
ing the result to her originally determined 
allocation of $716.40. 

Example 4. On July 1, 1986, Taxpayer C, age 
60, pays $28,000 for a contract which provides 
that the proceeds (both income and return of 
capital) from 10 units of an investment fund 
shall be paid monthly to C for C’s life and 
that after C’s death the proceeds from 4 such 
units shall be paid monthly to D, age 57, for 
D’s life. The portion of the investment in the 
contract allocable to each taxable year of C 
is $1,037.00 and that allocable to each taxable 
year of D is $414.80. This is determined as fol-
lows: 
Multiple from Table VI (ages 60, 57) ........... 31.2 
Number of units to be paid, in effect, as a 

joint and survivor annuity ......................... ×4 

Number of total annual unit payments 
anticipatable with respect to the joint and 
survivor annuity element .......................... 124.8 

Multiple from Table V (age 60) .................... 24.2 
Number of units to be paid, in effect, as a 

single life annuity ..................................... ×6 

Number of total annual unit payments 
anticipatable with respect to C alone ....... 145.2 

Total number of unit payments 
anticipatable ............................................. 270 

Portion of investment in the contract allo-
cable to unit payments ($28,000÷270) on 
an annual basis ........................................ 103.70 

Number of units payable to C while C con-
tinues to live ............................................. ×10 

Portion of the investment in the contract al-
locable to each taxable year of C ............ $1,037.00 

Portion of investment in the contract allo-
cable to unit payments ($28,000÷270) on 
an annual basis ........................................ $103.70 

Number of units payable to D for D’s life 
after C’s death .......................................... ×4 

Portion of the investment in the contract al-
locable to each taxable year of D ............ $414.80 

For purposes of the above computation it is 
immaterial whether or not C lives to or be-
yond the life expectancy shown in Table V. 

Example 5. Assume the same facts as in ex-
ample (4), except that C’s total investment 
in the contract is $28,000, and C’s pre-July 
1986 investment in the contract is $16,000. If 
C makes the election described in § 1.72– 

6(d)(6), separate computations are required 
to determine the amount excludable from 
gross income with respect to the pre-July 
1986 investment in the contract and the post- 
June 1986 investment in the contract. The 
annuitant shall apply the appropriate pre- 
July 1986 and post-June 1986 life expectancy 
multiples to the applicable portions of the 
units to be paid as a joint and survivor annu-
ity, and as a single life annuity. 

Pre-July 1986 Computation (all references to 
unit payments are to the pre-July 1986 applica-
ble portion of such payments): 
Multiple from Table II (male, age 60, fe-

male, age 57) ........................................... 27.6 
Number of units to be paid, in effect, as a 

joint and survivor annuity ......................... ×4 

Number of total annual unit payments 
anticipatable with respect to the joint and 
survivor annuity element .......................... 110.40 

Multiple from Table I (male, age 60) ........... 18.2 
Number of units to be paid, in effect, as a 

single life annuity ..................................... ×6 

Number of total annual unit payments 
anticipatable with respect to C alone ....... 109.20 

Total number of unit payments 
anticipatable ............................................. 219.6 

Portion of pre-July 1986 investment in the 
contract allocable to unit payments 
($16,000÷219.60) on an annual basis ..... $72.86 

Number of units payable to C while C con-
tinues to live ............................................. ×10 

Portion of pre-July 1986 investment in the 
contract allocable to each taxable year of 
C ............................................................... 728.60 

Portion of pre-July 1986 investment in the 
contract allocable to unit payments 
($16,000÷219.60) on an annual basis ..... 72.86 

Number of units payable to D for D’s life 
after C’s death .......................................... ×4 

Portion of pre-July 1986 investment in the 
contract allocable to each taxable year of 
D ............................................................... $291.44 

Post-June 1986 Computation (all references to 
unit payments are to the post-June 1986 applica-
ble portion of such payments): 
Multiple from Table VI (ages 60, 57) ........... 31.2 
Number of units to be paid, in effect, as a 

joint and survivor annuity ......................... x4 

Number of total annual unit payments 
anticipatable with respect to the joint and 
survivor annuity element .......................... 124.80 

Multiple from Table V (age 60) .................... 24.2 
Number of units to be paid, in effect, as a 

single life annuity ..................................... ×6 

Number of total annual unit payments 
anticipatable with respect to C alone ....... 145.20 

Total number of unit payments 
anticipatable ............................................. 270 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00170 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



159 

Internal Revenue Service, Treasury § 1.72–5 

Portion of post-June 1986 investment in the 
contract allocable to unit payments 
($12,000÷270) on an annual basis .......... $44.44 

Number of units payable to C while C con-
tinues to live ............................................. ×10 

Portion of post-June 1986 investment in the 
contract allocable to each taxable year of 
C ............................................................... $444.40 

Portion of post-June 1986 investment in the 
contract allocable to unit payments 
($12,000÷270) on an annual basis .......... 44.44 

Number of units payable to D for D’s life 
after C’s death .......................................... ×4 

Portion of post-June 1986 investment in the 
contract allocable to each taxable year of 
D ............................................................... $177.78 

Total computation: 

Total portion of the investment in the 
contract allocable to each taxable 
year of C ($728.60+$444.40) ........... $1,173.00 

Total portion of the investment in the 
contract allocable to each taxable 
year of D ($291.44+$177.78) ........... $469.22 

Example 6. Assume that taxpayer C in ex-
ample (4) receives payments for four years 
which are at least as large as the portion of 
the investment in the contract allocable to 
such years, but in the fifth year receives a 
total of only $600 rather than the $1,037 allo-
cable to such year. C is 65 and D is 62 at the 
beginning of the first monthly period for 
which an amount is payable in the sixth tax-
able year. C makes the election in that year 
provided under paragraph (d)(3) of § 1.72–4. 
The difference between the portion of the in-
vestment in the contract allocable to the 
fifth year and the amount actually received 
in that year is $437 ($1,037¥$600). In this case, 
106 unit payments are anticipatable with re-
spect to the joint and survivor annuity ele-
ment, since the appropriate multiple from 
Table VI of § 1.72–9, 26.5, multiplied by the 
number of units payable, in effect, as a joint 
and survivor annuity yields this result (4 × 
26.0). C’s appropriate multiple from Table V 
of § 1.72–9 for the six units which will cease to 
be paid at C’s death is 20.0, and the number 
of unit payments anticipatable with respect 
to C alone is 120 (6 × 20). The total number of 
unit payments anticipatable is, therefore, 226 
(120 plus 106). Dividing the difference pre-
viously found ($437) by the total number of 
unit payments thus determined (226) indi-
cates that C will have an additional alloca-
tion of the investment in the contract of 
$19.30 to the sixth and every succeeding full 
taxable year (10 units × $1.93), and D will 
have an additional allocation of the invest-
ment in the contract of $7.72 (4 units × $1.93) 
to each taxable year in which D receives 12 
monthly payments subsequent to the death 
of C. The total allocable to each taxable year 
of C is, therefore, $1,056.30, and that allocable 
to each taxable year of D will be $422.52. 

Example 7. If, in example (6), C had died at 
the end of the fourth year, in the fifth year 

D would have received a payment of $240 
(that portion of the $600 that C would have 
received which is in the same ratio that 4 
units bear to 10 units) and would thus have 
received $174.80 less than the portion of the 
investment in the contract allocable to each 
of D’s taxable years. In these circumstances, 
D would be entitled to elect to redetermine 
the portion of the investment in the contract 
allocable to the taxable year of election and 
all subsequent years. The new amount allo-
cable thereto would be found by dividing the 
$174.80 difference by D’s life expectancy as of 
the first day of the first period for which D 
received an amount as an annuity in the 
sixth year of the annuity contract, and add-
ing the result to D’s originally determined 
allocation of $414.80. 

(c) Expected return for term certain. In 
the case of a contract providing for 
specific periodic payments which are to 
be paid for a term certain such as a 
fixed number of months or years, with-
out regard to life expectancy, the ex-
pected return is determined by multi-
plying the fixed number of years or 
months for which payments are to be 
made on or after the annuity starting 
date by the amount of the payment 
provided in the contract for each such 
period. 

(d) Expected return with respect to 
amount certain. In the case of contracts 
involving no life or lives as a measure-
ment of their duration, but under 
which a determinable total amount is 
to be paid in installments of lesser 
amounts paid at periodic intervals, the 
expected return shall be the total 
amount guaranteed. If an amount is to 
be paid periodically until a fund plus 
interest at a fixed rate is exhausted, 
but further payments may be made 
thereafter because of earnings at a 
higher interest rate, this paragraph 
shall apply to the total amount 
anticipatable as a result of the amount 
of the fund plus the fixed interest 
thereon. Any amount which may be 
paid as the result of earnings at a 
greater interest rate shall be dis-
regarded in determining the expected 
return. If such an amount is later re-
ceived, it shall be considered an 
amount not received as an annuity 
after the annuity starting date. See 
paragraph (b)(2) of § 1.72–11. 
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(e) Expected return where two or more 
annuity elements providing for fixed pay-
ments are acquired for a single consider-
ation. (1) In the case of a contract de-
scribed in paragraph (a)(2) of § 1.72–2, 
which provides for specified payments 
to be made under two or more annuity 
elements, the expected return shall be 
found for the contract as a whole by 
aggregating the expected returns found 
with respect to each annuity element. 
If individual life annuity elements are 
involved (including joint and survivor 
annuities where the primary annuitant 
died before January 1, 1954) the ex-
pected return for each of them shall be 
determined in the manner prescribed in 
paragraph (a) of this section. If joint 
and survivor annuity elements are in-
volved, the expected return for such 
elements shall be determined under the 
appropriate subparagraph of paragraph 
(b) of this section. If terms certain or 
amounts certain are involved, the ex-
pected returns for such elements shall 
be determined under paragraph (c) or 
(d) of this section, respectively. 

(2) The aggregate expected return 
found in accordance with the rules set 
forth in subparagraph (1) of this para-
graph shall constitute the expected re-
turn for the contract as a whole. The 
investment in the contract shall be di-
vided by the amount thus determined 
to obtain the exclusion ratio for the 
contract as a whole, This exclusion 
ratio shall be applied to all amounts 
received as an annuity under the con-
tract by any recipient (in accordance 
with the provisions of § 1.72–4), except 
in the case of amounts received by a 
surviving annuitant under a joint and 
survivor annuity element to which the 
provisions of section 72(i) and para-
graph (b)(3) of this section would apply 
if it were a separate contract. See sub-
paragraph (3) of this paragraph. 

(3) In the case of a contract providing 
two or more annuity elements, one of 
which is a joint and survivor annuity 
element of the type described in sec-
tion 72(i) and paragraph (b)(3) of this 
section, the general exclusion ratio for 
the contract as a whole, for the pur-
pose of computations with respect to 
all the other annuity elements shall be 
determined in accordance with the 
principles of subparagraphs (1) and (2) 
of this paragraph. A special exclusion 

ratio shall thereafter be determined for 
the surviving annuitant receiving pay-
ments under the annuity element de-
scribed in section 72(i) and paragraph 
(b)(3) of this section by using the in-
vestment in the contract and the ex-
pected return determined in accord-
ance with the provisions of paragraph 
(b)(3) of this section. 

(4) In the case of a contract providing 
for payments to be made to two per-
sons in the manner described in para-
graph (b)(6) of this section, the ex-
pected return is to be computed as 
though there were two joint and sur-
vivor annuities under the same con-
tract, in the following manner. First, 
the multiple appropriate to the ages 
(as of the annuity starting date) and, if 
applicable, sexes of the annuitants in-
volved shall be found in Table II or VI 
(whichever is applicable) of § 1.72–9 and 
adjusted, if necessary, in the manner 
described in paragraph (a)(2) of this 
section. Second, the multiple so found 
shall be applied to the sum of the pay-
ments to be made each year to both an-
nuitants. The result is the expected re-
turn for the contract as a whole. 

(5) For rules relating to expected re-
turn where two or more annuity ele-
ments are acquired for a single consid-
eration and one or more of such ele-
ments does not specify a fixed payment 
for each period, see paragraph (f) of 
this section. 

(f) Expected return with respect to obli-
gations providing for payments described 
in paragraph (b)(3) of § 1.72–2. (1) If a 
contract to which section 72 applies 
provides only for payments to be made 
in a manner described in paragraph 
(b)(3) of § 1.72–2, the expected return for 
such contract as a whole shall be an 
amount equal to the investment in the 
contract found in accordance with sec-
tion 72(c)(1) and § 1.72–6, as adjusted for 
any refund feature in accordance with 
§ 1.72–7. 

(2) If a contract to which section 72 
applies provides for annuity elements, 
one or more of which (but not all) pro-
vide for payments to be made in a man-
ner described in paragraph (b)(3) of 
§ 1.72–2: 

(i) With respect to the portion of the 
contract providing for annuity ele-
ments to which paragraph (b)(3) of 
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§ 1.72–2 does not apply, the expected re-
turn shall be the aggregate of the ex-
pected returns found for each of such 
elements in accordance with the appro-
priate paragraph of this section; and 

(ii) With respect to all annuity ele-
ments to which paragraph (b)(3) of 
§ 1.72–2 does apply, the expected return 
for all such elements shall be an 
amount equal to the portion of the in-
vestment in the contract allocable to 
such elements in accordance with the 
provisions of paragraph (e)(2)(ii) of 
§ 1.72–4 and paragraph (b)(3)(ii)(b) of 
§ 1.72–6. 

(g) Expected return with respect to con-
tracts subject to § 1.72–6(d). In the case of 
a contract to which § 1.72–6(d) (relating 
to contracts in which amounts were in-
vested both before July 1, 1986, and 
after June 30, 1986) applies, an expected 
return is computed using the multiples 
in Tables I through IV of § 1.72–9 with 
respect to the pre-July 1986 investment 
in the contract and a second expected 
return is computed using the multiples 
in Tables V through VIII of § 1.72–9 with 
respect to the post-June 1986 invest-
ment in the contract. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 
14021, Dec. 21, 1960, as amended by T.D. 8115, 
51 FR 45694, Dec. 19, 1986] 

§ 1.72–6 Investment in the contract. 
(a) General rule. (1) For the purpose of 

computing the ‘‘investment in the con-
tract’’, it is first necessary to deter-
mine the ‘‘aggregate amount of pre-
miums or other consideration paid’’ for 
such contract. See section 72(c)(1). This 
determination is made as of the later 
of the annuity starting date of the con-
tract or the date on which an amount 
is first received thereunder as an annu-
ity. The amount so found is then re-
duced by the sum of the following 
amounts in order to find the invest-
ment in the contract: 

(i) The total amount of any return of 
premiums or dividends received (in-
cluding unrepaid loans or dividends ap-
plied against the principal or interest 
on such loans) on or before the date on 
which the foregoing determination is 
made, and 

(ii) The total of any other amounts 
received with respect to the contract 
on or before such date which were ex-
cludable from the gross income of the 

recipient under the income tax law ap-
plicable at the time of receipt. 
Amounts to which subdivision (ii) of 
this subparagraph applies shall include, 
for example, amounts considered to be 
return of premiums or other consider-
ation paid under section 22(b)(2) of the 
Internal Revenue Code of 1939 and 
amounts considered to be an employer- 
provided death benefit under section 
22(b)(1)(B) of such Code. For rules relat-
ing to the extent to which an employee 
or his beneficiary may include em-
ployer contributions in the aggregate 
amount of premiums or other consider-
ation paid, see § 1.72–8. If the aggregate 
amount of premiums or other consider-
ation paid for the contract includes 
amounts for which deductions were al-
lowed under section 404 as contribu-
tions on behalf of a self-employed indi-
vidual, such amounts shall not be in-
cluded in the investment in the con-
tract. 

(2) For the purpose of subparagraph 
(1) of this paragraph, amounts received 
subsequent to the receipt of an amount 
as an annuity or subsequent to the an-
nuity starting date, whichever is the 
later, shall be disregarded. See, how-
ever, § 1.72–11. 

(3) The application of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. In 1950, B purchased an annuity 
contract for $10,000 which was to provide him 
with an annuity of $1,000 per year for life. He 
received $1,000 in each of the years 1950, 1951, 
1952, and 1953, prior to the annuity starting 
date (January 1, 1954). Under the Internal 
Revenue Code of 1939, $300 of each of these 
payments (3 percent of $10,000) was includible 
in his gross income, and the remaining $700 
was excludable therefrom during each of the 
taxable years mentioned. In computing B’s 
investment in the contract as of January 1, 
1954, the total amount excludable from his 
gross income during the years 1950 through 
1953 ($2,800) must be subtracted from the con-
sideration paid ($10,000). Accordingly, B’s in-
vestment in the contract as of January 1, 
1954, is $7,200 ($10,000 less $2,800). 

Example 2. In 1945, C contracted for an an-
nuity to be paid to him beginning December 
31, 1960. In 1945 and in each successive year 
until 1960, he paid a premium of $5,000. As-
suming he receives no payments of any kind 
under the contract until the date on which 
he receives the first annual payment as an 
annuity (December 31, 1960), his investment 
in the contract as of the annuity starting 
date (December 31, 1959) will be $75,000 ($5,000 
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paid each year for the 15 years from 1945 to 
1959, inclusive). 

Example 3. Assume the same facts as in ex-
ample (2), except that prior to the annuity 
starting date C has already received from the 
insurer dividends of $1,000 each in 1949, 1954, 
and 1959, such dividends not being includible 
in his gross income in any of those years. C’s 
investment in the contract, as of the annuity 
starting date, will then be $72,000 ($75,000– 
$3,000). 

(b) Allocation of the investment in the 
contract where two or more annuity ele-
ments are acquired for a single consider-
ation. (1) In the case of a contract de-
scribed in § 1.72–2(a)(2) which provides 
for two or more annuity elements, the 
investment in the contract determined 
under paragraph (a) shall be allocated 
to each of the annuity elements in the 
ratio that the expected return under 
each annuity element bears to the ag-
gregate of the expected returns under 
all the annuity elements. The exclu-
sion ratio for the contract as a whole 
shall be determined by dividing the in-
vestment in the contract (after adjust-
ment for the present value of any or all 
refund features) by the aggregate of 
the expected returns under all the an-
nuity elements. This may be illus-
trated by the following examples: 

Example 1. If a contract provides for annu-
ity payments of $1,000 per year for life (with 
no refund feature) to both A and B, a male 
and female, respectively, each 70 years of age 
as of the annuity starting date, such con-
tract is acquired for consideration of $19,575 
(without regard to whether paid by A, B, or 
both), and there is no post-June 1986 invest-
ment in the contract, the investment in the 
contract shall be allocated by determining 
the exclusion ratio for the contract as a 
whole in the following manner: 
Expectancy of A under Table I and § 1.72–5(a)(2), 

11.6 (12.1–0.5), multiplied by $1,000 .................. $11,600 
Plus: Expectancy of B computed in a similar man-

ner ($1,000×14.5 [15.0¥0.5]) .............................. 14,500 

Total expected return ................................ 26,100 

The exclusion ratio for both A and B is then 
$19,575÷$26,100, or 75 percent. A and B shall 
each exclude from gross income three- 
fourths ($750) of each $1,000 annual payment 
received and shall include the remaining 
one-fourth ($250) of each $1,000 annual pay-
ment received in gross income. 

Example 2. Assume the same facts as in ex-
ample (1) except that of the total investment 
in the contract of $19,575, the pre-July 1986 
investment in the contract is $10,000. If the 
election described in § 1.72–6(d)(6) is made 
with respect to the contract, the investment 

in the contract shall be allocated by deter-
mining an exclusion ratio for the contract as 
a whole based on separately computed exclu-
sion ratios with respect to the pre-July 1986 
investment in the contract and the post- 
June 1986 investment in the contract in the 
following manner: 
Expectancy of A under Table I and § 1.72–5(a)(2), 

11.6 (12.1–0.5), multiplied by $1,000 .................. $11,600 
Plus: Expectancy of B under Table I and § 1.72– 

5(a)(2), 14.5 (15.0–0.5), multiplied by $1,000 ..... $14,500 

Pre-July 1986 expected return ................................ $26,100 
Expectancy of A under Table V and § 1.72–5(a)(2), 

15.5 (16.0–0.5), multiplied by $1,000 .................. $15,500 
Plus: Expectancy of B under Table V and § 1.72– 

5(a)(2), 15.5 (16.0–0.5), multiplied by $1,000 ..... $15,500 

Post-June 1986 expected return ............................. $31,000 

Pre-July 1986 exclusion ratio ($10,000÷$26,100) ... 38.3 
Post-June 1986 exclusion ratio ($9,575÷31,000) .... 30.9 

A and B shall each exclude from gross income 
$692 (38.3 percent of $1,000+30.9 percent of 
$1,000) of each $1,000 payment and include the 
remaining $308 in gross income 

(2) In the case of a contract providing 
for specified annual annuity payments 
to be made to two persons during their 
joint lives and the payment of the ag-
gregate of the two individual payments 
to the survivor for his life, the invest-
ment in the contract shall be allocated 
in accordance with the provisions of 
subparagraph (1) of this paragraph. For 
this purpose, the investment in the 
contract (without regard to the fact 
that differing amounts may have been 
contributed by the two annuitants) 
shall be divided by the expected return 
determined in accordance with para-
graph (e)(4) of § 1.72–5. The resulting ex-
clusion ratio shall then be applied to 
any amounts received as an annuity by 
either annuitant. 

(3) In the case of a contract providing 
two or more annuity elements, one or 
more of which provides for payments to 
be made in a manner described in para-
graph (b)(3) of § 1.72–2, the investment 
in the contract shall be allocated to 
the various annuity elements in the 
following manner. 

(i) If all the annuity elements provide 
for payments to be made in the manner 
described in paragraph (b)(3) of § 1.72–2, 
the investment in the contract shall be 
allocated on the basis of the amounts 
received by each recipient by appor-
tioning the amount determined to be 
excludable under that section to each 
recipient in the same ratio as the total 
of the amounts received by him in the 
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taxable year bears to the total of the 
amounts received by all recipients dur-
ing the same period; and 

(ii) If one or more, but not all, of the 
annuity elements provide for payments 
to be made in a manner described in 
paragraph (b)(3) of § 1.72–2: 

(a) With respect to all annuity ele-
ments to which that section does not 
apply, the investment in the contract 
for all such elements shall be the por-
tion of the investment in the contract 
as a whole (found in accordance with 
the provisions of this section) which is 
properly allocable to all such elements; 
and 

(b) With respect to all annuity ele-
ments to which paragraph (b)(3) of 
§ 1.72–2 does apply, the investment in 
the contract for all such elements shall 
be the investment in the contract as a 
whole (found in accordance with the 
provisions of this section) as reduced 
by the portion thereof determined 
under (a) of this subdivision. 
For the purpose of determining, pursu-
ant to (a) of this subdivision, the por-
tion of the investment in the contract 
as a whole properly allocable to a par-
ticular annuity element, reference 
shall be made to the present value of 
such annuity element determined in 
accordance with paragraph (e)(1)(iii) (b) 
of § 1.101–2. 

(iii) In the case of a contract to 
which paragraph (d) of this section ap-
plies, this paragraph (b) is applied in 
the manner prescribed in paragraph (d) 
and, in particular, paragraph (d)(5)(v) 
of this section. 

(c) Special rules. (1) For the special 
rule for determining the investment in 
the contract for a surviving annuitant 
in cases where the prior annuitant of a 
joint and survivor annuity contract 
died in 1951, 1952, or 1953, see paragraph 
(b)(3) of § 1.72–5. 

(2) For special rules relating to the 
determination of the investment in the 
contract where employer contributions 
are involved, see § 1.72–8. See also para-
graph (b) of § 1.72–16 for a special rule 
relating to the determination of the 
premiums or other consideration paid 
for a contract where an employee is 
taxable on the premiums paid for life 
insurance protection that is purchased 
by and considered to be a distribution 
from an exempt employees’ trust. 

(3) For the determination of an ad-
justment in investment in the contract 
in cases where a contract contains a re-
fund feature, see § 1.72–7. 

(4) In the case of ‘‘face-amount cer-
tificates’’ described in section 72(1), the 
amount of consideration paid for pur-
poses of computing the investment in 
the contract shall include any amount 
added to the holder’s basis by reason of 
section 1232(a)(3)(E) (relating to basis 
adjustment for amount of original 
issue discount ratably included in gross 
income as interest under section 
1232(a)(3)). 

(d) Pre-July 1986 and post-June 1986 in-
vestment in the contract. (1) This para-
graph (d) applies to an annuity con-
tract if: 

(i) The investment in the contract in-
cludes a pre-July 1986 investment in 
the contract and a post-June 1986 in-
vestment in the contract (both as de-
fined in § 1.72–6(d)(3)); 

(ii) The use of a multiple found in Ta-
bles I through VIII of § 1.72–9 is re-
quired to determine the expected re-
turn under the contract; and 

(iii) The election described in para-
graph (d)(6) of this section is made with 
respect to the contract. 

(2) In the case of annuity contract to 
which this paragraph (d) applies— 

(i) All computations required to de-
termine the amount excludable from 
gross income shall be performed sepa-
rately with respect to the pre-July 1986 
investment in the contract and the 
post-June 1986 investment in the con-
tract as if each such amount were the 
entire investment in the contract; 

(ii) The multiples in Tables I through 
IV shall be used for computations in-
volving the pre-July 1986 investment in 
the contract and the multiples in Ta-
bles V through VIII shall be used for 
computations involving the post-June 
1986 investment in the contract; and 

(iii) The amount excludable from 
gross income shall be the sum of the 
amounts determined under the sepa-
rate computations required by para-
graph (d)(2)(i) of this section. 

(3) For purposes of the regulations 
under section 72, the pre-July 1986 in-
vestment in the contract and post-June 
1986 investment in the contract are de-
termined in accordance with the fol-
lowing rules: 
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(i)(A) Except as provided in § 1.72–9, if 
the annuity starting date of the con-
tract occurs before July 1, 1986, the 
pre-July 1986 investment in the con-
tract is the total investment in the 
contract as of the annuity starting 
date; 

(B) Except as provided in § 1.72–9, if 
the annuity starting date of the con-
tract occurs after June 30, 1986, and the 
contract does not provide for a dis-
qualifying form of payment or settle-
ment, the pre-July 1986 investment in 
the contract is the investment in the 
contract computed as of June 30, 1986, 
as if June 30, 1986, had been the later of 
the annuity starting date of the con-
tract or the date on which an amount 
is first received thereunder as an annu-
ity; 

(C) If the annuity starting date of the 
contract occurs after June 30, 1986, and 
the contract provides, at the option of 
the annuitant or of any other person 
(including, in the case of an employee’s 
annuity, an option exercisable only by, 
or with the consent of, the employer), 
for a disqualifying form of payment or 
settlement, the pre-July 1986 invest-
ment in the contract is zero (i.e., the 
total investment in the contract is 
post-June 1986 investment in the con-
tract). 

(ii) The post-June 1986 investment in 
the contract is the amount by which 
the total investment in the contract as 
of the annuity starting date exceeds 
the pre-July 1986 investment in the 
contract. 

(iii) For purposes of paragraph 
(d)(3)(i) of this section, a disqualifying 
form of payment or settlement is any 
form of payment or settlement (wheth-
er or not selected) that permits the re-
ceipt of amounts under the contract in 
a form other than a life annuity. For 
example, each of the following options 
provides for a disqualifying form of 
payment or settlement: 

(A) An option to receive a lump sum 
in full discharge of the obligation 
under the contract. 

(B) An option to receive an amount 
under the contract after June 30, 1986, 
and before the annuity starting date. 

(C) An option to receive an annuity 
for a period certain. 

(D) An option to receive payments 
under a refund feature (within the 

meaning of paragraphs (b) and (c) of 
§ 1.72–7) that is substantially equivalent 
to an annuity for a period certain. 

(E) An option to receive a temporary 
life annuity (within the meaning of 
§ 1.72–5 (a)(3)) that is substantially 
equivalent to an annuity for a period 
certain. 
An option to receive alternative forms 
of life annuity is not a disqualifying 
option for purposes of paragraph 
(d)(3)(i) of this section. Thus, if the sole 
options provided under a contract are a 
single life annuity and a joint and sur-
vivor life annuity, paragraph (d)(3)(i) 
(C) of this section does not apply to 
such contract. 

(iv) For purposes of paragraph 
(d)(3)(iii) of this section, a refund fea-
ture is substantially equivalent to an 
annuity for a period certain if its value 
determined under Table VII of § 1.72–9 
exceeds 50 percent. Similarly, a tem-
porary life annuity is substantially 
equivalent to an annuity for a period 
certain if the multiple determined 
under Table VIII of § 1.72–9 exceeds 50 
percent of the maximum duration of 
the annuity. 

(4) In any separate computation 
under this paragraph (d), only the ap-
plicable portion of other amounts (such 
as the total expected return under the 
contract, or the total amount guaran-
teed under the contract as of the annu-
ity starting date) shall be taken into 
account if the use of the entire amount 
in such computation is inconsistent 
with the use in the computation of 
only a portion of the investment in the 
contract. For example, such use is gen-
erally inconsistent if the computation 
requires a comparison of the invest-
ment in the contract and such other 
amount for the purpose of using the 
greater (or lesser) amount or the dif-
ference between the two. For purposes 
of the first sentence of this paragraph 
(d)(4), the applicable portion is the 
amount that bears the same ratio to 
the entire amount as the pre-July 1986, 
investment in the contract or the post- 
June 1986 investment in the contract, 
whichever is applicable, bears to the 
total investment in the contract as of 
the annuity starting date. 

(5) Application to particular computa-
tions. (i) In the case of a contract to 
which this paragraph (d) applies, the 
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exclusion ratio for purposes of § 1.72–4 
(a) is the sum of the exclusion ratios 
separately computed in accordance 
with this paragraph (d). The exclusion 
ratio with respect to the pre-July 1986 
investment in the contract is deter-
mined by dividing the pre-July 1986 in-
vestment in the contract by the ex-
pected return as found under § 1.72–5 by 
applying the appropriate multiples of 
Tables I through IV of § 1.72–9. Simi-
larly, the exclusion ratio with respect 
to the post-June 1986 investment in the 
contract is determined by dividing the 
post-June 1986 investment in the con-
tract by the expected return as found 
under § 1.72–5 by applying the appro-
priate multiples in Tables V through 
VIII of § 1.72–9. 

(ii) The applicability of § 1.72–4(d)(2) 
to a contract to which this paragraph 
(d) applies shall be determined sepa-
rately with respect to the post-June 
1986 investment in the contract and the 
pre-July 1986 investment in the con-
tract and in each such determination 
only the applicable portion of the total 
expected return under the contract 
shall be taken into account. If § 1.72– 
4(d)(2) applies with respect to either 
such investment in the contract, the 
separately computed exclusion ratio 
shall be considered to be the applicable 
portion of 100 percent. 

(iii) If § 1.72–4(d)(3) applies to a con-
tract to which this paragraph (d) ap-
plies— 

(A) The applicable portions (as de-
fined in paragraph (d)(4) of this sec-
tion) of payments received under the 
contract for a taxable year shall be 
separately computed; 

(B) The pre-July 1986 investment in 
the contract and the post-June 1986 in-
vestment in the contract shall be sepa-
rately allocated to the taxable year; 
and 

(C) The separate applicable portions 
of the payments received under the 
contract for the taxable year shall be 
considered to be amounts received as 
an annuity (for which the exclusion 
ratio is 100 percent) only to the extent 
they do not exceed the portions of the 
corresponding investments in the con-
tract which are properly allocable to 
that year. 

See the example in § 1.72–4(d)(3)(v). 

(iv) If § 1.72–4(e) applies to a contract 
to which this paragraph (d) applies, the 
exclusion ratio shall be separately 
computed with respect to the pre-July 
1986 investment in the contract and the 
post-June 1986 investment in the con-
tract. For purposes of the separate 
computations under § 1.72–4(e)(2)(ii), 
only the applicable portion of pay-
ments received shall be taken into ac-
count and the exclusion ratio (100%) 
shall be applied to the separately com-
puted portion allocated to each partici-
pant. 

(v) If paragraph (b)(3) of this section 
applies to a contract to which this 
paragraph (d) applies, separate alloca-
tions are required with respect to the 
pre-July 1986 investment in the con-
tract and the post-June 1986 invest-
ment in the contract. 
For purposes of the separate computa-
tions required to determine the portion 
of the investment in the contract prop-
erly allocable to a particular annuity 
element, only the applicable portion of 
the present value of the annuity ele-
ment determined in accordance with 
§ 1.101–2(e)(1)(iii)(b) is taken into ac-
count. 

(vi) If § 1.72–7 applies to a contract to 
which this paragraph (d) applies, sepa-
rate computations are required to de-
termine the adjustment to the pre-July 
1986 investment in the contract and the 
post-June 1986 investment in the con-
tract. For purposes of such separate 
computations, only the applicable por-
tions of the amounts described in § 1.72– 
7 (b)(3)(ii), (c)(1)(ii)(B), (c)(2)(vii)(B), 
and (d)(1)(ii) are taken into account. 
Similarly, in the case of computations 
with respect to the guarantee of a spec-
ified amount under § 1.72–7(d)(1), only 
the applicable portion of such amount 
is taken into account. 

(6) This paragraph (d) applies to a 
contract only if the first taxpayer to 
receive an amount as an annuity under 
the contract elects to perform separate 
computations with respect to the pre- 
July 1986 investment in the contract 
and the post-June 1986 investment in 
the contract as if each such amount 
were the entire investment in contract. 
If two or more annuitants receive an 
amount as an annuity under the con-
tract at the same time (such as under 
a joint-and-last-survivorship annuity 
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contract), an election by one of the an-
nuitants is treated as an election by 
each of the annuitants. The election is 
made by attaching a statement to the 
first return filed by the taxpayer for 
the first taxable year in which an 
amount is received as an annuity under 
the contract. The statement must indi-
cate that the taxpayer is electing to 
apply the provisions of paragraph (d) of 
§ 1.72–6, and must also contain the 
name, address, and taxpayer identifica-
tion number of each annuitant under 
the contract, and the amount of the 
pre-July 1986 investment in the con-
tract. 

(7) If the investment in the contract 
includes a post-June 1986 investment in 
the contract and the election described 
in paragraph (d)(6) of this section is not 
made— 

(i) The amount excludable from gross 
income shall be determined without re-
gard to the separate computations de-
scribed in this paragraph (d); and 

(ii) Only the multiples found in Ta-
bles V through VIII shall be used in de-
termining the amount excludable from 
gross income. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6676, 28 FR 10134, Sept. 17, 
1963; T.D. 7311, 39 FR 11880, Apr. 1, 1974; T.D. 
8115, 51 FR 45700, Dec. 19, 1986; 52 FR 10223, 
Mar. 31, 1987] 

§ 1.72–7 Adjustment in investment 
where a contract contains a refund 
feature. 

(a) Definition of a contract containing a 
refund feature. A contract to which sec-
tion 72 applies, contains a refund fea-
ture if: 

(1) The total amount receivable as an 
annuity under such contract depends, 
in whole or in part, on the continuing 
life of one or more persons, 

(2) The contract provides for pay-
ments to be made to a beneficiary or 
the estate of an annuitant on or after 
the death of the annuitant if a speci-
fied amount or a stated number of pay-
ments has not been paid to the annu-
itant or annuitants prior to death, and 

(3) Such payments are in the nature 
of a refund of the consideration paid. 
See paragraph (c)(1) of § 1.72–11. 

(b) Adjustment of investment for the re-
fund feature in the case of a single life 
annuity. Where a single life annuity 

contract to which section 72 applies 
contains a refund feature and the spe-
cial rule of paragraph (d) of this sec-
tion does not apply, the investment in 
the contract shall be adjusted in the 
following manner: 

(1) Determine the number of years 
necessary for the guaranteed amount 
to be fully paid by dividing the max-
imum amount guaranteed as of the an-
nuity starting date by the amount to 
be received annually under the con-
tract to the extent such amount re-
duces the guaranteed amount. The 
number of years should be stated in 
terms of the nearest whole year, con-
sidering for this purpose a fraction of 
one-half or more as an additional whole 
year. 

(2) Consult Table III or VII (which-
ever is applicable) of § 1.72–9 for the ap-
propriate percentage under the whole 
number of years found in subparagraph 
(1) of this paragraph and the age (as of 
the annuity starting date) and, if appli-
cable, sex of the annuitant. 

(3) Multiply the percentage found in 
subparagraph (2) of this paragraph by 
whichever of the following is the small-
er: (i) The investment in the contract 
found in accordance with § 1.72–6 or (ii) 
the total amount guaranteed as of the 
annuity starting date. 

(4) Subtract the amount found in sub-
paragraph (3) of this paragraph from 
the investment in the contract found 
in accordance with § 1.72–6. 

The resulting amount is the invest-
ment in the contract adjusted for the 
present value of the refund feature 
without discount for interest and is to 
be used in determining the exclusion 
ratio to be applied to the payments re-
ceived as an annuity. The percentage 
found in Tables III or VII shall not be 
adjusted in a manner described in para-
graph (a)(2) of § 1.72–5. These principles 
may be illustrated by the following ex-
amples: 

Example 1. On January 1, 1954, a husband, 
age 65, purchased for $21,053, an immediate 
installment refund annuity payable $100 per 
month for life. The contract provided that in 
the event the husband did not live long 
enough to recover the full purchase price, 
payments were to be made to his wife until 
the total payments under the contract 
equaled the purchase price. The investment 
in the contract adjusted for the purpose of 
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determining the exclusion ratio is computed 
in the following manner: 
Cost of the annuity contract (investment in the 

contract, unadjusted) ...................................... $21,053 
Amount to be received annually ........................ $1,200 
Number of years for which payment guaran-

teed ($21,053 divided by $1,200) .................. 17.5 
Rounded to nearest whole number of years ..... 18 
Percentage located in Table III for age 65 (age 

of the annuitant as of the annuity starting 
date) and 18 (the number of whole years) 
(percent) ......................................................... 30 

Subtract value of the refund feature to the 
nearest dollar (30 percent of $21,053) .......... $6,316 

Investment in the contract adjusted for the 
present value of the refund feature without 
discount for interest ........................................ $14,737 

Example 2. Assume the same facts as in ex-
ample (1), except that the total investment 
in the contract was made after June 30, 1986. 
The investment in the contract adjusted for 
the purpose of determining the exclusion 
ratio is computed as follows: 
Cost of the annuity contract (investment in the 

contract, unadjusted) ...................................... $21,053 
Amount to be received annually ........................ $1,200 
Number of years for which payment guaran-

teed ($21,053÷$1,200) ................................... 17.5 
Rounded to nearest whole number of years ..... 18 
Percentage in Table VII for age 65 and 18 

years (percent) ............................................... 15 
Subtract value of the refund feature to the 

nearest dollar (15 percent of $21,053) .......... $3,158 

Investment in the contract adjusted for the 
present value of the refund feature without 
discount for interest ........................................ $17,895 

Example 3. Assume the same facts as in ex-
ample (1), except that the pre-July 1986 in-
vestment in the contract is $10,000 and the 
post-June 1986 investment in the contract is 
$11,053. If the annuitant makes the election 
described in § 1.72–6(d)(6), separate computa-
tions must be performed pursuant to § 1.72– 
6(d) to determine the adjusted investment in 
the contract. The pre-July 1986 investment 
in the contract and the post-June 1986 in-
vestment in the contract adjusted for the 
purpose of determining the exclusion ratios 
are, respectively, $7,000 and $9,395, deter-
mined as follows: 
Pre-July 1986 investment in the contract 

(unadjusted) ................................................... $10,000 
Pre-July 1986 portion of the amount to be re-

ceived annually ($10,000/$21,053×$1,200) ... $570.00 
Number of years for which payment 

guaranteed ($10,000÷$570) ............ 17.50 
Rounded to nearest whole number of 

years ................................................ 18 

Percentage in Table III for age 65 and 
18 years (percent) ........................... 30 

Subtract value of the refund feature to 
the nearest dollar (30 percent of 
$10,000) ........................................... $3,000 

Pre-July 1986 investment in the contract ad-
justed for the present value of the refund 
feature without discount for interest ............... $7,000 

Post-June 1986 investment in the contract 
(unadjusted) ................................................... $11,053 

Post-June 1986 portion of the amount to be re-
ceived annually ($11,053/$21,053×$1,200) ... $630 

Number of years for which payment guaran-
teed ($11,053÷$630) ...................................... 17.54 

Rounded to nearest whole number of years ..... 18 
Percentage in Table VII for age 65 and 18 

years (percent) ............................................... 15 
Subtract value of the refund feature to the 

nearest dollar (15 percent of $11,053) .......... $1,658 

Post-June 1986 investment in the contract ad-
justed for the present value of the refund 
feature without discount for interest ............... $9,395 

If, in the above examples, the guaran-
teed amount had exceeded the invest-
ment in the contract (or applicable 
portion thereof), the percentage found 
in Table III or VII (whichever is appli-
cable) should have been applied to the 
lesser of these amounts since any ex-
cess of the guaranteed amount over the 
investment in the contract (as found 
under § 1.72–6) would not have con-
stituted a refund of premiums or other 
consideration paid. In such a case, how-
ever, a different multiple might have 
been obtained from Table III or VII 
(whichever is applicable) since the 
number of years for which payments 
were guaranteed would have been 
greater. 

(c) Adjustment of investment for the re-
fund feature in the case of a joint and 
survivor annuity. (1) Except as provided 
in paragraph (c)(2) of this section, if a 
joint and survivor annuity contract de-
scribed in paragraph (b) (1), (2) or (6) of 
§ 1.72–5 contains a refund feature and 
the special rule of paragraph (d) of this 
section does not apply, the investment 
in the contract shall be adjusted in the 
following manner: 

(i) Find the percentage determined 
under the following formula: 
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In which: 

V = The percentage, rounded to the nearest 
whole percent, 

x = The age at the nearest birthday of the 
primary annuitant, 

y = The age at the nearest birthday of the 
survivor annuitant, 

N = The guaranteed amount divided by the 
annual annuity payable to the primary 
annuitant, rounded to the nearest inte-
ger, 

P = The annual annuity continued to the 
survivor annuitant divided by the annual 
annuity payable to the primary annu-
itant, 
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(ii) Multiply the percentage found in 
paragraph (c)(1)(i) of this section by 
the lesser of (A) the investment in the 
contract found in accordance with 
§ 1.72–6, or (B) the total amount guaran-
teed as of the annuity starting date. 

(iii) Subtract the amount found in 
paragraph (c)(1)(ii) of this section from 
the investment in the contract found 
in accordance with § 1.72–6. 
In the case of a contract providing for 
payments to be made to two persons in 
the manner described in paragraph 
(b)(6) of § 1.72–5, this paragraph (c)(1) is 
applied as though the older person were 
the primary annuitant and the younger 
person were the survivor annuitant. 
For purposes of this paragraph (c)(1), 
the number of survivors at agex (lx) is 
determined under the following table: 

x lx 

5 ............................................................. 1000000 . 
6 ............................................................. 999729 . 
7 ............................................................. 999493 . 
8 ............................................................. 999284 . 
9 ............................................................. 999069 . 
10 ........................................................... 998849 . 
11 ........................................................... 998620 . 
12 ........................................................... 998382 . 
13 ........................................................... 998135 . 
14 ........................................................... 997876 . 
15 ........................................................... 997606 . 
16 ........................................................... 997322 . 
17 ........................................................... 997025 . 
18 ........................................................... 996714 . 
19 ........................................................... 996387 . 

x lx 

20 ........................................................... 996044 . 
21 ........................................................... 995684 . 
22 ........................................................... 995304 . 
23 ........................................................... 994905 . 
24 ........................................................... 994484 . 
25 ........................................................... 994041 . 
26 ........................................................... 993573 . 
27 ........................................................... 993080 . 
28 ........................................................... 992563 . 
29 ........................................................... 992024 . 
30 ........................................................... 991461 . 
31 ........................................................... 990876 . 
32 ........................................................... 990269 . 
33 ........................................................... 989638 . 
34 ........................................................... 988984 . 
35 ........................................................... 988303 . 
36 ........................................................... 987593 . 
37 ........................................................... 986846 . 
38 ........................................................... 986055 . 
39 ........................................................... 985210 . 
40 ........................................................... 984298 . 
41 ........................................................... 983310 . 
42 ........................................................... 982230 . 
43 ........................................................... 981046 . 
44 ........................................................... 979742 . 
45 ........................................................... 978302 . 
46 ........................................................... 976709 . 
47 ........................................................... 974945 . 
48 ........................................................... 972992 . 
49 ........................................................... 970832 . 
50 ........................................................... 968447 . 
51 ........................................................... 966000 . 
52 ........................................................... 963313 . 
53 ........................................................... 960375 . 
54 ........................................................... 957175 . 
55 ........................................................... 953705 . 
56 ........................................................... 949954 . 
57 ........................................................... 945912 . 
58 ........................................................... 941568 . 
59 ........................................................... 936908 . 
60 ........................................................... 931903 . 
61 ........................................................... 926451 . 
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x lx 

62 ........................................................... 920540 . 
63 ........................................................... 914090 . 
64 ........................................................... 907011 . 
65 ........................................................... 899221 . 
66 ........................................................... 890428 . 
67 ........................................................... 880797 . 
68 ........................................................... 870298 . 
69 ........................................................... 858904 . 
70 ........................................................... 846565 . 
71 ........................................................... 832316 . 
72 ........................................................... 816861 . 
73 ........................................................... 800078 . 
74 ........................................................... 781837 . 
75 ........................................................... 762012 . 
76 ........................................................... 740743 . 
77 ........................................................... 717689 . 
78 ........................................................... 692780 . 
79 ........................................................... 665977 . 
80 ........................................................... 637260 . 
81 ........................................................... 607339 . 
82 ........................................................... 575531 . 
83 ........................................................... 541919 . 
84 ........................................................... 506647 . 
85 ........................................................... 469931 . 
86 ........................................................... 432459 . 
87 ........................................................... 394138 . 
88 ........................................................... 355393 . 
89 ........................................................... 316712 . 
90 ........................................................... 278663 . 
91 ........................................................... 242020 . 
92 ........................................................... 207150 . 
93 ........................................................... 174602 . 
94 ........................................................... 144828 . 
95 ........................................................... 118151 . 
96 ........................................................... 94871 .7 
97 ........................................................... 74863 .6 
98 ........................................................... 58042 .2 
99 ........................................................... 44176 .1 
100 ......................................................... 32956 .4 
101 ......................................................... 24044 .8 
102 ......................................................... 17104 .1 
103 ......................................................... 11815 .5 
104 ......................................................... 7886 .75 
105 ......................................................... 5054 .94 
106 ......................................................... 3086 .95 
107 ......................................................... 1778 .82 
108 ......................................................... 955 .465 
109 ......................................................... 470 .955 
110 ......................................................... 208 .668 
111 ......................................................... 80 .7899 
112 ......................................................... 26 .2340 
113 ......................................................... 6 .69620 
114 ......................................................... 1 .19385 
115 ......................................................... .111460 

(2) If the multiples in Tables I 
through IV of § 1.72–9 are used to deter-
mine any portion of the expected re-
turn under a contract described in 
paragraph (c)(1) of this section, only 
the post-June 1986 investment in the 
contract (if any) shall be adjusted in 
the manner described in paragraph 
(c)(1) of this section, and the pre-July 
1986 investment in the contract shall, 
in the case of a contract described in 
paragraph (b) (1) or (6) of § 1.72–5, be ad-
justed in the following manner: 

(i) Determine the number of years 
necessary for the guaranteed amount 

to be fully paid by dividing the max-
imum amount guaranteed as of the an-
nuity starting date by the amount to 
be received annually under the con-
tract. The number of years should be 
stated in terms of the nearest whole 
year, considering for this purpose a 
fraction of one-half or more as an addi-
tional whole year. 

(ii) Consult Table III of § 1.72–9 for the 
appropriate percentages under the 
whole number of years found in sub-
division (i) of this subparagraph and 
the age (as of the annuity starting 
date) and sex of each annuitant. If the 
annuitants are not of the same sex, 
substitute for the female annuitant a 
male annuitant 5 years younger, or for 
the male annuitant a female annuitant 
5 years older, so that Table III will be 
entered in both cases with the ages of 
annuitants of the same sex. 

(iii) Find the sum of the two percent-
ages found in accordance with subdivi-
sion (ii) of this subparagraph. 

(iv) To the age of the elder of the two 
annuitants (as determined under sub-
division (ii) of this subparagraph), add 
the number of years (indicated in the 
table below) opposite the number of 
years by which such annuitants’ ages 
differ: 

Number of years difference in age (2 male an-
nuitants or 2 female annuitants) 

Addition to 
older age in 

years 

0 to 1, inclusive ................................................. 9 
2 to 3, inclusive ................................................. 8 
4 to 5, inclusive ................................................. 7 
6 to 8, inclusive ................................................. 6 
9 to 11, inclusive ............................................... 5 
12 to 15, inclusive ............................................. 4 
16 to 20, inclusive ............................................. 3 
21 to 27, inclusive ............................................. 2 
28 to 42, inclusive ............................................. 1 
Over 42 .............................................................. 0 

(v) Consult Table III for the appro-
priate percentage under the whole 
number of years found in subdivision 
(i) of this subparagraph and the age 
and sex of the elder annuitant as ad-
justed under subdivision (iv) of this 
subparagraph. 

(vi) Subtract the percentage obtained 
in subdivision (v) of this subparagraph 
from the sum of the percentages found 
under subdivision (iii) of this subpara-
graph. If the result is less than one, 
subdivisions (vii) and (viii) of this sub-
paragraph shall be disregarded and no 
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adjustment made to the investment in 
the contract. 

(vii) Multiply the percentage found 
in subdivision (vi) of this subparagraph 
by whichever of the following is the 
smaller: (A) the investment in the con-
tract found in accordance with § 1.72–6 
or (B) the total amount guaranteed as 
of the annuity starting date. 

(viii) Subtract the amount found in 
subdivision (vii) of this subparagraph 
from the investment in the contract 
found in accordance with § 1.72–6. 

(3) The principles of this paragraph 
(c) may be illustrated by the following 
examples: 

Example 1. Prior to July 1, 1986, Taxpayer 
A, a 70-year-old male, purchases a joint and 
last survivor annuity for $33,050. The con-
tract provides for payments of $100 a month 
to be paid first to himself for life and then to 
B, his 40-year-old daughter, if she survives 
him. The contract further provides that in 
the event both die before ten years’ pay-
ments have been made, payments will be 
continued to C, a beneficiary, or to C’s es-
tate, until ten years’ payments have been 
made. If there is no post-June 1986 invest-
ment in the contract, the investment in the 
contract adjusted for the purpose of deter-
mining the exclusion ratio is computed in 
the following manner: 
Cost of the annuity contract (investment in the 

contract unadjusted) ....................................... $33,050 
Guaranteed amount ($1,200×10) ...................... $12,000 

Percentage in Table III for male, age 70 (or fe-
male, age 75) for duration of the guarantee 
(10) ................................................................. 21 

Percentage in Table III for female, age 40 (or 
male, age 35) for duration of the guarantee 
(10) ................................................................. 2 

Sum of percentages obtained ............. 23 

Difference in years of age between two males, 
aged 70 and 35 (or 2 females, aged 75 and 
40) .................................................................. 35 

Addition, in years, to older age ......................... 1 
Percentage in Table III for male one year older 

than A ............................................................. 22 
Difference between percentages obtained (23 

percent less 22 percent) ................................ 1 
Value of the refund feature to the nearest dol-

lar (1 percent of $12,000) .............................. $120 

Investment in the contract adjusted for 
present value of the refund feature $32,930 

Example 2. The facts are the same as in ex-
ample (1), except that the total investment 
in the contract was made after June 30, 1986, 
A is 73 years of age, and B is A’s 70 year old 
spouse. The percentage determined under the 
formula in paragraph (c)(1)(i) of this section 
is two percent. Thus, the amount determined 
under paragraph (c)(1)(ii) of this section is 
$240 (2 percent of $12,000), and the investment 

in the contract adjusted for the present 
value of the refund feature is $32,810 
($33,050—$240). 

(4) If an annuity described in para-
graph (b) of § 1.72–5 contains a refund 
feature and the manner of determining 
the adjustment to the investment in 
the contract (or to any part of such in-
vestment) is not prescribed or requires 
use of the formula in paragraph (c)(1)(i) 
of this section, the Commissioner will 
determine the amount of the adjust-
ment upon request. The request must 
contain the date of birth of each annu-
itant, the guaranteed amount, the an-
nual annuity payable to each annu-
itant, and the annuity starting date. 
Send the request to the Commissioner 
of Internal Revenue, Attention: 
OP:E:EP:GA, Washington, D.C. 20224. 

(d) Adjustment of investment in the con-
tract where paragraph (b)(3) of § 1.72–2 
applies to payments. (1) If paragraph 
(b)(3) of § 1.72–2 applies to payments to 
be made under a contract and this sec-
tion also applies because of the provi-
sion for a refund feature, an adjust-
ment shall be made to the investment 
in the contract in accordance with this 
paragraph before making the computa-
tions required by paragraph (d)(3) of 
§ 1.72–4 and paragraph (d)(7) of § 1.72–5. 
In the case of the guarantee of a speci-
fied amount, the adjustment shall be 
made by applying the appropriate mul-
tiple from Table III or VII (whichever 
is applicable), as otherwise determined 
under this section, to the investment 
in the contract or the guranteed 
amount, whichever is the lesser. The 
guarantee period shall be found by di-
viding the amount guaranteed by the 
amount determined by placing the pay-
ments received during the first taxable 
year (to guaranteed amount) on an an-
nual basis. Thus, if monthly payments 
are first received by a taxpayer on a 
calendar year basis in August, his total 
payments (to the extent that they re-
duce the guaranteed amount) for the 
taxable year would be divided by 5 and 
multiplied by 12. The guaranteed 
amount would then be divided by the 
result of this computation to obtain 
the guarantee period. If the contract 
merely guarantees that proceeds from 
a unit or units of a fund shall be paid 
for a fixed number of years or the life 
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(or lives) of an annuitant (or annu-
itants), whichever is the longer, the 
fixed number of years is the guarantee 
period. The appropriate percentage in 
Table III or VII shall be applied to 
whichever of the following is the small-
er: (i) the investment in the contract; 
or (ii) the product of the payments re-
ceived in the first taxable year, placed 
on an annual basis, multiplied by the 
number of years for which payment of 
the proceeds of a unit or units is guar-
anteed. 

(2) The principles of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. Taxpayer A, a 50-year-old male 
purchases for $25,000 a contract which pro-
vides for variable monthly payments to be 
paid to him for his life. The contract also 
provides that if he should die before receiv-
ing payments for fifteen years, payments 
shall continue according to the original for-
mula to his estate or beneficiary until pay-
ments have been made for that period. Be-
ginning with the month of September, A re-
ceives payments which total $450 for the first 
taxable year of receipt. This amount, placed 
on an annual basis, is $1,350 ($450 divided by 
4, or $112.50; $112.50 multiplied by 12, or 
$1,350). If there is no post-June 1986 invest-
ment in the contract, the guaranteed 
amount is considered to be $20,250 ($1,350×15), 
and the multiple from Table III (found in the 
same manner as in paragraph (b) of this sec-
tion), 9 percent, applied to $20,250 (since this 
amount is less than the investment in the 
contract), results in a refund adjustment of 
$1,822,50. The latter amount, subtracted from 
the investment in the contract of $25,000, re-
sults in an adjusted investment in the con-
tract of $23,177.50. If A dies before receiving 
payments for 15 years and the remaining 
payments are made to B, his beneficiary, B 
shall exclude the entire amount of such pay-
ments from his gross income until the 
amounts so received by B, together with the 
amount received by A and excludable from 
A’s gross income, equal or exceed $25,000. 
Any excess and any payments thereafter re-
ceived by B shall be fully includible in gross 
income. 

Example 2. Assume the same facts as in ex-
ample (1), except that the total investment 
in the contract was made after June 30, 1986. 
The applicable multiple found in Table VII is 
3 percent. When this is applied to the guar-
anteed amount of $20,250, it results in a re-
fund adjustment of $607.50. The adjusted in-
vestment in the contract in $24,392.50 
($25,000—$607.50). 

(e) Adjustment of the investment in the 
contract where more than one annuity 

element is provided for a single consider-
ation. In the case of contracts to which 
paragraph (b) of § 1.72–6 applies for the 
purpose of allocating the investment in 
the contract to two or more annuity 
elements which are provided for a sin-
gle consideration, if one or more of 
such elements involves a refund fea-
ture, the portion of the investment in 
the contract properly allocable to each 
such element shall be adjusted for the 
refund feature before aggregating all 
the investments in order to obtain the 
exclusion ratio which is to apply to the 
contract as a whole. 

Example 1. If taxpayer A, an insured 70 
years of age, upon maturity of an endow-
ment policy which cost him a net amount of 
$86,000, elected a dual settlement consisting 
of (1) monthly payments for his life aggre-
gating $4,146 per year with 10 years’ pay-
ments certain, and (2) monthly payments for 
his 60-year-old brother, B, aggregating $2,820 
per year with 20 years’ payments certain, the 
exclusion ratio to be used by both A and B if 
there is no post-June 1986 investment in the 
contract would be determined in the fol-
lowing manner: 
A’s expected return (A’s payments per 

year of $4,146 multiplied by his life ex-
pectancy from Table 1 of 12.1) ............ $50,166.60 

B’s expected return (B’s payments per 
year of $2,820 multiplied by his life ex-
pectancy from Table 1 of 18.2) ............ $51,324.00 

Sum of expected returns to be 
used in determining exclusion 
ratio ........................................ $101,490.60 

Percentage of total expected return at-
tributable to A’s expectancy of life 
($50,166.60÷$101,490.60) ................... 49.4 

Percentage of total expected return at-
tributable to B’s expectancy of life 
($51,324÷$101,490.60) ........................ 50.6 

Portion of investment in the contract allo-
cable to A’s annuity (49.4 percent of 
$86,000) ............................................... $42,484.00 

Portion of investment in the contract allo-
cable to B’s annuity (50.6 percent of 
$86,000) ............................................... $43,516.00 

Value of the refund feature with respect 
to A’s annuity (percentage from Table 
III for male, age 70, and duration 10, 
or 21 percent, multiplied by lesser of 
guaranteed amount and allocable por-
tion of investment in the contract, 
$41,460) ............................................... $8,707.00 

A’s allocable portion of the investment in 
the contract adjusted for refund feature 
($42,484 less $8,707.00) ..................... $33,777.00 

Value of the refund feature with respect 
to B’s annuity (percentage from Table 
III for male, age 60, and duration 20, 
or 25 percent, multiplied by lesser of 
guaranteed amount and allocable por-
tion of investment in the contract, 
$43,516) ............................................... $10,879.00 
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B’s allocable portion of the investment in 
the contract adjusted for refund feature 
($43,516 less $10,879.00) ................... $32,637.00 

Sum of A’s and B’s allocable portions of 
the investment in the contract after ad-
justment for the refund feature ............ $66,414.00 

Exclusion ratio for the contract as a 
whole (total adjusted investment in the 
contract, $66,414, divided by the total 
expected return from above, 
$101,490.60) (percent) ......................... 65.4 

Example 2. Assume the same facts as in ex-
ample (1) except that the total investment in 
the contract was made after June 30, 1986. 
The exclusion ratio to be used by both A and 
B would be 56.9 percent, determined as fol-
lows: 
A’s expected return (A’s payments per 

year of $4,146 multiplied by his life ex-
pectancy from Table V of 16.0) ........... $66,336.00 

B’s expected return (B’s payments per 
year of $2,820 multiplied by his life ex-
pectancy from Table V of 24.2) ........... $68,244.00 

Sum of expected returns to be used in 
determining exclusion ratio .................. $134,580.00 

Percentage of total expected return at-
tributable to A’s expectancy of life 
($66,336.00÷$134,580.00) ................... 49.3 

Percentage of total expected return at-
tributable to B’s expectancy of life 
($68,244.00÷$134,580.00) ................... 50.7 

Portion of investment in the contract allo-
cable to A’s annuity (49.3 percent of 
$86,000) ............................................... $42,398.00 

Portion of investment in the contract allo-
cable to B’s annuity (50.7 percent of 
$86,000) ............................................... $43,602.00 

Value of the refund feature with respect 
to A’s annuity (percentage from Table 
VII for age 70 and duration 10, or 11 
percent, multiplied by lesser of the 
guaranteed amount and allocable por-
tion of investment in the contract, 
$41,460) ............................................... $4,560.60 

A’s allocable portion of the investment in 
the contract adjusted for refund feature 
($42,398 less $4,560.60) ..................... $37,837.40 

Value of the refund feature with respect 
to B’s annuity (percentage from Table 
VII for age 60 and duration 20, or 11 
percent, multiplied by lesser of guaran-
teed amount and allocable portion of 
investment in the contract, $43,602) ... $4,796.22 

B’s allocable portion of the investment in 
the contract adjusted for refund feature 
($43,602 less $4,796.22) ..................... $38,805.78 

Sum of A’s and B’s allocable portions of 
the investment in the contract after ad-
justment for the refund feature ............ $76,643.18 

Exclusion ratio for the contract as a 
whole (total adjusted investment in the 
contract, $76,643.18, divided by the 
total expected return from above, 
$134,580.00) (percent) ......................... 56.9 

(f) Adjustment of investment in the con-
tract with respect to contracts subject to 
§ 1.72–6(d). In the case of a contract to 
which § 1.72–6(d) (relating to contracts 
in which amounts were invested both 

before July 1, 1986, and after June 30, 
1986) applies, this section is applied in 
the manner prescribed in § 1.72–6(d) and, 
in particular, § 1.72–6(d)(5)(vi). 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 
14021, Dec. 21, 1960, as amended by T.D. 8115, 
51 FR 45702, Dec. 19, 1986] 

§ 1.72–8 Effect of certain employer con-
tributions with respect to pre-
miums or other consideration paid 
or contributed by an employee. 

(a) Contributions in the nature of com-
pensation—(1) Amounts includible in 
gross income of employee under subtitle A 
of the Code or prior income tax laws. Sec-
tion 72(f) provides that for the purposes 
of section 72 (c), (d), and (e), amounts 
contributed by an employer for the 
benefit of an employee or his bene-
ficiaries shall constitute consideration 
paid or contributed by the employee to 
the extent that such amounts were in-
cludible in the gross income of the em-
ployee under subtitle A of the Code or 
prior income tax laws. Amounts to 
which this paragraph applies include, 
for example, contributions made by an 
employer to or under a trust or plan 
which fails to qualify under the provi-
sions of section 401(a), provided that 
the employee’s rights to such contribu-
tions are nonforfeitable at the time the 
contributions are made. See sections 
402(b) and 403(c) and the regulations 
thereunder. This subparagraph also ap-
plies to premiums paid by an employer 
(other than premiums paid on behalf of 
an owner-employee) for life insurance 
protection for an employee if such pre-
miums are includible in the gross in-
come of the employee when paid. See 
§ 1.72–16. However, such premiums shall 
only be considered as premiums and 
other consideration paid by the em-
ployee with respect to any benefits at-
tributable to the contract providing 
the life insurance protection. See § 1.72– 
16. 

(2) Amounts not includible in gross in-
come of employee at time contributed if 
paid directly to employee at that time. Ex-
cept as provided in subparagraph (3) of 
this paragraph, section 72(f) provides 
that for the purposes of section 72 (c), 
(d), and (e), amounts contributed by an 
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employer for the benefit of an em-
ployee or his beneficiaries shall con-
stitute consideration paid or contrib-
uted by the employee to the extent 
that such amounts would not have been 
includible in the gross income of the 
employee at the time contributed had 
they been paid directly to the em-
ployee at that time. Amounts to which 
this subparagraph applies include, for 
example, contributions made by an em-
ployer after December 31, 1950, and be-
fore January 1, 1963, if made on ac-
count of foreign services rendered by 
an employee during a period in which 
the employee qualified as a bona fide 
resident of a foreign country under sec-
tion 911(a) of the Internal Revenue 
Code of 1954, or under section 116(a) of 
the Internal Revenue Code of 1939. In 
such a case, it would be immaterial 
whether such contributions were made 
under a qualified plan or otherwise. See 
subparagraph (4) of this paragraph for 
rules governing the determination of 
the amount of employer foreign service 
contributions to which this subpara-
graph applies. On the other hand, if 
contributions are made by an employer 
to a qualified plan at a time when com-
pensation paid directly to the em-
ployee concerned with respect to the 
same services rendered would have 
been includible in the gross income of 
the employee, such as in the case of an 
employee of a State government where 
contributions are made in 1955 with re-
spect to services rendered by the em-
ployee prior to the year 1939, this sub-
paragraph does not apply to such con-
tributions. 

(3) Limitation—(i) In general. Except 
as provided in subdivision (ii) of this 
subparagraph, the provisions of sub-
paragraph (2) of this paragraph shall 
not apply to amounts which were con-
tributed by the employer after Decem-
ber 31, 1962, and which would not have 
been includible in the gross income of 
the employee by reason of the applica-
tion of section 911, if such amounts had 
been paid directly to the employee at 
the time of contribution. Employer 
contributions attributable to foreign 
services performed by the employee 
after December 31, 1962, do not con-
stitute, for purposes of section 72 (c), 
(d), and (e), consideration paid or con-
tributed by the employee. 

(ii) Exception. The provisions of sub-
division (i) of this subparagraph shall 
not apply to amounts which were con-
tributed by the employer to provide 
pension or annuity credits (determined 
in accordance with the provisions of 
subparagraph (4) of this paragraph) to 
the extent such credits are— 

(a) Attributable to foreign services 
performed before January 1, 1963, with 
respect to which the employee quali-
fied for the benefits of section 911(a) (or 
corresponding provisions of prior rev-
enue laws), and 

(b) Provided pursuant to pension or 
annuity plan provisions in existence on 
March 12, 1962, and on that date appli-
cable to such services. 
Amounts described in this subdivision 
constitute, for purposes of section 72 
(c), (d), and (e), consideration paid or 
contributed by the employee even 
though such amounts are contributed 
by the employer after December 31, 
1962. 

(4) Determination of employer foreign 
service contributions which constitute 
consideration paid or contributed by em-
ployee. For purposes of subparagraphs 
(2) and (3)(ii) of this paragraph, em-
ployer foreign service contributions 
which constitute, for purposes of sec-
tion 72 (c), (d), and (e), consideration 
paid or contributed by the employee 
shall be determined as follows: 

(i) Treatment of identifiable contribu-
tions. If, under the terms of the pension 
or annuity plan under which employer 
contributions were made, such con-
tributions may be identified as— 

(a) Attributable to foreign services 
performed before January 1, 1963, with 
respect to which the employee quali-
fied for the benefits of section 911(a) (or 
corresponding provisions of prior rev-
enue laws), and 

(b) Made under pension or annuity 
plan provisions in existence on March 
12, 1962, which were applicable to the 
services referred to in (a) of this sub-
division on that date, 
the amount of employer contributions 
so identified shall be considered paid or 
contributed by the employee. 

(ii) Alternative rule for unidentifiable 
contributions. If employer contributions 
may not be identified in the manner 
described in subdivision (i) of this sub-
paragraph, the amount of employer 
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contributions attributable to foreign 
services performed before January 1, 
1963, and considered paid or contrib-
uted by the employee shall be deter-
mined on the basis of an estimated al-
location which is reasonable and con-
sistent with the circumstances and the 
provisions of the pension or annuity 
plan under which such contributions 
are made. For example, if an employ-
ee’s benefits under a pension or annu-
ity plan, which is unchanged after 
March 12, 1962, are determined with re-
spect to his basic compensation during 
his entire period of credited service, 
the amount of employer contributions 
considered paid or contributed by the 
employee shall be an amount which 
bears the same ratio to total employer 
contributions for such employee under 
the pension or annuity plan as his 
basic compensation attributable to for-
eign services performed before January 
1, 1963, with respect to which he quali-
fied for the benefits of section 911(a) (or 
corresponding provisions of prior rev-
enue laws) bears to his total basic com-
pensation. On the other hand, if an em-
ployee’s benefits under a pension or an-
nuity plan, which is unchanged after 
March 12, 1962, are determined with re-
spect to his basic compensation during 
his final five years of credited service, 
the amount of employer contributions 
considered paid or contributed by the 
employee shall be an amount which 
bears the same ratio to total employer 
contributions for such employee as his 
number of years of credited service be-
fore January 1, 1963, with respect to 
which he qualified for the benefits of 
section 911(a) (or corresponding provi-
sions of prior revenue laws) bears to his 
total number of years of credited serv-
ice. 

(5) Amounts not includible in gross in-
come of employee under subtitle A of the 
Code or prior income tax laws. Amounts 
contributed by an employer which were 
not includible in the gross income of 
the employee under Subtitle A of the 
Code or prior income tax laws, but 
which would have been includible 
therein had they been paid directly to 
the employee, do not constitute consid-
eration paid or contributed by the em-
ployee for the purposes of section 72. 
For example, contributions made by an 
employer under a qualified employees’ 

trust or plan, which contributions 
would have been includible in the gross 
income of the employee had such con-
tributions been paid to him directly as 
compensation, do not constitute con-
sideration paid or contributed by the 
employee. Accordingly, the aggregate 
amount of premiums or other consider-
ation paid or contributed by an em-
ployee, insofar as compensatory em-
ployer contributions are concerned, 
consists solely of the (i) sum of all 
amounts actually contributed by the 
employee, plus (ii) contributions in the 
nature of compensation which are 
deemed to be paid or contributed by 
the employee under this paragraph. 

(b) Contributions in the nature of death 
benefits. In the case of an employee’s 
beneficiary, the aggregate amount of 
premiums or other consideration paid 
or deemed to be paid or contributed by 
the employee shall also include: 

(1) Amounts (other than amounts 
paid as an annuity) to the extent such 
amounts are excludable from the bene-
ficiary’s gross income as a death ben-
efit under section 101(b), and 

(2) Any amount or amounts of death 
benefits which are treated as addi-
tional consideration contributed by the 
employee under section 101(b)(2)(D) and 
the regulations thereunder, or which 
were excludable from the beneficiary’s 
gross income as a death benefit under 
section 22(b)(1)(B) of the Internal Rev-
enue Code of 1939 and the regulations 
thereunder. 
Accordingly, in the case of an employ-
ee’s beneficiary, any such amount shall 
be added to any amount or amounts 
deemed paid or contributed by the em-
ployee under paragraph (a)(1) of this 
section and to any amounts actually 
contributed by the employee for the 
purpose of finding the aggregate 
amount of premiums or other consider-
ation paid or contributed by the em-
ployee. 

(c) Amounts ‘‘made available’’ to an 
employee or his beneficiary. Any amount 
which, although not actually paid, is 
made available to and includable in the 
gross income of an employee or his 
beneficiary under the rules of sections 
402 and 403 and the regulations there-
under, shall be considered an amount 
contributed by the employee and shall 
be aggregated with amounts, if any, to 
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which paragraphs (a) and (b) of this 
section apply for the purpose of deter-
mining the aggregate amount of pre-
miums or other consideration paid by 
the employee. 

(d) Amounts includable in gross income 
of employee when his rights under annu-
ity contract change to nonforfeitable 
rights. Any amount which, by reason of 
section 403(d) and after the application 
of paragraph (b) of § 1.403 (b)–1, is re-
quired to be included in an employee’s 
gross income for the year when his 
rights under an annuity contract 
change from forfeitable to nonforfeit-
able rights shall be considered an 
amount contributed by the employee 
and shall be aggregated with amounts, 
if any, to which paragraphs (a), (b), and 
(c) of this section apply for the purpose 
of determining the aggregate amount 
of premiums or other consideration 
paid or contributed by the employee 
for such annuity contract. In other 
words, if, under section 403(d), an em-
ployee of an organization exempt from 
tax under section 501(a) or 521(a) is re-
quired to include an amount in gross 
income by reason of his rights under an 
annuity contract changing from for-
feitable to nonforfeitable rights, such 
amount, to the extent it is not exclud-
able from gross income under para-
graph (b) of § 1.403 (b)–1, shall be consid-
ered an amount contributed by such 
employee for the annuity contract. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6665, 28 FR 7245, July 16, 
1963; T.D. 6783, 29 FR 18356, Dec. 24, 1964] 

§ 1.72–9 Tables. 
The following tables are to be used in 

connection with computations under 
section 72 and the regulations there-
under. Tables I, II, IIA, III, and IV are 
to be used if the investment in the con-
tract does not include a post-June 1986 
investment in the contract (as defined 
in § 1.72–6(d)(3)). Tables V, VI, VIA, VII, 
and VIII are to be used if the invest-
ment in the contract includes a post- 
June 1986 investment in the contract 
(as defined in § 1.72–6(d)(3)). 

In the case of a contract under which 
amounts are received as an annuity 
after June 30, 1986, a taxpayer receiving 
such amounts may elect to treat the 
entire investment in the contract as 
post-June 1986 investment in the con-

tract and thus apply Tables V through 
VIII. A taxpayer may make the elec-
tion for any taxable year in which such 
amounts are received by attaching to 
the taxpayer’s return for such taxable 
year a statement that the taxpayer is 
electing under § 1.72–9 to treat the en-
tire investment in the contract as post- 
June 1986 investment in the contract. 
The statement must contain the tax-
payer’s name, address, and taxpayer 
identification number. The election is 
irrevocable and applies with respect to 
all amounts that the taxpayer receives 
as an annuity under the contract in the 
taxable year for which the election is 
made or in any subsequent taxable 
year. (Note that for purposes of the ex-
amples in §§ 1.72–4 through 1.72–11 the 
election described in this section is dis-
regarded (i.e., it assumed that the tax-
payer does not make an election under 
this section).) See also § 1.72–6(d)(3) for 
rules treating the entire investment in 
a contract as post-June 1986 invest-
ment in a contract if the annuity start-
ing date of the contract is after June 
30, 1986, and the contract provides for a 
disqualifying form of payment or set-
tlement, such as an option to receive a 
lump sum in full discharge of the obli-
gation under the contract. In addition, 
see § 1.72–6(d) for special rules con-
cerning the tables to be used and the 
separate computations required if the 
investment in the contract includes 
both a pre-July 1986 investment in the 
contract and a post-June 1986 invest-
ment in the contract and the election 
described in § 1.72–6(d)(6) is made with 
respect to the contract. 

TABLE I—ORDINARY LIFE ANNUITIES—ONE 
LIFE—EXPECTED RETURN MULTIPLES 

Ages 
Multiples 

Male Female 

6 ..................................................... 11 65 .0 
7 ..................................................... 12 64 .1 
8 ..................................................... 13 63 .2 
9 ..................................................... 14 62 .3 
10 ................................................... 15 61 .4 

11 ................................................... 16 60 .4 
12 ................................................... 17 59 .5 
13 ................................................... 18 58 .6 
14 ................................................... 19 57 .7 
15 ................................................... 20 56 .7 

16 ................................................... 21 55 .8 
17 ................................................... 22 54 .9 
18 ................................................... 23 53 .9 
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TABLE I—ORDINARY LIFE ANNUITIES—ONE 
LIFE—EXPECTED RETURN MULTIPLES—Con-
tinued 

Ages 
Multiples 

Male Female 

19 ................................................... 24 53 .0 
20 ................................................... 25 52 .1 

21 ................................................... 26 51 .1 
22 ................................................... 27 50 .2 
23 ................................................... 28 49 .3 
24 ................................................... 29 48 .3 
25 ................................................... 30 47 .4 

26 ................................................... 31 46 .5 
27 ................................................... 32 45 .6 
28 ................................................... 33 44 .6 
29 ................................................... 34 43 .7 
30 ................................................... 35 42 .8 

31 ................................................... 36 41 .9 
32 ................................................... 37 41 .0 
33 ................................................... 38 40 .0 
34 ................................................... 39 39 .1 
35 ................................................... 40 38 .2 

36 ................................................... 41 37 .3 
37 ................................................... 42 36 .5 
38 ................................................... 43 35 .6 
39 ................................................... 44 34 .7 
40 ................................................... 45 33 .8 

41 ................................................... 46 33 .0 
42 ................................................... 47 32 .1 
43 ................................................... 48 31 .2 
44 ................................................... 49 30 .4 
45 ................................................... 50 29 .6 

46 ................................................... 51 28 .7 
47 ................................................... 52 27 .9 
48 ................................................... 53 27 .1 
49 ................................................... 54 26 .3 
50 ................................................... 55 25 .5 

51 ................................................... 56 24 .7 
52 ................................................... 57 24 .0 
53 ................................................... 58 23 .2 
54 ................................................... 59 22 .4 
55 ................................................... 60 21 .7 

56 ................................................... 61 21 .0 
57 ................................................... 62 20 .3 
58 ................................................... 63 19 .6 
59 ................................................... 64 18 .9 
60 ................................................... 65 18 .2 

61 ................................................... 66 17 .5 
62 ................................................... 67 16 .9 
63 ................................................... 68 16 .2 
64 ................................................... 69 15 .6 
65 ................................................... 70 15 .0 

TABLE I—ORDINARY LIFE ANNUITIES—ONE 
LIFE—EXPECTED RETURN MULTIPLES—Con-
tinued 

Ages 
Multiples 

Male Female 

66 ................................................... 71 14 .4 
67 ................................................... 72 13 .8 
68 ................................................... 73 13 .2 
69 ................................................... 74 12 .6 
70 ................................................... 75 12 .1 

71 ................................................... 76 11 .6 
72 ................................................... 77 11 .0 
73 ................................................... 78 10 .5 
74 ................................................... 79 10 .1 
75 ................................................... 80 9 .6 

76 ................................................... 81 9 .1 
77 ................................................... 82 8 .7 
78 ................................................... 83 8 .3 
79 ................................................... 84 7 .8 
80 ................................................... 85 7 .5 

81 ................................................... 86 7 .1 
82 ................................................... 87 6 .7 
83 ................................................... 88 6 .3 
84 ................................................... 89 6 .0 
85 ................................................... 90 5 .7 

86 ................................................... 91 5 .4 
87 ................................................... 92 5 .1 
88 ................................................... 93 4 .8 
89 ................................................... 94 4 .5 
90 ................................................... 95 4 .2 

91 ................................................... 96 4 .0 
92 ................................................... 97 3 .7 
93 ................................................... 98 3 .5 
94 ................................................... 99 3 .3 
95 ................................................... 100 3 .1 

96 ................................................... 101 2 .9 
97 ................................................... 102 2 .7 
98 ................................................... 103 2 .5 
99 ................................................... 104 2 .3 
100 ................................................. 105 2 .1 

101 ................................................. 106 1 .9 
102 ................................................. 107 1 .7 
103 ................................................. 108 1 .5 
104 ................................................. 109 1 .3 
105 ................................................. 110 1 .2 

106 ................................................. 111 1 .0 
107 ................................................. 112 .8 
108 ................................................. 113 .7 
109 ................................................. 114 .6 
110 ................................................. 115 .5 
111 ................................................. 116 0 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00188 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



177 

Internal Revenue Service, Treasury § 1.72–9 

T
A

B
LE

II—
O

R
D

IN
A

R
Y

JO
IN

T
LI

F
E

A
N

D
LA

S
T

S
U

R
V

IV
O

R
A

N
N

U
IT

IE
S
—

T
W

O
LI

V
E

S
—

E
X

P
E

C
T

E
D

R
E

T
U

R
N

M
U

LT
IP

LE
S
 

M
al

e 
F

em
al

e 

A
ge

s 

M
al

e 
6 

7 
8 

9 
10

 
11

 
12

 
13

 
14

 
15

 
16

 
17

 
18

 
19

 
20

 

F
em

al
e 

11
 

12
 

13
 

14
 

15
 

16
 

17
 

18
 

19
 

20
 

21
 

22
 

23
 

24
 

25
 

6
...

...
...

...
...

...
..

11
...

...
...

...
...

...
...

.
73

.5
 

73
.0

 
72

.6
 

72
.2

 
71

.8
 

71
.4

 
71

.0
 

70
.7

 
70

.4
 

70
.0

 
69

.7
 

69
.5

 
69

.2
 

68
.9

 
68

.7
 

7
...

...
...

...
...

...
..

12
...

...
...

...
...

...
...

.
73

.0
 

72
.6

 
72

.1
 

71
.7

 
71

.3
 

70
.9

 
70

.5
 

70
.1

 
69

.8
 

69
.4

 
69

.1
 

68
.8

 
68

.5
 

68
.3

 
68

.0
 

8
...

...
...

...
...

...
..

13
...

...
...

...
...

...
...

.
72

.6
 

72
.1

 
71

.6
 

71
.2

 
70

.8
 

70
.4

 
70

.0
 

69
.6

 
69

.2
 

68
.9

 
68

.5
 

68
.2

 
67

.9
 

67
.6

 
67

.3
 

9
...

...
...

...
...

...
..

14
...

...
...

...
...

...
...

.
72

.2
 

71
.7

 
71

.2
 

70
.7

 
70

.3
 

69
.9

 
69

.4
 

69
.0

 
68

.7
 

68
.3

 
67

.9
 

67
.6

 
67

.3
 

67
.0

 
66

.7
 

10
...

...
...

...
...

...
15

...
...

...
...

...
...

...
.

71
.8

 
71

.3
 

70
.8

 
70

.3
 

69
.8

 
69

.4
 

68
.9

 
68

.5
 

68
.1

 
67

.7
 

67
.4

 
67

.0
 

66
.7

 
66

.4
 

66
.1

 

11
...

...
...

...
...

...
16

...
...

...
...

...
...

...
.

71
.4

 
70

.9
 

70
.4

 
69

.9
 

69
.4

 
68

.9
 

68
.5

 
68

.0
 

67
.6

 
67

.2
 

66
.8

 
66

.5
 

66
.1

 
65

.8
 

65
.4

 
12

...
...

...
...

...
...

17
...

...
...

...
...

...
...

.
71

.0
 

70
.5

 
70

.0
 

69
.4

 
68

.9
 

68
.5

 
68

.0
 

67
.5

 
67

.1
 

66
.7

 
66

.3
 

65
.9

 
65

.5
 

65
.2

 
64

.8
 

13
...

...
...

...
...

...
18

...
...

...
...

...
...

...
.

70
.7

 
70

.1
 

69
.6

 
69

.0
 

68
.5

 
68

.0
 

67
.5

 
67

.1
 

66
.6

 
66

.2
 

65
.8

 
65

.4
 

65
.0

 
64

.6
 

64
.2

 
14

...
...

...
...

...
...

19
...

...
...

...
...

...
...

.
70

.4
 

69
.8

 
69

.2
 

68
.7

 
68

.1
 

67
.6

 
67

.1
 

66
.6

 
66

.1
 

65
.7

 
65

.3
 

64
.8

 
64

.4
 

64
.0

 
63

.7
 

15
...

...
...

...
...

...
20

...
...

...
...

...
...

...
.

70
.0

 
69

.4
 

68
.9

 
68

.3
 

67
.7

 
67

.2
 

66
.7

 
66

.2
 

65
.7

 
65

.2
 

64
.8

 
64

.3
 

63
.9

 
63

.5
 

63
.1

 

16
...

...
...

...
...

...
21

...
...

...
...

...
...

...
.

69
.7

 
69

.1
 

68
.5

 
67

.9
 

67
.4

 
66

.8
 

66
.3

 
65

.8
 

65
.3

 
64

.8
 

64
.3

 
63

.8
 

63
.4

 
63

.0
 

62
.6

 
17

...
...

...
...

...
...

22
...

...
...

...
...

...
...

.
69

.5
 

68
.8

 
68

.2
 

67
.6

 
67

.0
 

66
.5

 
65

.9
 

65
.4

 
64

.8
 

64
.3

 
63

.8
 

63
.4

 
62

.9
 

62
.5

 
62

.0
 

18
...

...
...

...
...

...
23

...
...

...
...

...
...

...
.

69
.2

 
68

.5
 

67
.9

 
67

.3
 

66
.7

 
66

.1
 

65
.5

 
65

.0
 

64
.4

 
63

.9
 

63
.4

 
62

.9
 

62
.4

 
62

.0
 

61
.5

 
19

...
...

...
...

...
...

24
...

...
...

...
...

...
...

.
68

.9
 

68
.3

 
67

.6
 

67
.0

 
66

.4
 

65
.8

 
65

.2
 

64
.6

 
64

.0
 

63
.5

 
63

.0
 

62
.5

 
62

.0
 

61
.5

 
61

.0
 

20
...

...
...

...
...

...
25

...
...

...
...

...
...

...
.

68
.7

 
68

.0
 

67
.3

 
66

.7
 

66
.1

 
65

.4
 

64
.8

 
64

.2
 

63
.7

 
63

.1
 

62
.6

 
62

.0
 

61
.5

 
61

.0
 

60
.6

 

M
al

e 
F

em
al

e 

A
ge

s 

M
al

e 
21

 
22

 
23

 
24

 
25

 
26

 
27

 
28

 
29

 
30

 
31

 
32

 
33

 
34

 

F
em

al
e 

26
 

27
 

28
 

29
 

30
 

31
 

32
 

33
 

34
 

35
 

36
 

37
 

38
 

39
 

6
...

...
...

...
...

...
...

...
...

...
11

...
...

...
...

...
...

...
...

...
.

68
.4

 
68

.2
 

68
.0

 
67

.8
 

67
.6

 
67

.5
 

67
.3

 
67

.1
 

67
.0

 
66

.8
 

66
.7

 
66

.6
 

66
.5

 
66

.4
 

7
...

...
...

...
...

...
...

...
...

...
12

...
...

...
...

...
...

...
...

...
.

67
.8

 
67

.5
 

67
.3

 
67

.1
 

66
.9

 
66

.7
 

66
.5

 
66

.4
 

66
.2

 
66

.1
 

65
.9

 
65

.8
 

65
.7

 
65

.6
 

8
...

...
...

...
...

...
...

...
...

...
13

...
...

...
...

...
...

...
...

...
.

67
.1

 
66

.8
 

66
.6

 
66

.4
 

66
.2

 
66

.0
 

65
.8

 
65

.6
 

65
.4

 
65

.3
 

65
.1

 
65

.0
 

64
.9

 
64

.7
 

9
...

...
...

...
...

...
...

...
...

...
14

...
...

...
...

...
...

...
...

...
.

66
.4

 
66

.2
 

65
.9

 
65

.7
 

65
.4

 
65

.2
 

65
.0

 
64

.8
 

64
.7

 
64

.5
 

64
.3

 
64

.2
 

64
.1

 
63

.9
 

10
...

...
...

...
...

...
...

...
...

.
15

...
...

...
...

...
...

...
...

...
.

65
.8

 
65

.5
 

65
.2

 
65

.0
 

64
.7

 
64

.5
 

64
.3

 
64

.1
 

63
.9

 
63

.7
 

63
.6

 
63

.4
 

63
.3

 
63

.1
 

11
...

...
...

...
...

...
...

...
...

.
16

...
...

...
...

...
...

...
...

...
.

65
.1

 
64

.8
 

64
.6

 
64

.3
 

64
.1

 
63

.8
 

63
.6

 
63

.4
 

63
.2

 
63

.0
 

62
.8

 
62

.6
 

62
.5

 
62

.3
 

12
...

...
...

...
...

...
...

...
...

.
17

...
...

...
...

...
...

...
...

...
.

64
.5

 
64

.2
 

63
.9

 
63

.6
 

63
.4

 
63

.1
 

62
.9

 
62

.7
 

62
.4

 
62

.2
 

62
.0

 
61

.9
 

61
.7

 
61

.5
 

13
...

...
...

...
...

...
...

...
...

.
18

...
...

...
...

...
...

...
...

...
.

63
.9

 
63

.6
 

63
.3

 
63

.0
 

62
.7

 
62

.4
 

62
.2

 
61

.9
 

61
.7

 
61

.5
 

61
.3

 
61

.1
 

60
.9

 
60

.8
 

14
...

...
...

...
...

...
...

...
...

.
19

...
...

...
...

...
...

...
...

...
.

63
.3

 
63

.0
 

62
.7

 
62

.3
 

62
.0

 
61

.8
 

61
.5

 
61

.2
 

61
.0

 
60

.8
 

60
.6

 
60

.4
 

60
.2

 
60

.0
 

15
...

...
...

...
...

...
...

...
...

.
20

...
...

...
...

...
...

...
...

...
.

62
.7

 
62

.4
 

62
.0

 
61

.7
 

61
.4

 
61

.1
 

60
.8

 
60

.6
 

60
.3

 
60

.1
 

59
.8

 
59

.6
 

59
.4

 
59

.2
 

16
...

...
...

...
...

...
...

...
...

.
21

...
...

...
...

...
...

...
...

...
.

62
.2

 
61

.8
 

61
.4

 
61

.1
 

60
.8

 
60

.5
 

60
.2

 
59

.9
 

59
.6

 
59

.4
 

59
.1

 
58

.9
 

58
.7

 
58

.5
 

17
...

...
...

...
...

...
...

...
...

.
22

...
...

...
...

...
...

...
...

...
.

61
.6

 
61

.2
 

60
.9

 
60

.5
 

60
.2

 
59

.8
 

59
.5

 
59

.2
 

58
.9

 
58

.7
 

58
.4

 
58

.2
 

57
.9

 
57

.7
 

18
...

...
...

...
...

...
...

...
...

.
23

...
...

...
...

...
...

...
...

...
.

61
.1

 
60

.7
 

60
.3

 
59

.9
 

59
.6

 
59

.2
 

58
.9

 
58

.6
 

58
.3

 
58

.0
 

57
.7

 
57

.5
 

57
.2

 
57

.0
 

19
...

...
...

...
...

...
...

...
...

.
24

...
...

...
...

...
...

...
...

...
.

60
.6

 
60

.2
 

59
.7

 
59

.4
 

59
.0

 
58

.6
 

58
.3

 
57

.9
 

57
.6

 
57

.3
 

57
.0

 
56

.8
 

56
.5

 
56

.3
 

20
...

...
...

...
...

...
...

...
...

.
25

...
...

...
...

...
...

...
...

...
.

60
.1

 
59

.6
 

59
.2

 
58

.8
 

58
.4

 
58

.0
 

57
.7

 
57

.3
 

57
.0

 
56

.7
 

56
.4

 
56

.1
 

55
.8

 
55

.6
 

21
...

...
...

...
...

...
...

...
...

.
26

...
...

...
...

...
...

...
...

...
.

59
.6

 
59

.1
 

58
.7

 
58

.3
 

57
.9

 
57

.5
 

57
.1

 
56

.7
 

56
.4

 
56

.0
 

55
.7

 
55

.4
 

55
.1

 
54

.9
 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00189 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



178 

26 CFR Ch. I (4–1–15 Edition) § 1.72–9 
M

al
e 

F
em

al
e 

A
ge

s 

M
al

e 
21

 
22

 
23

 
24

 
25

 
26

 
27

 
28

 
29

 
30

 
31

 
32

 
33

 
34

 

F
em

al
e 

26
 

27
 

28
 

29
 

30
 

31
 

32
 

33
 

34
 

35
 

36
 

37
 

38
 

39
 

22
...

...
...

...
...

...
...

...
...

.
27

...
...

...
...

...
...

...
...

...
.

59
.1

 
58

.7
 

58
.2

 
57

.7
 

57
.3

 
56

.9
 

56
.5

 
56

.1
 

55
.8

 
55

.4
 

55
.1

 
54

.8
 

54
.5

 
54

.2
 

23
...

...
...

...
...

...
...

...
...

.
28

...
...

...
...

...
...

...
...

...
.

58
.7

 
58

.2
 

57
.7

 
57

.2
 

56
.8

 
56

.4
 

55
.9

 
55

.5
 

55
.2

 
54

.8
 

54
.4

 
54

.1
 

53
.8

 
53

.5
 

24
...

...
...

...
...

...
...

...
...

.
29

...
...

...
...

...
...

...
...

...
.

58
.3

 
57

.7
 

57
.2

 
56

.8
 

56
.3

 
55

.8
 

55
.4

 
55

.0
 

54
.6

 
54

.2
 

53
.8

 
53

.5
 

53
.2

 
52

.8
 

25
...

...
...

...
...

...
...

...
...

.
30

...
...

...
...

...
...

...
...

...
.

57
.9

 
57

.3
 

56
.8

 
56

.3
 

55
.8

 
55

.3
 

54
.9

 
54

.4
 

54
.0

 
53

.6
 

53
.2

 
52

.9
 

52
.5

 
52

.2
 

26
...

...
...

...
...

...
...

...
...

.
31

...
...

...
...

...
...

...
...

...
.

57
.5

 
56

.9
 

56
.4

 
55

.8
 

55
.3

 
54

.8
 

54
.4

 
53

.9
 

53
.5

 
53

.1
 

52
.7

 
52

.3
 

51
.9

 
51

.6
 

27
...

...
...

...
...

...
...

...
...

.
32

...
...

...
...

...
...

...
...

...
.

57
.1

 
56

.5
 

55
.9

 
55

.4
 

54
.9

 
54

.4
 

53
.9

 
53

.4
 

53
.0

 
52

.5
 

52
.1

 
51

.7
 

51
.3

 
50

.9
 

28
...

...
...

...
...

...
...

...
...

.
33

...
...

...
...

...
...

...
...

...
.

56
.7

 
56

.1
 

55
.5

 
55

.0
 

54
.4

 
53

.9
 

53
.4

 
52

.9
 

52
.4

 
52

.0
 

51
.6

 
51

.1
 

50
.7

 
50

.3
 

29
...

...
...

...
...

...
...

...
...

.
34

...
...

...
...

...
...

...
...

...
.

56
.4

 
55

.8
 

55
.2

 
54

.6
 

54
.0

 
53

.5
 

53
.0

 
52

.4
 

52
.0

 
51

.5
 

51
.0

 
50

.6
 

50
.2

 
49

.3
 

30
...

...
...

...
...

...
...

...
...

.
35

...
...

...
...

...
...

...
...

...
.

56
.0

 
55

.4
 

54
.8

 
54

.2
 

53
.6

 
53

.1
 

52
.5

 
52

.0
 

51
.5

 
51

.0
 

50
.5

 
50

.1
 

49
.6

 
49

.2
 

31
...

...
...

...
...

...
...

...
...

.
36

...
...

...
...

...
...

...
...

...
.

55
.7

 
55

.1
 

54
.4

 
53

.8
 

53
.2

 
52

.7
 

52
.1

 
51

.6
 

51
.0

 
50

.5
 

50
.0

 
49

.5
 

49
.1

 
48

.7
 

32
...

...
...

...
...

...
...

...
...

.
37

...
...

...
...

...
...

...
...

...
.

55
.4

 
54

.8
 

54
.1

 
53

.5
 

52
.9

 
52

.3
 

51
.7

 
51

.1
 

50
.6

 
50

.1
 

49
.5

 
49

.1
 

48
.6

 
48

.1
 

33
...

...
...

...
...

...
...

...
...

.
38

...
...

...
...

...
...

...
...

...
.

55
.1

 
54

.5
 

53
.8

 
53

.2
 

52
.5

 
51

.9
 

51
.3

 
50

.7
 

50
.2

 
49

.6
 

49
.1

 
48

.6
 

48
.1

 
47

.6
 

34
...

...
...

...
...

...
...

...
...

.
39

...
...

...
...

...
...

...
...

...
.

54
.9

 
54

.2
 

53
.5

 
52

.8
 

52
.2

 
51

.6
 

50
.9

 
50

.3
 

49
.8

 
49

.2
 

48
.7

 
48

.1
 

47
.6

 
47

.1
 

M
al

e 
F

em
al

e 

A
ge

s 

M
al

e 
35

 
36

 
37

 
38

 
39

 
40

 
41

 
42

 
43

 
44

 
45

 
46

 
47

 
48

 
49

 

F
em

al
e 

40
 

41
 

42
 

43
 

44
 

45
 

46
 

47
 

48
 

49
 

50
 

51
 

52
 

53
 

54
 

6
...

...
...

...
...

...
...

11
...

...
...

...
...

...
.

66
.3

 
66

.2
 

66
.1

 
66

.0
 

65
.9

 
65

.9
 

65
.8

 
65

.7
 

65
.7

 
65

.6
 

65
.6

 
65

.5
 

65
.5

 
65

.5
 

65
.4

 
7

...
...

...
...

...
...

...
12

...
...

...
...

...
...

.
65

.4
 

65
.3

 
65

.3
 

65
.2

 
65

.1
 

65
.0

 
64

.9
 

64
.9

 
64

.8
 

64
.8

 
64

.7
 

64
.7

 
64

.6
 

64
.6

 
64

.5
 

8
...

...
...

...
...

...
...

13
...

...
...

...
...

...
.

64
.6

 
64

.5
 

64
.4

 
64

.3
 

64
.2

 
64

.2
 

64
.1

 
64

.0
 

64
.0

 
63

.9
 

63
.8

 
63

.8
 

63
.7

 
63

.7
 

63
.7

 
9

...
...

...
...

...
...

...
14

...
...

...
...

...
...

.
63

.8
 

63
.7

 
63

.6
 

63
.5

 
63

.4
 

63
.3

 
63

.2
 

63
.2

 
63

.1
 

63
.0

 
63

.0
 

62
.9

 
62

.9
 

62
.8

 
62

.8
 

10
...

...
...

...
...

...
.

15
...

...
...

...
...

...
.

63
.0

 
62

.9
 

62
.8

 
62

.7
 

62
.6

 
62

.5
 

62
.4

 
62

.3
 

62
.2

 
62

.2
 

62
.1

 
62

.0
 

62
.0

 
61

.9
 

61
.9

 

11
...

...
...

...
...

...
.

16
...

...
...

...
...

...
.

62
.2

 
62

.1
 

61
.9

 
61

.8
 

61
.7

 
61

.6
 

61
.5

 
61

.4
 

61
.4

 
61

.3
 

61
.2

 
61

.2
 

61
.1

 
61

.0
 

61
.0

 
12

...
...

...
...

...
...

.
17

...
...

...
...

...
...

.
61

.4
 

61
.3

 
61

.1
 

61
.0

 
60

.9
 

60
.8

 
60

.7
 

60
.6

 
60

.5
 

60
.4

 
60

.4
 

60
.3

 
60

.2
 

60
.2

 
60

.1
 

13
...

...
...

...
...

...
.

18
...

...
...

...
...

...
.

60
.6

 
60

.5
 

60
.3

 
60

.2
 

60
.1

 
60

.0
 

59
.9

 
59

.8
 

59
.7

 
59

.6
 

59
.5

 
59

.4
 

59
.4

 
59

.3
 

59
.2

 
14

...
...

...
...

...
...

.
19

...
...

...
...

...
...

.
59

.8
 

59
.7

 
59

.5
 

59
.4

 
59

.3
 

59
.1

 
59

.0
 

58
.9

 
58

.8
 

58
.7

 
58

.6
 

58
.6

 
58

.5
 

58
.4

 
58

.4
 

15
...

...
...

...
...

...
.

20
...

...
...

...
...

...
.

59
.0

 
58

.9
 

58
.7

 
58

.6
 

58
.4

 
58

.3
 

58
.2

 
58

.1
 

58
.0

 
57

.9
 

57
.8

 
57

.7
 

57
.6

 
57

.6
 

57
.5

 

16
...

...
...

...
...

...
.

21
...

...
...

...
...

...
.

58
.3

 
58

.1
 

57
.9

 
57

.8
 

57
.6

 
57

.5
 

57
.4

 
57

.2
 

57
.1

 
57

.0
 

56
.9

 
56

.8
 

56
.8

 
56

.7
 

56
.6

 
17

...
...

...
...

...
...

.
22

...
...

...
...

...
...

.
57

.5
 

57
.3

 
57

.2
 

57
.0

 
56

.8
 

56
.7

 
56

.6
 

56
.4

 
56

.3
 

56
.2

 
56

.1
 

56
.0

 
55

.9
 

55
.8

 
55

.7
 

18
...

...
...

...
...

...
.

23
...

...
...

...
...

...
.

56
.8

 
56

.6
 

56
.4

 
56

.2
 

56
.0

 
55

.9
 

55
.7

 
55

.6
 

55
.5

 
55

.4
 

55
.2

 
55

.1
 

55
.1

 
55

.0
 

54
.9

 
19

...
...

...
...

...
...

.
24

...
...

...
...

...
...

.
56

.0
 

55
.8

 
55

.6
 

55
.4

 
55

.3
 

55
.1

 
54

.9
 

54
.8

 
54

.7
 

54
.5

 
54

.4
 

54
.3

 
54

.2
 

54
.1

 
54

.0
 

20
...

...
...

...
...

...
.

25
...

...
...

...
...

...
.

55
.3

 
55

.1
 

54
.9

 
54

.7
 

54
.5

 
54

.3
 

54
.1

 
54

.0
 

53
.8

 
53

.7
 

53
.6

 
53

.5
 

53
.4

 
53

.3
 

53
.2

 

21
...

...
...

...
...

...
.

26
...

...
...

...
...

...
.

54
.6

 
54

.4
 

54
.1

 
53

.9
 

53
.7

 
53

.5
 

53
.4

 
53

.2
 

53
.0

 
52

.9
 

52
.8

 
52

.6
 

52
.5

 
52

.4
 

52
.3

 
22

...
...

...
...

...
...

.
27

...
...

...
...

...
...

.
53

.9
 

53
.6

 
53

.4
 

53
.2

 
53

.0
 

52
.8

 
52

.6
 

52
.4

 
52

.2
 

52
.1

 
51

.9
 

51
.8

 
51

.7
 

51
.6

 
51

.5
 

23
...

...
...

...
...

...
.

28
...

...
...

...
...

...
.

53
.2

 
52

.9
 

52
.7

 
52

.5
 

52
.2

 
52

.0
 

51
.8

 
51

.6
 

51
.5

 
51

.3
 

51
.1

 
51

.0
 

50
.9

 
50

.7
 

50
.6

 
24

...
...

...
...

...
...

.
29

...
...

...
...

...
...

.
52

.5
 

52
.3

 
52

.0
 

51
.7

 
51

.5
 

51
.3

 
51

.1
 

50
.9

 
50

.7
 

50
.5

 
50

.3
 

50
.2

 
50

.0
 

49
.9

 
49

.8
 

25
...

...
...

...
...

...
.

30
...

...
...

...
...

...
.

51
.9

 
51

.6
 

51
.3

 
51

.0
 

50
.8

 
50

.5
 

50
.3

 
50

.1
 

49
.9

 
49

.7
 

49
.6

 
49

.4
 

49
.2

 
49

.1
 

49
.0

 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00190 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



179 

Internal Revenue Service, Treasury § 1.72–9 

26
...

...
...

...
...

...
.

31
...

...
...

...
...

...
.

51
.2

 
50

.9
 

50
.6

 
50

.3
 

50
.1

 
49

.8
 

49
.6

 
49

.4
 

49
.2

 
49

.0
 

48
.8

 
48

.6
 

48
.4

 
48

.3
 

48
.1

 
27

...
...

...
...

...
...

.
32

...
...

...
...

...
...

.
50

.6
 

50
.3

 
50

.0
 

49
.7

 
49

.4
 

49
.1

 
48

.9
 

48
.6

 
48

.4
 

48
.2

 
48

.0
 

47
.8

 
47

.6
 

47
.5

 
47

.3
 

28
...

...
...

...
...

...
.

33
...

...
...

...
...

...
.

50
.0

 
49

.6
 

49
.3

 
49

.0
 

48
.7

 
48

.4
 

48
.2

 
47

.9
 

47
.7

 
47

.5
 

47
.2

 
47

.1
 

46
.9

 
46

.7
 

46
.5

 
29

...
...

...
...

...
...

.
34

...
...

...
...

...
...

.
49

.4
 

49
.0

 
48

.7
 

48
.3

 
48

.0
 

47
.7

 
47

.5
 

47
.2

 
47

.0
 

46
.7

 
46

.5
 

46
.3

 
46

.1
 

45
.9

 
45

.7
 

30
...

...
...

...
...

...
.

35
...

...
...

...
...

...
.

48
.8

 
48

.4
 

48
.1

 
47

.7
 

47
.4

 
47

.1
 

46
.8

 
46

.5
 

46
.2

 
46

.0
 

45
.8

 
45

.5
 

45
.3

 
45

.2
 

45
.0

 

31
...

...
...

...
...

...
.

36
...

...
...

...
...

...
.

48
.2

 
47

.8
 

47
.5

 
47

.1
 

46
.8

 
46

.4
 

46
.1

 
45

.8
 

45
.6

 
45

.3
 

45
.0

 
44

.8
 

44
.6

 
44

.4
 

44
.2

 
32

...
...

...
...

...
...

.
37

...
...

...
...

...
...

.
47

.7
 

47
.3

 
46

.9
 

46
.5

 
46

.1
 

45
.8

 
45

.5
 

45
.2

 
44

.9
 

44
.6

 
44

.3
 

44
.1

 
43

.9
 

43
.7

 
43

.4
 

33
...

...
...

...
...

...
.

38
...

...
...

...
...

...
.

47
.2

 
46

.7
 

46
.3

 
45

.9
 

45
.5

 
45

.2
 

44
.8

 
44

.5
 

44
.2

 
43

.9
 

43
.7

 
43

.4
 

43
.2

 
42

.9
 

42
.7

 
34

...
...

...
...

...
...

.
39

...
...

...
...

...
...

.
46

.7
 

46
.2

 
45

.8
 

45
.4

 
45

.0
 

44
.6

 
44

.2
 

43
.9

 
43

.6
 

43
.3

 
43

.0
 

42
.7

 
42

.5
 

42
.2

 
42

.0
 

M
al

e 
F

em
al

e 

A
ge

s 

M
al

e 
50

 
51

 
52

 
53

 
54

 
55

 
56

 
57

 
58

 
59

 
60

 
61

 
62

 
63

 

F
em

al
e 

55
 

56
 

57
 

58
 

59
 

60
 

61
 

62
 

63
 

64
 

65
 

66
 

67
 

68
 

6
...

...
...

...
...

...
...

...
...

..
11

...
...

...
...

...
...

...
...

...
65

.4
 

65
.4

 
65

.3
 

65
.3

 
65

.3
 

65
.3

 
65

.3
 

65
.2

 
65

.2
 

65
.2

 
65

.2
 

65
.2

 
65

.2
 

65
.2

 
7

...
...

...
...

...
...

...
...

...
..

12
...

...
...

...
...

...
...

...
...

64
.5

 
64

.5
 

64
.4

 
64

.4
 

64
.4

 
64

.4
 

64
.3

 
64

.3
 

64
.3

 
64

.3
 

64
.3

 
64

.3
 

64
.3

 
64

.2
 

8
...

...
...

...
...

...
...

...
...

..
13

...
...

...
...

...
...

...
...

...
63

.6
 

63
.6

 
63

.5
 

63
.5

 
63

.5
 

63
.5

 
63

.4
 

63
.4

 
63

.4
 

63
.4

 
63

.4
 

63
.4

 
63

.3
 

63
.3

 
9

...
...

...
...

...
...

...
...

...
..

14
...

...
...

...
...

...
...

...
...

62
.7

 
62

.7
 

62
.7

 
62

.6
 

62
.6

 
62

.6
 

62
.5

 
62

.5
 

62
.5

 
62

.5
 

62
.5

 
62

.4
 

62
.4

 
62

.4
 

10
...

...
...

...
...

...
...

...
...

15
...

...
...

...
...

...
...

...
...

61
.8

 
61

.8
 

61
.8

 
61

.7
 

61
.7

 
61

.7
 

61
.6

 
61

.6
 

61
.6

 
61

.6
 

61
.6

 
61

.5
 

61
.5

 
61

.5
 

11
...

...
...

...
...

...
...

...
...

16
...

...
...

...
...

...
...

...
...

61
.0

 
60

.9
 

60
.9

 
60

.8
 

60
.8

 
60

.8
 

60
.7

 
60

.7
 

60
.7

 
60

.7
 

60
.6

 
60

.6
 

60
.6

 
60

.6
 

12
...

...
...

...
...

...
...

...
...

17
...

...
...

...
...

...
...

...
...

60
.1

 
60

.0
 

60
.0

 
59

.9
 

59
.9

 
59

.9
 

59
.8

 
59

.8
 

59
.8

 
59

.8
 

59
.7

 
59

.7
 

59
.7

 
59

.7
 

13
...

...
...

...
...

...
...

...
...

18
...

...
...

...
...

...
...

...
...

59
.2

 
59

.1
 

59
.1

 
59

.0
 

59
.0

 
59

.0
 

58
.9

 
58

.9
 

58
.9

 
58

.9
 

58
.8

 
58

.8
 

58
.8

 
58

.8
 

14
...

...
...

...
...

...
...

...
...

19
...

...
...

...
...

...
...

...
...

58
.3

 
58

.2
 

58
.2

 
58

.2
 

58
.1

 
58

.1
 

58
.0

 
58

.0
 

58
.0

 
57

.9
 

57
.9

 
57

.9
 

57
.9

 
57

.9
 

15
...

...
...

...
...

...
...

...
...

20
...

...
...

...
...

...
...

...
...

57
.4

 
57

.4
 

57
.3

 
57

.3
 

57
.2

 
57

.2
 

57
.1

 
57

.1
 

57
.1

 
57

.0
 

57
.0

 
57

.0
 

57
.0

 
56

.9
 

16
...

...
...

...
...

...
...

...
...

21
...

...
...

...
...

...
...

...
...

56
.5

 
56

.5
 

56
.4

 
56

.4
 

56
.3

 
56

.3
 

56
.2

 
56

.2
 

56
.2

 
56

.1
 

56
.1

 
56

.1
 

56
.1

 
56

.0
 

17
...

...
...

...
...

...
...

...
...

22
...

...
...

...
...

...
...

...
...

55
.7

 
55

.6
 

55
.5

 
55

.5
 

55
.4

 
55

.4
 

55
.3

 
55

.3
 

55
.3

 
55

.2
 

55
.2

 
55

.2
 

55
.1

 
55

.1
 

18
...

...
...

...
...

...
...

...
...

23
...

...
...

...
...

...
...

...
...

54
.8

 
54

.7
 

54
.7

 
54

.6
 

54
.6

 
54

.5
 

54
.5

 
54

.4
 

54
.4

 
54

.3
 

54
.3

 
54

.3
 

54
.2

 
54

.2
 

19
...

...
...

...
...

...
...

...
...

24
...

...
...

...
...

...
...

...
...

53
.9

 
53

.9
 

53
.8

 
53

.7
 

53
.7

 
53

.6
 

53
.6

 
53

.5
 

53
.5

 
53

.4
 

53
.4

 
53

.4
 

53
.3

 
53

.3
 

20
...

...
...

...
...

...
...

...
...

25
...

...
...

...
...

...
...

...
...

53
.1

 
53

.0
 

52
.9

 
52

.8
 

52
.8

 
52

.7
 

52
.7

 
52

.6
 

52
.6

 
52

.5
 

52
.5

 
52

.4
 

52
.4

 
52

.4
 

21
...

...
...

...
...

...
...

...
...

26
...

...
...

...
...

...
...

...
...

52
.2

 
52

.1
 

52
.0

 
52

.0
 

51
.9

 
51

.8
 

51
.8

 
51

.7
 

51
.7

 
51

.6
 

51
.6

 
51

.5
 

51
.5

 
51

.5
 

22
...

...
...

...
...

...
...

...
...

27
...

...
...

...
...

...
...

...
...

51
.4

 
51

.3
 

51
.2

 
51

.1
 

51
.0

 
51

.0
 

50
.9

 
50

.8
 

50
.8

 
50

.7
 

50
.7

 
50

.6
 

50
.6

 
50

.6
 

23
...

...
...

...
...

...
...

...
...

28
...

...
...

...
...

...
...

...
...

50
.5

 
50

.4
 

50
.3

 
50

.2
 

50
.2

 
50

.1
 

50
.0

 
50

.0
 

49
.9

 
49

.8
 

49
.8

 
49

.7
 

49
.7

 
49

.7
 

24
...

...
...

...
...

...
...

...
...

29
...

...
...

...
...

...
...

...
...

49
.7

 
49

.6
 

49
.5

 
49

.4
 

49
.3

 
49

.2
 

49
.1

 
49

.1
 

49
.0

 
49

.0
 

48
.9

 
48

.9
 

48
.8

 
48

.8
 

25
...

...
...

...
...

...
...

...
...

30
...

...
...

...
...

...
...

...
...

48
.8

 
48

.7
 

48
.6

 
48

.5
 

48
.4

 
48

.3
 

48
.3

 
48

.2
 

48
.1

 
48

.1
 

48
.0

 
48

.0
 

47
.9

 
47

.9
 

26
...

...
...

...
...

...
...

...
...

31
...

...
...

...
...

...
...

...
...

48
.0

 
47

.9
 

47
.8

 
47

.7
 

47
.6

 
47

.5
 

47
.4

 
47

.3
 

47
.3

 
47

.2
 

47
.1

 
47

.1
 

47
.0

 
47

.0
 

27
...

...
...

...
...

...
...

...
...

32
...

...
...

...
...

...
...

...
...

47
.2

 
47

.1
 

46
.9

 
46

.8
 

46
.7

 
46

.6
 

46
.5

 
46

.5
 

46
.4

 
46

.3
 

46
.2

 
46

.2
 

46
.1

 
46

.1
 

28
...

...
...

...
...

...
...

...
...

33
...

...
...

...
...

...
...

...
...

46
.4

 
46

.3
 

46
.1

 
46

.0
 

45
.9

 
45

.8
 

45
.7

 
45

.6
 

45
.5

 
45

.4
 

45
.4

 
45

.3
 

45
.2

 
45

.2
 

29
...

...
...

...
...

...
...

...
...

34
...

...
...

...
...

...
...

...
...

45
.6

 
45

.4
 

45
.3

 
45

.2
 

45
.1

 
44

.9
 

44
.8

 
44

.7
 

44
.7

 
44

.6
 

44
.5

 
44

.4
 

44
.4

 
44

.3
 

30
...

...
...

...
...

...
...

...
...

35
...

...
...

...
...

...
...

...
...

44
.8

 
44

.6
 

44
.5

 
44

.4
 

44
.2

 
44

.1
 

44
.0

 
43

.9
 

43
.8

 
43

.7
 

43
.6

 
43

.6
 

43
.5

 
43

.4
 

31
...

...
...

...
...

...
...

...
...

36
...

...
...

...
...

...
...

...
...

44
.0

 
43

.9
 

43
.7

 
43

.6
 

43
.4

 
43

.3
 

43
.2

 
43

.1
 

43
.0

 
42

.9
 

42
.8

 
42

.7
 

42
.6

 
42

.0
 

32
...

...
...

...
...

...
...

...
...

37
...

...
...

...
...

...
...

...
...

43
.3

 
43

.1
 

42
.9

 
42

.8
 

42
.6

 
42

.5
 

42
.4

 
42

.2
 

42
.1

 
42

.0
 

41
.9

 
41

.9
 

41
.8

 
41

.7
 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00191 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



180 

26 CFR Ch. I (4–1–15 Edition) § 1.72–9 
M

al
e 

F
em

al
e 

A
ge

s 

M
al

e 
50

 
51

 
52

 
53

 
54

 
55

 
56

 
57

 
58

 
59

 
60

 
61

 
62

 
63

 

F
em

al
e 

55
 

56
 

57
 

58
 

59
 

60
 

61
 

62
 

63
 

64
 

65
 

66
 

67
 

68
 

33
...

...
...

...
...

...
...

...
...

38
...

...
...

...
...

...
...

...
...

42
.5

 
42

.3
 

42
.1

 
42

.0
 

41
.8

 
41

.7
 

41
.5

 
41

.4
 

41
.3

 
41

.2
 

41
.1

 
41

.0
 

40
.9

 
40

.8
 

34
...

...
...

...
...

...
...

...
...

39
...

...
...

...
...

...
...

...
...

41
.8

 
41

.6
 

41
.4

 
41

.2
 

41
.0

 
40

.9
 

40
.7

 
40

.6
 

40
.5

 
40

.4
 

40
.3

 
40

.2
 

40
.1

 
40

.0
 

M
al

e 
F

em
al

e 

A
ge

s 

M
al

e 
64

 
65

 
66

 
67

 
68

 
69

 
70

 
71

 
72

 
73

 
74

 
75

 
76

 
77

 
78

 

F
em

al
e 

69
 

70
 

71
 

72
 

73
 

74
 

75
 

76
 

77
 

78
 

79
 

80
 

81
 

82
 

83
 

6
...

...
...

...
...

...
...

.
11

...
...

...
...

...
...

..
65

.1
 

65
.1

 
65

.1
 

65
.1

 
65

.1
 

65
.1

 
65

.1
 

65
.1

 
65

.1
 

65
.1

 
65

.1
 

65
.1

 
65

.1
 

65
.1

 
65

.1
 

7
...

...
...

...
...

...
...

.
12

...
...

...
...

...
...

..
64

.2
 

64
.2

 
64

.2
 

64
.2

 
64

.2
 

64
.2

 
64

.2
 

64
.2

 
64

.2
 

64
.2

 
64

.2
 

64
.2

 
64

.2
 

64
.1

 
64

.1
 

8
...

...
...

...
...

...
...

.
13

...
...

...
...

...
...

..
63

.3
 

63
.3

 
63

.3
 

63
.3

 
63

.3
 

63
.3

 
63

.3
 

63
.3

 
63

.3
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

9
...

...
...

...
...

...
...

.
14

...
...

...
...

...
...

..
62

.4
 

62
.4

 
62

.4
 

62
.4

 
62

.4
 

62
.4

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

10
...

...
...

...
...

...
..

15
...

...
...

...
...

...
..

61
.5

 
61

.5
 

61
.5

 
61

.5
 

61
.4

 
61

.4
 

61
.4

 
61

.4
 

61
.4

 
61

.4
 

61
.4

 
61

.4
 

61
.4

 
61

.4
 

61
.4

 

11
...

...
...

...
...

...
..

16
...

...
...

...
...

...
..

60
.6

 
60

.6
 

60
.6

 
60

.5
 

60
.5

 
60

.5
 

60
.5

 
60

.5
 

60
.5

 
60

.5
 

60
.5

 
60

.5
 

60
.5

 
60

.5
 

60
.5

 
12

...
...

...
...

...
...

..
17

...
...

...
...

...
...

..
59

.7
 

59
.6

 
59

.6
 

59
.6

 
59

.6
 

59
.6

 
59

.6
 

59
.6

 
59

.6
 

59
.6

 
59

.6
 

59
.6

 
59

.6
 

59
.5

 
59

.5
 

13
...

...
...

...
...

...
..

18
...

...
...

...
...

...
..

58
.8

 
58

.7
 

58
.7

 
58

.7
 

58
.7

 
58

.7
 

58
.7

 
58

.7
 

58
.7

 
58

.7
 

58
.6

 
58

.6
 

58
.6

 
58

.6
 

58
.6

 
14

...
...

...
...

...
...

..
19

...
...

...
...

...
...

..
57

.8
 

57
.8

 
57

.8
 

57
.8

 
57

.8
 

57
.8

 
57

.8
 

57
.7

 
57

.7
 

57
.7

 
57

.7
 

57
.7

 
57

.7
 

57
.7

 
57

.7
 

15
...

...
...

...
...

...
..

20
...

...
...

...
...

...
..

56
.9

 
56

.9
 

56
.9

 
56

.9
 

56
.9

 
56

.8
 

56
.8

 
56

.8
 

56
.8

 
56

.8
 

56
.8

 
56

.8
 

56
.8

 
56

.8
 

56
.8

 

16
...

...
...

...
...

...
..

21
...

...
...

...
...

...
..

56
.0

 
56

.0
 

56
.0

 
56

.0
 

55
.9

 
55

.9
 

55
.9

 
55

.9
 

55
.9

 
55

.9
 

55
.9

 
55

.9
 

55
.9

 
55

.9
 

55
.8

 
17

...
...

...
...

...
...

..
22

...
...

...
...

...
...

..
55

.1
 

55
.1

 
55

.1
 

55
.0

 
55

.0
 

55
.0

 
55

.0
 

55
.0

 
55

.0
 

55
.0

 
55

.0
 

54
.9

 
54

.9
 

54
.9

 
54

.9
 

18
...

...
...

...
...

...
..

23
...

...
...

...
...

...
..

54
.2

 
54

.2
 

54
.1

 
54

.1
 

54
.1

 
54

.1
 

54
.1

 
54

.1
 

54
.0

 
54

.0
 

54
.0

 
54

.0
 

54
.0

 
54

.0
 

54
.0

 
19

...
...

...
...

...
...

..
24

...
...

...
...

...
...

..
53

.3
 

53
.2

 
53

.2
 

53
.2

 
53

.2
 

53
.2

 
53

.2
 

53
.1

 
53

.1
 

53
.1

 
53

.1
 

53
.1

 
53

.1
 

53
.1

 
53

.1
 

20
...

...
...

...
...

...
..

25
...

...
...

...
...

...
..

52
.4

 
52

.3
 

52
.3

 
52

.3
 

52
.3

 
52

.2
 

52
.2

 
52

.2
 

52
.2

 
52

.2
 

52
.2

 
52

.2
 

52
.2

 
52

.1
 

52
.1

 

21
...

...
...

...
...

...
..

26
...

...
...

...
...

...
..

51
.4

 
51

.4
 

51
.4

 
51

.4
 

51
.3

 
51

.3
 

51
.3

 
51

.3
 

51
.3

 
51

.3
 

51
.3

 
51

.2
 

51
.2

 
51

.2
 

51
.2

 
22

...
...

...
...

...
...

..
27

...
...

...
...

...
...

..
50

.5
 

50
.5

 
50

.5
 

50
.5

 
50

.4
 

50
.4

 
50

.4
 

50
.4

 
50

.4
 

50
.3

 
50

.3
 

50
.3

 
50

.3
 

50
.3

 
50

.3
 

23
...

...
...

...
...

...
..

28
...

...
...

...
...

...
..

49
.6

 
49

.6
 

49
.6

 
49

.5
 

49
.5

 
49

.5
 

49
.5

 
49

.5
 

49
.4

 
49

.4
 

49
.4

 
49

.4
 

49
.4

 
49

.4
 

49
.4

 
24

...
...

...
...

...
...

..
29

...
...

...
...

...
...

..
48

.7
 

48
.7

 
48

.7
 

48
.6

 
48

.6
 

48
.6

 
48

.6
 

48
.5

 
48

.5
 

48
.5

 
48

.5
 

48
.5

 
48

.5
 

48
.4

 
48

.4
 

25
...

...
...

...
...

...
..

30
...

...
...

...
...

...
..

47
.8

 
47

.8
 

47
.8

 
47

.7
 

47
.7

 
47

.7
 

47
.6

 
47

.6
 

47
.6

 
47

.6
 

47
.6

 
47

.5
 

47
.5

 
47

.5
 

47
.5

 

26
...

...
...

...
...

...
..

31
...

...
...

...
...

...
..

46
.9

 
46

.9
 

46
.8

 
46

.8
 

46
.8

 
46

.8
 

46
.7

 
46

.7
 

46
.7

 
46

.7
 

46
.6

 
46

.6
 

46
.6

 
46

.6
 

46
.6

 
27

...
...

...
...

...
...

..
32

...
...

...
...

...
...

..
46

.0
 

46
.0

 
45

.9
 

45
.9

 
45

.9
 

45
.8

 
45

.8
 

45
.8

 
45

.8
 

45
.7

 
45

.7
 

45
.7

 
45

.7
 

45
.7

 
45

.7
 

28
...

...
...

...
...

...
..

33
...

...
...

...
...

...
..

45
.1

 
45

.1
 

45
.1

 
45

.0
 

45
.0

 
44

.9
 

44
.9

 
44

.9
 

44
.9

 
44

.8
 

44
.8

 
44

.8
 

44
.8

 
44

.8
 

44
.8

 
29

...
...

...
...

...
...

..
34

...
...

...
...

...
...

..
44

.3
 

44
.2

 
44

.2
 

44
.1

 
44

.1
 

44
.0

 
44

.0
 

44
.0

 
44

.0
 

43
.9

 
43

.9
 

43
.9

 
43

.9
 

43
.9

 
43

.8
 

30
...

...
...

...
...

...
..

35
...

...
...

...
...

...
..

43
.4

 
43

.3
 

43
.3

 
43

.2
 

43
.2

 
43

.1
 

43
.1

 
43

.1
 

43
.1

 
43

.0
 

43
.0

 
43

.0
 

43
.0

 
42

.9
 

42
.9

 

31
...

...
...

...
...

...
..

36
...

...
...

...
...

...
..

42
.5

 
42

.4
 

42
.4

 
42

.3
 

42
.3

 
42

.3
 

42
.2

 
42

.2
 

42
.2

 
42

.1
 

42
.1

 
42

.1
 

42
.1

 
42

.0
 

42
.0

 
32

...
...

...
...

...
...

..
37

...
...

...
...

...
...

..
41

.6
 

41
.6

 
41

.5
 

41
.5

 
41

.4
 

41
.4

 
41

.3
 

41
.3

 
41

.3
 

41
.2

 
41

.2
 

41
.2

 
41

.2
 

41
.1

 
41

.1
 

33
...

...
...

...
...

...
..

38
...

...
...

...
...

...
..

40
.8

 
40

.7
 

40
.7

 
40

.6
 

40
.5

 
40

.5
 

40
.5

 
40

.4
 

40
.4

 
40

.3
 

40
.3

 
40

.3
 

40
.3

 
40

.2
 

40
.2

 
34

...
...

...
...

...
...

..
39

...
...

...
...

...
...

..
39

.9
 

39
.9

 
39

.8
 

39
.7

 
39

.7
 

39
.6

 
39

.6
 

39
.5

 
39

.5
 

39
.5

 
39

.4
 

39
.4

 
39

.4
 

39
.3

 
39

.3
 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00192 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



181 

Internal Revenue Service, Treasury § 1.72–9 
M

al
e 

F
em

al
e 

A
ge

s 

M
al

e 
79

 
80

 
81

 
82

 
83

 
84

 
85

 
86

 
87

 
88

 
89

 
90

 
91

 
92

 

F
em

al
e 

84
 

85
 

86
 

87
 

88
 

89
 

90
 

91
 

92
 

93
 

94
 

95
 

96
 

97
 

6
...

...
...

...
...

...
...

...
...

...
11

...
...

...
...

...
...

...
...

...
.

65
.1

 
65

.1
 

65
.1

 
65

.1
 

65
.1

 
65

.1
 

65
.1

 
65

.1
 

65
.1

 
65

.0
 

65
.0

 
65

.0
 

65
.0

 
65

.0
 

7
...

...
...

...
...

...
...

...
...

...
12

...
...

...
...

...
...

...
...

...
.

64
.1

 
64

.1
 

64
.1

 
64

.1
 

64
.1

 
64

.1
 

64
.1

 
64

.1
 

64
.1

 
64

.1
 

64
.1

 
64

.1
 

64
.1

 
64

.1
 

8
...

...
...

...
...

...
...

...
...

...
13

...
...

...
...

...
...

...
...

...
.

63
.2

 
63

.2
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

9
...

...
...

...
...

...
...

...
...

...
14

...
...

...
...

...
...

...
...

...
.

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

10
...

...
...

...
...

...
...

...
...

.
15

...
...

...
...

...
...

...
...

...
.

61
.4

 
61

.4
 

61
.4

 
61

.4
 

61
.4

 
61

.4
 

61
.4

 
61

.4
 

61
.4

 
61

.4
 

61
.4

 
61

.4
 

61
.4

 
61

.4
 

11
...

...
...

...
...

...
...

...
...

.
16

...
...

...
...

...
...

...
...

...
.

60
.5

 
60

.5
 

60
.5

 
60

.5
 

60
.5

 
60

.5
 

60
.4

 
60

.4
 

60
.4

 
60

.4
 

60
.4

 
60

.4
 

60
.4

 
60

.4
 

12
...

...
...

...
...

...
...

...
...

.
17

...
...

...
...

...
...

...
...

...
.

59
.5

 
59

.5
 

59
.5

 
59

.5
 

59
.5

 
59

.5
 

59
.5

 
59

.5
 

59
.5

 
59

.5
 

59
.5

 
59

.5
 

59
.5

 
59

.5
 

13
...

...
...

...
...

...
...

...
...

.
18

...
...

...
...

...
...

...
...

...
.

58
.6

 
58

.6
 

58
.6

 
58

.6
 

58
.6

 
58

.6
 

58
.6

 
58

.6
 

58
.6

 
58

.6
 

58
.6

 
58

.6
 

58
.6

 
58

.6
 

14
...

...
...

...
...

...
...

...
...

.
19

...
...

...
...

...
...

...
...

...
.

57
.7

 
57

.7
 

57
.7

 
57

.7
 

57
.7

 
57

.7
 

57
.7

 
57

.7
 

57
.7

 
57

.7
 

57
.7

 
57

.7
 

57
.7

 
57

.7
 

15
...

...
...

...
...

...
...

...
...

.
20

...
...

...
...

...
...

...
...

...
.

56
.8

 
56

.8
 

56
.8

 
56

.8
 

56
.8

 
56

.8
 

56
.7

 
56

.7
 

56
.7

 
56

.7
 

56
.7

 
56

.7
 

56
.7

 
56

.7
 

16
...

...
...

...
...

...
...

...
...

.
21

...
...

...
...

...
...

...
...

...
.

55
.8

 
55

.8
 

55
.8

 
55

.8
 

55
.8

 
55

.8
 

55
.8

 
55

.8
 

55
.8

 
55

.8
 

55
.8

 
55

.8
 

55
.8

 
55

.8
 

17
...

...
...

...
...

...
...

...
...

.
22

...
...

...
...

...
...

...
...

...
.

54
.9

 
54

.9
 

54
.9

 
54

.9
 

54
.9

 
54

.9
 

54
.9

 
54

.9
 

54
.9

 
54

.9
 

54
.9

 
54

.9
 

54
.9

 
54

.9
 

18
...

...
...

...
...

...
...

...
...

.
23

...
...

...
...

...
...

...
...

...
.

54
.0

 
54

.0
 

54
.0

 
54

.0
 

54
.0

 
54

.0
 

54
.0

 
54

.0
 

54
.0

 
54

.0
 

54
.0

 
54

.0
 

54
.0

 
53

.9
 

19
...

...
...

...
...

...
...

...
...

.
24

...
...

...
...

...
...

...
...

...
.

53
.1

 
53

.1
 

53
.1

 
53

.0
 

53
.0

 
53

.0
 

53
.0

 
53

.0
 

53
.0

 
53

.0
 

53
.0

 
53

.0
 

53
.0

 
53

.0
 

20
...

...
...

...
...

...
...

...
...

.
25

...
...

...
...

...
...

...
...

...
.

52
.1

 
52

.1
 

52
.1

 
52

.1
 

52
.1

 
52

.1
 

52
.1

 
52

.1
 

52
.1

 
52

.1
 

52
.1

 
52

.1
 

52
.1

 
52

.1
 

21
...

...
...

...
...

...
...

...
...

.
26

...
...

...
...

...
...

...
...

...
.

51
.2

 
51

.2
 

51
.2

 
51

.2
 

51
.2

 
51

.2
 

51
.2

 
51

.2
 

51
.2

 
51

.2
 

51
.2

 
51

.2
 

51
.2

 
51

.2
 

22
...

...
...

...
...

...
...

...
...

.
27

...
...

...
...

...
...

...
...

...
.

50
.3

 
50

.3
 

50
.3

 
50

.3
 

50
.3

 
50

.2
 

50
.2

 
50

.2
 

50
.2

 
50

.2
 

50
.2

 
50

.2
 

50
.2

 
50

.2
 

23
...

...
...

...
...

...
...

...
...

.
28

...
...

...
...

...
...

...
...

...
.

49
.4

 
49

.3
 

49
.3

 
49

.3
 

49
.3

 
49

.3
 

49
.3

 
49

.3
 

49
.3

 
49

.3
 

49
.3

 
49

.3
 

49
.3

 
49

.3
 

24
...

...
...

...
...

...
...

...
...

.
29

...
...

...
...

...
...

...
...

...
.

48
.4

 
48

.4
 

48
.4

 
48

.4
 

48
.4

 
48

.4
 

48
.4

 
48

.4
 

48
.4

 
48

.4
 

48
.4

 
48

.4
 

48
.4

 
48

.4
 

25
...

...
...

...
...

...
...

...
...

.
30

...
...

...
...

...
...

...
...

...
.

47
.5

 
47

.5
 

47
.5

 
47

.5
 

47
.5

 
47

.5
 

47
.5

 
47

.5
 

47
.4

 
47

.4
 

47
.4

 
47

.4
 

47
.4

 
47

.4
 

26
...

...
...

...
...

...
...

...
...

.
31

...
...

...
...

...
...

...
...

...
.

46
.6

 
46

.6
 

46
.6

 
46

.6
 

46
.5

 
46

.5
 

46
.5

 
46

.5
 

46
.5

 
46

.5
 

46
.5

 
46

.5
 

46
.5

 
46

.5
 

27
...

...
...

...
...

...
...

...
...

.
32

...
...

...
...

...
...

...
...

...
.

45
.7

 
45

.6
 

45
.6

 
45

.6
 

45
.6

 
45

.6
 

45
.6

 
45

.6
 

45
.6

 
45

.6
 

45
.6

 
45

.6
 

45
.6

 
45

.6
 

28
...

...
...

...
...

...
...

...
...

.
33

...
...

...
...

...
...

...
...

...
.

44
.7

 
44

.7
 

44
.7

 
44

.7
 

44
.7

 
44

.7
 

44
.7

 
44

.7
 

44
.7

 
44

.7
 

44
.7

 
44

.7
 

44
.7

 
44

.7
 

29
...

...
...

...
...

...
...

...
...

.
34

...
...

...
...

...
...

...
...

...
.

43
.8

 
43

.8
 

43
.8

 
43

.8
 

43
.8

 
43

.8
 

43
.8

 
43

.8
 

43
.8

 
43

.7
 

43
.7

 
43

.7
 

43
.7

 
43

.7
 

30
...

...
...

...
...

...
...

...
...

.
35

...
...

...
...

...
...

...
...

...
.

42
.9

 
42

.9
 

42
.9

 
42

.9
 

42
.9

 
42

.9
 

42
.8

 
42

.8
 

42
.8

 
42

.8
 

42
.8

 
42

.8
 

42
.8

 
42

.8
 

31
...

...
...

...
...

...
...

...
...

.
36

...
...

...
...

...
...

...
...

...
.

42
.0

 
42

.0
 

42
.0

 
42

.0
 

42
.0

 
41

.9
 

41
.9

 
41

.9
 

41
.9

 
41

.9
 

41
.9

 
41

.9
 

41
.9

 
41

.9
 

32
...

...
...

...
...

...
...

...
...

.
37

...
...

...
...

...
...

...
...

...
.

41
.1

 
41

.1
 

41
.1

 
41

.1
 

41
.0

 
41

.0
 

41
.0

 
41

.0
 

41
.0

 
41

.0
 

41
.0

 
41

.0
 

41
.0

 
41

.0
 

33
...

...
...

...
...

...
...

...
...

.
38

...
...

...
...

...
...

...
...

...
.

40
.2

 
40

.2
 

40
.2

 
40

.2
 

40
.1

 
40

.1
 

40
.1

 
40

.1
 

40
.1

 
40

.1
 

40
.1

 
40

.1
 

40
.1

 
40

.1
 

34
...

...
...

...
...

...
...

...
...

.
39

...
...

...
...

...
...

...
...

...
.

39
.3

 
39

.3
 

39
.3

 
39

.3
 

39
.2

 
39

.2
 

39
.2

 
39

.2
 

39
.2

 
39

.2
 

39
.2

 
39

.2
 

39
.2

 
39

.2
 

M
al

e 
F

em
al

e 

A
ge

s 

M
al

e 
93

 
94

 
95

 
96

 
97

 
98

 
99

 
10

0 
10

1 
10

2 
10

3 
10

4 
10

5 
10

6 
10

7 
10

8 

F
em

al
e 

98
 

99
 

10
0 

10
1 

10
2 

10
3 

10
4 

10
5 

10
6 

10
7 

10
8 

10
9 

11
0 

11
1 

11
2 

11
3 

6
...

...
...

...
..

11
...

...
...

...
65

.0
 

65
.0

 
65

.0
 

65
.0

 
65

.0
 

65
.0

 
65

.0
 

65
.0

 
65

.0
 

65
.0

 
65

.0
 

65
.0

 
65

.0
 

65
.0

 
65

.0
 

65
.0

 
7

...
...

...
...

..
12

...
...

...
...

64
.1

 
64

.1
 

64
.1

 
64

.1
 

64
.1

 
64

.1
 

64
.1

 
64

.1
 

64
.1

 
64

.1
 

64
.1

 
64

.1
 

64
.1

 
64

.1
 

64
.1

 
64

.1
 

8
...

...
...

...
..

13
...

...
...

...
63

.2
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

63
.2

 
63

.2
 

63
.2

 
9

...
...

...
...

..
14

...
...

...
...

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

62
.3

 
62

.3
 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00193 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



182 

26 CFR Ch. I (4–1–15 Edition) § 1.72–9 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE V—ORDINARY LIFE ANNUITIES ONE 
LIFE—EXPECTED RETURN MULTIPLES 

Age Multiple 

5 ................................................................... 76.6 
6 ................................................................... 75.6 
7 ................................................................... 74.7 
8 ................................................................... 73.7 
9 ................................................................... 72.7 
10 ................................................................. 71.7 
11 ................................................................. 70.7 
12 ................................................................. 69.7 
13 ................................................................. 68.8 
14 ................................................................. 67.8 
15 ................................................................. 66.8 
16 ................................................................. 65.8 
17 ................................................................. 64.8 
18 ................................................................. 63.9 
19 ................................................................. 62.9 
20 ................................................................. 61.9 
21 ................................................................. 60.9 
22 ................................................................. 59.9 
23 ................................................................. 59.0 
24 ................................................................. 58.0 
25 ................................................................. 57.0 
26 ................................................................. 56.0 
27 ................................................................. 55.1 
28 ................................................................. 54.1 
29 ................................................................. 53.1 
30 ................................................................. 52.2 
31 ................................................................. 51.2 
32 ................................................................. 50.2 
33 ................................................................. 49.3 
34 ................................................................. 48.3 
35 ................................................................. 47.3 
36 ................................................................. 46.4 
37 ................................................................. 45.4 
38 ................................................................. 44.4 
39 ................................................................. 43.5 
40 ................................................................. 42.5 
41 ................................................................. 41.5 
42 ................................................................. 40.6 
43 ................................................................. 39.6 
44 ................................................................. 38.7 
45 ................................................................. 37.7 
46 ................................................................. 36.8 
47 ................................................................. 35.9 
48 ................................................................. 34.9 
49 ................................................................. 34.0 
50 ................................................................. 33.1 
51 ................................................................. 32.2 
52 ................................................................. 31.3 
53 ................................................................. 30.4 
54 ................................................................. 29.5 
55 ................................................................. 28.6 
56 ................................................................. 27.7 
57 ................................................................. 26.8 
58 ................................................................. 25.9 
59 ................................................................. 25.0 
60 ................................................................. 24.2 
61 ................................................................. 23.3 

TABLE V—ORDINARY LIFE ANNUITIES ONE 
LIFE—EXPECTED RETURN MULTIPLES—Con-
tinued 

Age Multiple 

62 ................................................................. 22.5 
63 ................................................................. 21.6 
64 ................................................................. 20.8 
65 ................................................................. 20.0 
66 ................................................................. 19.2 
67 ................................................................. 18.4 
68 ................................................................. 17.6 
69 ................................................................. 16.8 
70 ................................................................. 16.0 
71 ................................................................. 15.3 
72 ................................................................. 14.6 
73 ................................................................. 13.9 
74 ................................................................. 13.2 
75 ................................................................. 12.5 
76 ................................................................. 11.9 
77 ................................................................. 11.2 
78 ................................................................. 10.6 
79 ................................................................. 10.0 
80 ................................................................. 9.5 
81 ................................................................. 8.9 
82 ................................................................. 8.4 
83 ................................................................. 7.9 
84 ................................................................. 7.4 
85 ................................................................. 6.9 
86 ................................................................. 6.5 
87 ................................................................. 6.1 
88 ................................................................. 5.7 
89 ................................................................. 5.3 
90 ................................................................. 5.0 
91 ................................................................. 4.7 
92 ................................................................. 4.4 
93 ................................................................. 4.1 
94 ................................................................. 3.9 
95 ................................................................. 3.7 
96 ................................................................. 3.4 
97 ................................................................. 3.2 
98 ................................................................. 3.0 
99 ................................................................. 2.8 
100 ............................................................... 2.7 
101 ............................................................... 2.5 
102 ............................................................... 2.3 
103 ............................................................... 2.1 
104 ............................................................... 1.9 
105 ............................................................... 1.8 
106 ............................................................... 1.6 
107 ............................................................... 1.4 
108 ............................................................... 1.3 
109 ............................................................... 1.1 
110 ............................................................... 1.0 
111 ............................................................... .9 
112 ............................................................... .8 
113 ............................................................... .7 
114 ............................................................... .6 
115 ............................................................... .5 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES 

Ages 5 6 7 8 9 10 11 12 13 14 

5 ........................ 83.8 83.3 82.8 82.4 82.0 81.6 81.2 80.9 80.6 80.3 
6 ........................ 83.3 82.8 82.3 81.8 81.4 81.0 80.6 80.3 79.9 79.6 
7 ........................ 82.8 82.3 81.8 81.3 80.9 80.4 80.0 79.6 79.3 78.9 
8 ........................ 82.4 81.8 81.3 80.8 80.3 79.9 79.4 79.0 78.6 78.3 
9 ........................ 82.0 81.4 80.9 80.3 79.8 79.3 78.9 78.4 78.0 77.6 
10 ...................... 81.6 81.0 80.4 79.9 79.3 78.8 78.3 77.9 77.4 77.0 
11 ...................... 81.2 80.6 80.0 79.4 78.9 78.3 77.8 77.3 76.9 76.4 
12 ...................... 80.9 80.3 79.6 79.0 78.4 77.9 77.3 76.8 76.3 75.9 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES—Continued 

Ages 5 6 7 8 9 10 11 12 13 14 

13 ...................... 80.6 79.9 79.3 78.6 78.0 77.4 76.9 76.3 75.8 75.3 
14 ...................... 80.3 79.6 78.9 78.3 77.6 77.0 76.4 75.9 75.3 74.8 
15 ...................... 80.0 79.3 78.6 77.9 77.3 76.6 76.0 75.4 74.9 74.3 
16 ...................... 79.8 79.0 78.3 77.6 76.9 76.3 75.6 75.0 74.4 73.9 
17 ...................... 79.5 78.8 78.0 77.3 76.6 75.9 75.3 74.6 74.0 73.4 
18 ...................... 79.3 78.5 77.8 77.0 76.3 75.6 74.9 74.3 73.6 73.0 
19 ...................... 79.1 78.3 77.5 76.8 76.0 75.3 74.6 73.9 73.3 72.6 
20 ...................... 78.9 78.1 77.3 76.5 75.8 75.0 74.3 73.6 72.9 72.3 
21 ...................... 78.7 77.9 77.1 76.3 75.5 74.8 74.0 73.3 72.6 71.9 
22 ...................... 78.6 77.7 76.9 76.1 75.3 74.5 73.8 73.0 72.3 71.6 
23 ...................... 78.4 77.6 76.7 75.9 75.1 74.3 73.5 72.8 72.0 71.3 
24 ...................... 78.3 77.4 76.6 75.7 74.9 74.1 73.3 72.6 71.8 71.1 
25 ...................... 78.2 77.3 76.4 75.6 74.8 73.9 73.1 72.3 71.6 70.8 
26 ...................... 78.0 77.2 76.3 75.4 74.6 73.8 72.9 72.1 71.3 70.6 
27 ...................... 77.9 77.1 76.2 75.3 74.4 73.6 72.8 71.9 71.1 70.3 
28 ...................... 77.8 76.9 76.1 75.2 74.3 73.4 72.6 71.8 70.9 70.1 
29 ...................... 77.7 76.8 76.0 75.1 74.2 73.3 72.5 71.6 70.8 70.0 
30 ...................... 77.7 76.8 75.9 75.0 74.1 73.2 72.3 71.5 70.6 69.8 
31 ...................... 77.6 76.7 75.8 74.9 74.0 73.1 72.2 71.3 70.5 69.6 
32 ...................... 77.5 76.6 75.7 74.8 73.9 73.0 72.1 71.2 70.3 69.5 
33 ...................... 77.5 76.5 75.6 74.7 73.8 72.9 72.0 71.1 70.2 69.3 
34 ...................... 77.4 76.5 75.5 74.6 73.7 72.8 71.9 71.0 70.1 69.2 
35 ...................... 77.3 76.4 75.5 74.5 73.6 72.7 71.8 70.9 70.0 69.1 
36 ...................... 77.3 76.3 75.4 74.5 73.5 72.6 71.7 70.8 69.9 69.0 
37 ...................... 77.2 76.3 75.4 74.4 73.5 72.6 71.6 70.7 69.8 68.9 
38 ...................... 77.2 76.2 75.3 74.4 73.4 72.5 71.6 70.6 69.7 68.8 
39 ...................... 77.2 76.2 75.3 74.3 73.4 72.4 71.5 70.6 69.6 68.7 
40 ...................... 77.1 76.2 75.2 74.3 73.3 72.4 71.4 70.5 69.6 68.6 
41 ...................... 77.1 76.1 75.2 74.2 73.3 72.3 71.4 70.4 69.5 68.6 
42 ...................... 77.0 76.1 75.1 74.2 73.2 72.3 71.3 70.4 69.4 68.5 
43 ...................... 77.0 76.1 75.1 74.1 73.2 72.2 71.3 70.3 69.4 68.5 
44 ...................... 77.0 76.0 75.1 74.1 73.1 72.2 71.2 70.3 69.3 68.4 
45 ...................... 77.0 76.0 75.0 74.1 73.1 72.2 71.2 70.2 69.3 68.4 
46 ...................... 76.9 76.0 75.0 74.0 73.1 72.1 71.2 70.2 69.3 68.3 
47 ...................... 76.9 75.9 75.0 74.0 73.1 72.1 71.1 70.2 69.2 68.3 
48 ...................... 76.9 75.9 75.0 74.0 73.0 72.1 71.1 70.1 69.2 68.2 
49 ...................... 76.9 75.9 74.9 74.0 73.0 72.0 71.1 70.1 69.1 68.2 
50 ...................... 76.9 75.9 74.9 73.9 73.0 72.0 71.0 70.1 69.1 68.2 
51 ...................... 76.8 75.9 74.9 73.9 73.0 72.0 71.0 70.1 69.1 68.1 
52 ...................... 76.8 75.9 74.9 73.9 72.9 72.0 71.0 70.0 69.1 68.1 
53 ...................... 76.8 75.8 74.9 73.9 72.9 71.9 71.0 70.0 69.0 68.1 
54 ...................... 76.8 75.8 74.8 73.9 72.9 71.9 71.0 70.0 69.0 68.1 
55 ...................... 76.8 75.8 74.8 73.9 72.9 71.9 70.9 70.0 69.0 68.0 
56 ...................... 76.8 75.8 74.8 73.8 72.9 71.9 70.9 69.9 69.0 68.0 
57 ...................... 76.8 75.8 74.8 73.8 72.9 71.9 70.9 69.9 69.0 68.0 
58 ...................... 76.8 75.8 74.8 73.8 72.8 71.9 70.9 69.9 68.9 68.0 
59 ...................... 76.7 75.8 74.8 73.8 72.8 71.9 70.9 69.9 68.9 68.0 
60 ...................... 76.7 75.8 74.8 73.8 72.8 71.8 70.9 69.9 68.9 67.9 
61 ...................... 76.7 75.7 74.8 73.8 72.8 71.8 70.9 69.9 68.9 67.9 
62 ...................... 76.7 75.7 74.8 73.8 72.8 71.8 70.8 69.9 68.9 67.9 
63 ...................... 76.7 75.7 74.8 73.8 72.8 71.8 70.8 69.9 68.9 67.9 
64 ...................... 76.7 75.7 74.7 73.8 72.8 71.8 70.8 69.8 68.9 67.9 
65 ...................... 76.7 75.7 74.7 73.8 72.8 71.8 70.8 69.8 68.9 67.9 
66 ...................... 76.7 75.7 74.7 73.7 72.8 71.8 70.8 69.8 68.9 67.9 
67 ...................... 76.7 75.7 74.7 73.7 72.8 71.8 70.8 69.8 68.8 67.9 
68 ...................... 76.7 75.7 74.7 73.7 72.8 71.8 70.8 69.8 68.8 67.9 
69 ...................... 76.7 75.7 74.7 73.7 72.7 71.8 70.8 69.8 68.8 67.8 
70 ...................... 76.7 75.7 74.7 73.7 72.7 71.8 70.8 69.8 68.8 67.8 
71 ...................... 76.7 75.7 74.7 73.7 72.7 71.8 70.8 69.8 68.8 67.8 
72 ...................... 76.7 75.7 74.7 73.7 72.7 71.8 70.8 69.8 68.8 67.8 
73 ...................... 76.7 75.7 74.7 73.7 72.7 71.7 70.8 69.8 68.8 67.8 
74 ...................... 76.7 75.7 74.7 73.7 72.7 71.7 70.8 69.8 68.8 67.8 
75 ...................... 76.7 75.7 74.7 73.7 72.7 71.7 70.8 69.8 68.8 67.8 
76 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.8 69.8 68.8 67.8 
77 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.8 69.8 68.8 67.8 
78 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.7 69.8 68.8 67.8 
79 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.7 69.8 68.8 67.8 
80 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.7 69.8 68.8 67.8 
81 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.7 69.8 68.8 67.8 
82 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.7 69.8 68.8 67.8 
83 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.7 69.8 68.8 67.8 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES—Continued 

Ages 5 6 7 8 9 10 11 12 13 14 

84 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.7 69.8 68.8 67.8 
85 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.7 69.8 68.8 67.8 
86 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.7 69.8 68.8 67.8 
87 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.7 69.8 68.8 67.8 
88 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.7 69.8 68.8 67.8 
89 ...................... 76.6 75.7 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
90 ...................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
91 ...................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
92 ...................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
93 ...................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
94 ...................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
95 ...................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
96 ...................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
97 ...................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
98 ...................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
99 ...................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
100 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
101 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
102 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
103 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
104 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
105 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
106 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
107 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
108 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
109 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
110 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
111 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
112 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
113 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
114 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 
115 .................... 76.6 75.6 74.7 73.7 72.7 71.7 70.7 69.7 68.8 67.8 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES 

Ages 15 16 17 18 19 20 21 22 23 24 

15 ...................... 73.8 73.3 72.9 72.4 72.0 71.6 71.3 70.9 70.6 70.3 
16 ...................... 73.3 72.8 72.3 71.9 71.4 71.0 70.7 70.3 70.0 69.6 
17 ...................... 72.9 72.3 71.8 71.3 70.9 70.5 70.0 69.7 69.3 69.0 
18 ...................... 72.4 71.9 71.3 70.8 70.4 69.0 69.5 69.9 68.7 68.3 
19 ...................... 72.0 71.4 70.9 70.4 69.8 69.4 68.9 68.5 68.1 67.7 
20 ...................... 71.6 71.0 70.5 69.9 69.4 68.8 68.4 67.9 67.5 67.1 
21 ...................... 71.3 70.7 70.0 69.5 68.9 68.4 67.9 67.4 66.9 66.5 
22 ...................... 70.9 70.3 69.7 69.0 68.5 67.9 67.4 66.9 66.4 65.9 
23 ...................... 70.6 70.0 69.3 68.7 68.1 67.5 66.9 66.4 65.9 65.4 
24 ...................... 70.3 69.6 69.0 68.3 67.7 67.1 66.5 65.9 65.4 64.9 
25 ...................... 70.1 69.3 68.6 68.0 67.3 66.7 66.1 65.5 64.9 64.4 
26 ...................... 69.8 69.1 68.3 67.6 67.0 66.3 65.7 65.1 64.5 63.9 
27 ...................... 69.6 68.8 68.1 67.3 66.7 66.0 65.3 64.7 64.1 63.5 
28 ...................... 69.3 68.6 67.8 67.1 66.4 65.7 65.0 64.3 63.7 63.1 
29 ...................... 69.1 68.4 67.6 66.8 66.1 65.4 64.7 64.0 63.3 62.7 
30 ...................... 69.0 68.2 67.4 66.6 65.8 65.1 64.4 63.7 63.0 62.3 
31 ...................... 68.8 68.0 67.2 66.4 65.6 64.8 64.1 63.4 62.7 62.0 
32 ...................... 68.6 67.8 67.0 66.2 65.4 64.6 63.8 63.1 62.4 61.7 
33 ...................... 68.5 67.6 66.8 66.0 65.2 64.4 63.6 62.8 62.1 61.4 
34 ...................... 68.3 67.5 66.6 65.8 65.0 64.2 63.4 62.6 61.9 61.1 
35 ...................... 68.2 67.4 66.5 65.6 64.8 64.0 63.2 62.4 61.6 60.9 
36 ...................... 68.1 67.2 66.4 65.5 64.7 63.8 63.0 62.2 61.4 60.6 
37 ...................... 68.0 67.1 66.2 65.4 64.5 63.7 62.8 62.0 61.2 60.4 
38 ...................... 67.9 67.0 66.1 65.2 64.4 63.5 62.7 61.8 61.0 60.2 
39 ...................... 67.8 66.9 66.0 65.1 64.2 63.4 62.5 61.7 60.8 60.0 
40 ...................... 67.7 66.8 65.9 65.0 64.1 63.3 62.4 61.5 60.7 59.9 
41 ...................... 67.7 66.7 65.8 64.9 64.0 63.1 62.3 61.4 60.5 59.7 
42 ...................... 67.6 66.7 65.7 64.8 63.9 63.0 62.2 61.3 60.4 59.6 
43 ...................... 67.5 66.6 65.7 64.8 63.8 62.9 62.1 61.2 60.3 59.4 
44 ...................... 67.5 66.5 65.6 64.7 63.8 62.9 62.0 61.1 60.2 59.3 
45 ...................... 67.4 66.5 65.5 64.6 63.7 62.8 61.9 61.0 60.1 59.2 
46 ...................... 67.4 66.4 65.4 64.6 63.6 62.7 61.8 60.9 60.0 59.1 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES—Continued 

Ages 15 16 17 18 19 20 21 22 23 24 

47 ...................... 67.3 66.4 65.4 64.5 63.6 62.6 61.7 60.8 59.9 59.0 
48 ...................... 67.3 66.3 65.4 64.4 63.5 62.6 61.6 60.7 59.8 58.9 
49 ...................... 67.2 66.3 65.3 64.4 63.5 62.5 61.6 60.7 59.7 58.8 
50 ...................... 67.2 66.2 65.3 64.3 63.4 62.5 61.5 60.6 59.7 58.8 
51 ...................... 67.2 66.2 65.3 64.3 63.4 62.4 61.5 60.5 59.6 58.7 
52 ...................... 67.1 66.2 65.2 64.3 63.3 62.4 61.4 60.5 59.6 58.6 
53 ...................... 67.1 66.2 65.2 64.2 63.3 62.3 61.4 60.4 59.5 58.6 
54 ...................... 67.1 66.1 65.2 64.2 63.2 62.3 61.3 60.4 59.5 58.5 
55 ...................... 67.1 66.1 65.1 64.2 63.2 62.3 61.3 60.4 59.4 58.5 
56 ...................... 67.0 66.1 65.1 64.1 63.2 62.2 61.3 60.3 59.4 58.4 
57 ...................... 67.0 66.1 65.1 64.1 63.2 62.2 61.2 60.3 59.3 58.4 
58 ...................... 67.0 66.0 65.1 64.1 63.1 62.2 61.2 60.3 59.3 58.4 
59 ...................... 67.0 66.0 65.0 64.1 63.1 62.1 61.2 60.2 59.3 58.3 
60 ...................... 67.0 66.0 65.0 64.1 63.1 62.1 61.2 60.2 59.2 58.3 
61 ...................... 67.0 66.0 65.0 64.0 63.1 62.1 61.1 60.2 59.2 58.3 
62 ...................... 66.9 66.0 65.0 64.0 63.1 62.1 61.1 60.2 59.2 58.2 
63 ...................... 66.9 66.0 65.0 64.0 63.0 62.1 61.1 60.1 59.2 58.2 
64 ...................... 66.9 65.9 65.0 64.0 63.0 62.1 61.1 60.1 59.2 58.2 
65 ...................... 66.9 65.9 65.0 64.0 63.0 62.0 61.1 60.1 59.1 58.2 
66 ...................... 66.9 65.9 64.9 64.0 63.0 62.0 61.1 60.1 59.1 58.2 
67 ...................... 66.9 65.9 64.9 64.0 63.0 62.0 61.1 60.1 59.1 58.1 
68 ...................... 66.9 65.9 64.9 64.0 63.0 62.0 61.0 60.1 59.1 58.1 
69 ...................... 66.9 65.9 64.9 63.9 63.0 62.0 61.0 60.0 59.1 58.1 
70 ...................... 66.9 65.9 64.9 63.9 63.0 62.0 61.0 60.0 59.1 58.1 
71 ...................... 66.9 65.9 64.9 63.9 62.9 62.0 61.0 60.0 59.1 58.1 
72 ...................... 66.9 65.9 64.9 63.9 62.9 62.0 61.0 60.0 59.0 58.1 
73 ...................... 66.8 65.9 64.9 63.9 62.9 62.0 61.0 60.0 59.0 58.1 
74 ...................... 66.8 65.9 64.9 63.9 62.9 62.0 61.0 60.0 59.0 58.1 
75 ...................... 66.8 65.9 64.9 63.9 62.9 61.9 61.0 60.0 59.0 58.1 
76 ...................... 66.8 65.9 64.9 63.9 62.9 61.9 61.0 60.0 59.0 58.0 
76 ...................... 66.8 65.9 64.9 63.9 62.9 61.9 61.0 60.0 59.0 58.0 
77 ...................... 66.8 65.9 64.9 63.9 63.9 62.9 61.0 60.0 59.0 58.0 
78 ...................... 66.8 65.8 64.9 63.9 62.9 61.9 61.0 60.0 59.0 58.0 
79 ...................... 66.8 65.8 64.9 63.9 62.9 61.9 61.0 60.0 59.0 58.0 
80 ...................... 66.8 65.9 64.9 63.9 62.9 61.9 60.9 60.0 59.0 58.0 
81 ...................... 66.8 65.8 64.9 63.9 62.9 61.9 60.9 60.0 59.0 58.0 
82 ...................... 66.8 65.8 64.9 63.9 62.9 61.9 60.9 60.0 59.0 58.0 
83 ...................... 66.8 65.8 64.9 63.9 62.9 61.9 60.9 60.0 59.0 58.0 
84 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 60.0 59.0 58.0 
85 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 60.0 59.0 58.0 
86 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 60.0 59.0 58.0 
87 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 60.0 59.0 58.0 
88 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 60.0 59.0 58.0 
89 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 60.0 59.0 58.0 
90 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 60.0 59.0 58.0 
91 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 60.0 59.0 58.0 
92 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
93 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
94 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
95 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
96 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
97 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
98 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
99 ...................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
100 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
101 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
102 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
103 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
104 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
105 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
106 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
107 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
108 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
109 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
110 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
111 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
112 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
113 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
114 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
115 .................... 66.8 65.8 64.8 63.9 62.9 61.9 60.9 59.9 59.0 58.0 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES 

Ages 25 26 27 28 29 30 31 32 33 34 

25 ...................... 63.9 63.4 62.9 62.5 62.1 61.7 61.3 61.0 60.7 60.4 
26 ...................... 63.4 62.9 62.4 61.9 61.5 61.1 60.7 60.4 60.0 59.7 
27 ...................... 62.9 62.4 61.9 61.4 60.9 60.5 60.1 59.7 59.4 59.0 
28 ...................... 62.5 61.9 61.4 60.9 60.4 60.0 59.5 59.1 58.7 58.4 
29 ...................... 62.1 61.5 60.9 60.4 59.9 59.4 59.0 58.5 58.1 57.7 
30 ...................... 61.7 61.1 60.5 60.0 59.4 58.9 58.4 58.0 57.5 57.1 
31 ...................... 61.3 60.7 60.1 59.5 59.0 58.4 57.9 57.4 57.0 56.5 
32 ...................... 61.0 60.4 59.7 59.1 58.5 58.0 57.4 56.9 56.4 56.0 
33 ...................... 60.7 60.0 59.4 58.7 58.1 57.5 57.0 56.4 55.9 55.5 
34 ...................... 60.4 59.7 59.0 58.4 57.7 57.1 56.5 56.0 55.5 54.9 
35 ...................... 60.1 59.4 58.7 58.0 57.4 56.7 56.1 55.6 55.0 54.5 
36 ...................... 59.9 59.1 58.4 57.7 57.0 56.4 55.8 55.1 54.6 54.0 
37 ...................... 59.6 58.9 58.1 57.4 56.7 56.0 55.4 54.8 54.2 53.6 
38 ...................... 59.4 58.6 57.9 57.9 56.4 55.7 55.1 54.4 53.8 53.2 
39 ...................... 59.2 58.4 57.7 56.9 56.2 55.4 54.7 54.1 53.4 52.8 
40 ...................... 59.0 58.2 57.4 56.7 55.9 55.2 54.5 53.8 53.1 52.4 
41 ...................... 58.9 58.0 57.2 56.4 55.7 54.9 54.2 53.5 52.8 52.1 
42 ...................... 58.7 57.9 57.1 56.2 55.5 54.7 53.9 53.2 52.5 51.8 
43 ...................... 58.6 57.7 56.9 56.1 55.3 54.5 53.7 52.9 52.2 51.5 
44 ...................... 58.4 57.6 56.7 55.9 55.1 54.3 53.5 52.7 52.0 51.2 
45 ...................... 58.3 57.4 56.6 55.7 54.9 54.1 53.3 52.5 51.7 51.0 
46 ...................... 58.2 57.3 56.5 55.6 54.8 53.9 53.1 52.3 51.5 50.7 
47 ...................... 58.1 57.2 56.3 55.5 54.6 53.8 52.9 52.1 51.3 50.5 
48 ...................... 58.0 57.1 56.2 55.3 54.5 53.6 52.8 51.9 51.1 50.3 
49 ...................... 57.9 57.0 56.1 55.2 54.4 53.5 52.6 51.8 51.0 50.1 
50 ...................... 57.8 56.9 56.0 55.1 54.2 53.4 52.5 51.7 50.8 50.0 
51 ...................... 57.8 56.9 55.9 55.0 54.1 53.3 52.4 51.5 50.7 49.8 
52 ...................... 57.7 56.8 55.9 55.0 54.1 53.2 52.3 51.4 50.5 49.7 
53 ...................... 57.6 56.7 55.8 54.9 54.0 53.1 52.2 51.3 50.4 49.6 
54 ...................... 57.6 56.7 55.7 54.8 53.9 53.0 52.1 51.2 50.3 49.4 
55 ...................... 57.5 56.6 55.7 54.7 53.8 52.9 52.0 51.1 40.2 49.3 
56 ...................... 57.5 56.5 55.6 54.7 53.8 52.8 51.9 51.0 50.1 49.2 
57 ...................... 57.4 56.5 55.6 54.6 53.7 52.8 51.9 50.9 50.0 49.1 
58 ...................... 57.4 56.5 55.5 54.6 53.6 52.7 51.8 50.9 50.0 49.1 
59 ...................... 57.4 56.4 55.5 54.5 53.6 52.7 51.7 50.8 49.9 49.0 
60 ...................... 57.3 56.4 55.4 54.5 53.6 52.6 51.7 50.8 49.8 48.9 
61 ...................... 57.3 56.4 55.4 54.5 53.5 52.6 51.6 50.7 49.8 48.9 
62 ...................... 57.3 56.3 55.4 54.4 53.5 52.5 51.6 50.7 49.7 48.8 
63 ...................... 57.3 56.3 55.3 54.4 53.4 52.5 51.6 50.6 49.7 48.7 
64 ...................... 57.2 56.3 55.3 54.4 53.4 52.5 51.5 50.6 49.6 48.7 
65 ...................... 57.2 56.3 55.3 54.3 53.4 52.4 51.5 50.5 49.6 48.7 
66 ...................... 57.2 56.2 55.3 54.3 53.4 52.4 51.5 50.5 49.6 48.6 
67 ...................... 57.2 56.2 55.3 54.3 53.3 52.4 51.4 50.5 49.5 48.6 
68 ...................... 57.2 56.2 55.2 54.3 53.3 52.4 51.4 50.4 49.5 48.6 
69 ...................... 57.1 56.2 55.2 54.3 53.3 52.3 51.4 50.4 49.5 48.5 
70 ...................... 57.1 56.2 55.2 54.2 53.3 52.3 51.4 50.4 49.4 48.5 
71 ...................... 57.1 56.2 55.2 54.2 53.3 52.3 51.3 50.4 49.4 48.5 
72 ...................... 57.1 56.1 55.2 54.2 53.2 52.3 51.3 50.4 49.4 48.5 
73 ...................... 57.1 56.1 55.2 54.2 53.2 52.3 51.3 50.3 49.4 48.4 
74 ...................... 57.1 56.1 55.2 54.2 53.2 52.3 51.3 50.3 49.4 48.4 
75 ...................... 57.1 56.1 55.1 54.2 53.2 52.2 51.3 50.3 49.4 48.4 
76 ...................... 57.1 56.1 55.1 54.2 53.2 52.2 51.3 50.3 49.3 48.4 
77 ...................... 57.1 56.1 55.1 54.2 53.2 52.2 51.3 50.3 49.3 48.4 
78 ...................... 57.1 56.1 55.1 54.2 53.2 52.2 51.3 50.3 49.3 48.4 
79 ...................... 57.1 56.1 55.1 54.1 53.2 52.2 51.2 50.3 49.3 48.4 
80 ...................... 57.1 56.1 55.1 54.1 53.2 52.2 51.2 50.3 49.3 48.3 
81 ...................... 57.0 56.1 55.1 54.1 53.2 52.2 51.2 50.3 49.3 48.3 
82 ...................... 57.0 56.1 55.1 54.1 53.2 52.2 51.2 50.3 49.3 48.3 
83 ...................... 57.0 56.1 55.1 54.1 53.2 52.2 51.2 50.3 49.3 48.3 
84 ...................... 57.0 56.1 55.1 54.1 53.2 52.2 51.2 50.3 49.3 48.3 
85 ...................... 57.0 56.1 55.1 54.1 53.2 52.2 51.2 50.2 49.3 48.3 
86 ...................... 57.0 56.1 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
87 ...................... 57.0 56.1 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
88 ...................... 57.0 56.1 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
89 ...................... 57.0 56.1 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
90 ...................... 57.0 56.1 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
91 ...................... 57.0 56.1 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
92 ...................... 57.0 56.1 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
93 ...................... 57.0 56.1 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
94 ...................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
95 ...................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES—Continued 

Ages 25 26 27 28 29 30 31 32 33 34 

96 ...................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
97 ...................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
98 ...................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
99 ...................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
100 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
101 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
102 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
103 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
104 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
105 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
106 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
107 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
108 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
109 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
110 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
111 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
112 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
113 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
114 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 
115 .................... 57.0 56.0 55.1 54.1 53.1 52.2 51.2 50.2 49.3 48.3 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES 

Ages 35 36 37 38 39 40 41 42 43 44 

35 ...................... 54.0 53.5 53.0 52.6 52.2 51.8 51.4 51.1 50.8 50.5 
36 ...................... 53.5 53.0 52.5 52.0 51.6 51.2 50.8 50.4 50.1 49.8 
37 ...................... 53.0 52.5 52.0 51.5 51.0 50.6 50.2 49.8 49.5 49.1 
38 ...................... 52.6 52.0 51.5 51.0 50.5 50.0 49.6 49.2 48.8 48.5 
39 ...................... 52.2 51.6 51.0 50.5 50.0 49.5 49.1 48.6 48.2 47.8 
40 ...................... 51.8 51.2 50.6 50.0 49.5 49.0 48.5 48.1 47.6 47.2 
41 ...................... 51.4 50.8 50.2 49.6 49.1 48.5 48.0 47.5 47.1 46.7 
42 ...................... 51.1 50.4 49.8 49.2 48.6 48.1 47.5 47.0 46.6 46.1 
43 ...................... 50.8 50.1 49.5 48.8 48.2 47.6 47.1 46.6 46.0 45.6 
44 ...................... 50.5 49.8 49.1 48.5 47.8 47.2 46.7 46.1 45.6 45.1 
45 ...................... 50.2 49.5 48.8 48.1 47.5 46.9 46.3 45.7 45.1 44.6 
46 ...................... 50.0 49.2 48.5 47.8 47.2 46.5 45.9 45.3 44.7 44.1 
47 ...................... 49.7 49.0 48.3 47.5 46.8 46.2 45.5 44.9 44.3 43.7 
48 ...................... 49.5 48.8 48.0 47.3 46.6 45.9 45.2 44.5 43.9 43.3 
49 ...................... 49.3 48.5 47.8 47.0 46.3 45.6 44.9 44.2 43.6 42.9 
50 ...................... 49.2 48.4 47.6 46.8 46.0 45.3 44.6 43.9 43.2 42.6 
51 ...................... 49.0 48.2 47.4 46.6 45.8 45.1 44.3 43.6 42.9 44.2 
52 ...................... 48.8 48.0 47.2 46.4 45.6 44.8 44.1 43.3 42.6 41.9 
53 ...................... 48.7 47.9 47.0 46.2 45.4 44.6 43.9 43.1 42.4 41.7 
54 ...................... 48.6 47.7 46.9 46.0 45.2 44.4 43.6 42.9 42.1 41.4 
55 ...................... 48.5 47.6 46.7 45.9 45.1 44.2 43.4 42.7 41.9 41.2 
56 ...................... 48.3 47.5 46.6 45.8 44.9 44.1 43.3 42.5 41.7 40.9 
57 ...................... 48.3 47.4 46.5 45.6 44.8 43.9 43.1 42.3 41.5 40.7 
58 ...................... 48.2 47.3 46.4 45.5 44.7 43.8 43.0 42.1 41.3 40.5 
59 ...................... 48.1 47.2 46.3 45.4 44.5 43.7 42.8 42.0 41.2 40.4 
60 ...................... 48.0 47.1 46.2 45.3 44.4 43.6 42.7 41.9 41.0 40.2 
61 ...................... 47.9 47.0 46.1 45.2 44.3 43.5 42.6 41.7 40.9 40.0 
62 ...................... 47.9 47.0 46.0 45.1 44.2 43.4 42.5 41.6 40.8 39.9 
63 ...................... 47.8 46.9 46.0 45.1 44.2 43.3 42.4 41.5 40.6 39.8 
64 ...................... 47.8 46.8 45.9 45.0 44.1 43.2 42.3 41.4 40.5 39.7 
65 ...................... 47.7 46.8 45.9 44.9 44.0 43.1 42.2 41.3 40.4 39.6 
66 ...................... 47.7 46.7 45.8 44.9 44.0 43.1 42.2 41.3 40.4 39.5 
67 ...................... 47.6 46.7 45.8 44.8 43.9 43.0 42.1 41.2 40.3 39.4 
68 ...................... 47.6 46.7 45.7 44.8 43.9 42.9 42.0 41.1 40.2 39.3 
69 ...................... 47.6 46.6 45.7 44.8 43.8 42.9 42.0 41.1 40.2 39.3 
70 ...................... 47.5 46.6 45.7 44.7 43.8 42.9 41.9 41.0 40.1 39.2 
71 ...................... 47.5 46.6 45.6 44.7 43.8 42.8 41.9 41.0 40.1 39.1 
72 ...................... 47.5 46.6 45.6 44.7 43.7 42.8 41.9 40.9 40.0 39.1 
73 ...................... 47.5 46.5 45.6 44.6 43.7 42.8 41.8 40.9 40.0 39.0 
74 ...................... 47.5 46.5 45.6 44.6 43.7 42.7 41.8 40.9 39.9 39.0 
75 ...................... 47.4 46.5 45.5 44.6 43.6 42.7 41.8 40.8 39.9 39.0 
76 ...................... 47.4 46.5 45.5 44.6 43.6 42.7 41.7 40.8 39.9 38.9 
77 ...................... 47.4 46.5 45.5 44.6 43.6 42.7 41.7 40.8 39.8 38.9 
78 ...................... 47.4 46.4 45.5 44.5 43.6 42.6 41.7 40.7 39.8 38.9 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES—Continued 

Ages 35 36 37 38 39 40 41 42 43 44 

79 ...................... 47.4 46.4 45.5 44.5 43.6 42.6 41.7 40.7 39.8 38.9 
80 ...................... 47.4 46.4 45.5 44.5 43.6 42.6 41.7 40.7 39.8 38.8 
81 ...................... 47.4 46.4 45.5 44.5 43.5 42.6 41.6 40.7 39.8 38.8 
82 ...................... 47.4 46.4 45.4 44.5 43.5 42.6 41.6 40.7 39.7 38.8 
83 ...................... 47.4 46.4 45.4 44.5 43.5 42.6 41.6 40.7 39.7 38.8 
84 ...................... 47.4 46.4 45.4 44.5 43.5 42.6 41.6 40.7 39.7 38.8 
85 ...................... 47.4 46.4 45.4 44.5 43.5 42.6 41.6 40.7 39.7 38.8 
86 ...................... 47.3 46.4 45.4 44.5 43.5 42.5 41.6 40.6 39.7 38.8 
87 ...................... 47.3 46.4 45.4 44.5 43.5 42.5 41.6 40.6 39.7 38.7 
88 ...................... 47.3 46.4 45.4 44.5 43.5 42.5 41.6 40.6 39.7 38.7 
89 ...................... 47.3 46.4 45.4 44.4 43.5 42.5 41.6 40.6 39.7 38.7 
90 ...................... 47.3 46.4 45.4 44.4 43.5 42.5 41.6 40.6 39.7 38.7 
91 ...................... 47.3 46.4 45.4 44.4 43.5 42.5 41.6 40.6 39.7 39.7 
92 ...................... 47.3 46.4 45.4 44.4 44.4 43.5 42.5 41.6 40.6 38.7 
93 ...................... 47.3 46.4 45.4 43.5 42.5 41.6 40.6 39.7 39.7 38.7 
94 ...................... 47.3 46.4 45.4 44.4 43.5 42.5 41.6 40.6 39.7 38.7 
95 ...................... 47.3 46.4 45.4 44.4 43.5 42.5 41.6 40.6 39.7 38.7 
96 ...................... 47.3 46.4 45.4 44.4 43.5 42.5 41.6 40.6 39.7 38.7 
97 ...................... 47.3 46.4 45.4 44.4 43.5 42.5 41.6 40.6 39.6 38.7 
98 ...................... 47.3 46.4 45.4 44.4 43.5 42.5 41.6 40.6 39.6 38.7 
99 ...................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
100 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
101 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
102 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
103 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
104 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
105 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
106 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
107 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
108 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
109 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
110 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
111 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
112 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
113 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
114 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
114 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 
115 .................... 47.3 46.4 45.4 44.4 43.5 42.5 41.5 40.6 39.6 38.7 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES 

Ages 45 46 47 48 49 50 51 52 53 54 

45 ...................... 44.1 43.6 43.2 42.7 42.3 42.0 41.6 41.3 41.0 40.7 
46 ...................... 43.6 43.1 42.6 42.2 41.8 41.4 41.0 40.6 40.3 40.0 
47 ...................... 43.2 42.6 42.1 41.7 41.2 40.8 40.4 40.0 39.7 39.3 
48 ...................... 42.7 42.2 41.7 41.2 40.7 40.2 39.8 39.4 39.0 38.7 
49 ...................... 42.3 41.8 41.2 40.7 40.2 39.7 39.3 38.8 38.4 38.1 
50 ...................... 42.0 41.4 40.8 40.2 39.7 39.2 38.7 38.3 37.9 37.5 
51 ...................... 41.6 41.0 40.4 39.8 39.3 38.7 38.2 37.8 37.3 36.9 
52 ...................... 41.3 40.6 40.0 39.4 38.8 38.3 37.8 37.3 36.8 36.4 
53 ...................... 41.0 40.3 39.7 39.0 38.4 37.9 37.3 36.8 36.3 35.8 
54 ...................... 40.7 40.0 39.3 38.7 38.1 37.5 36.9 36.4 35.8 35.3 
55 ...................... 40.4 39.7 39.0 38.4 37.7 37.1 36.5 35.9 35.4 34.9 
56 ...................... 40.2 39.5 38.7 38.1 37.4 36.8 36.1 35.6 35.0 34.4 
57 ...................... 40.0 39.2 38.5 37.8 37.1 36.4 35.8 35.2 34.6 34.0 
58 ...................... 39.7 39.0 38.2 37.5 36.8 36.1 35.5 34.8 34.2 33.6 
59 ...................... 39.6 38.8 38.0 37.3 36.6 35.9 35.2 34.5 33.9 33.3 
60 ...................... 39.4 38.6 37.8 37.1 36.3 35.6 34.9 34.2 33.6 32.9 
61 ...................... 39.2 38.4 37.6 36.9 36.1 35.4 34.6 33.9 33.3 32.6 
62 ...................... 39.1 38.3 37.5 36.7 35.9 35.1 34.4 33.7 33.0 32.3 
63 ...................... 38.9 38.1 37.3 36.5 35.7 34.9 34.2 33.5 32.7 32.0 
64 ...................... 38.8 38.0 37.2 36.3 35.5 34.8 34.0 33.2 32.5 31.8 
65 ...................... 38.7 37.9 37.0 36.2 35.4 34.6 33.8 33.0 32.3 31.6 
66 ...................... 38.6 37.8 36.9 36.1 35.2 34.4 33.6 32.9 32.1 31.4 
67 ...................... 38.5 37.7 36.8 36.0 35.1 34.3 33.5 32.7 31.9 31.2 
68 ...................... 38.4 37.6 36.7 35.8 35.0 34.2 33.4 32.5 31.8 31.0 
69 ...................... 38.4 37.5 36.6 35.7 34.9 34.1 33.2 32.4 31.6 30.8 
70 ...................... 38.3 37.4 36.5 35.7 34.8 34.0 33.1 32.3 31.5 30.7 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES—Continued 

Ages 45 46 47 48 49 50 51 52 53 54 

71 ...................... 38.2 37.3 36.5 35.6 34.7 33.9 33.0 32.2 31.4 30.5 
72 ...................... 38.2 37.3 36.4 35.5 34.6 33.8 32.9 32.1 31.2 30.4 
73 ...................... 38.1 37.2 36.3 35.4 34.6 33.7 32.8 32.0 31.1 30.3 
74 ...................... 38.1 37.2 36.3 35.4 34.5 33.6 32.8 31.9 31.1 30.2 
75 ...................... 38.1 37.1 36.2 35.3 34.5 33.6 32.7 31.8 31.0 30.1 
76 ...................... 38.0 37.1 36.2 35.3 34.4 33.5 32.6 31.8 30.9 30.1 
77 ...................... 38.0 37.1 36.2 35.3 34.4 33.5 32.6 31.7 30.8 30.0 
78 ...................... 38.0 37.0 36.1 35.2 34.3 33.4 32.5 31.7 30.8 29.9 
79 ...................... 37.9 37.0 36.1 35.2 34.3 33.4 32.5 31.6 30.7 29.9 
80 ...................... 37.9 37.0 36.1 35.2 34.2 33.4 32.5 31.6 30.7 29.8 
81 ...................... 37.9 37.0 36.0 35.1 34.2 33.3 32.4 31.5 30.7 29.8 
82 ...................... 37.9 36.9 36.0 35.1 34.2 33.3 32.4 31.5 30.6 29.7 
83 ...................... 37.9 36.9 36.0 35.1 34.2 33.3 32.4 31.5 30.6 29.7 
84 ...................... 37.8 36.9 36.9 35.0 34.2 33.2 32.3 31.4 30.6 29.7 
85 ...................... 37.8 36.9 36.0 35.1 34.1 33.2 32.3 31.4 30.5 29.6 
86 ...................... 38.8 36.9 36.0 35.0 34.1 33.2 32.3 31.4 30.5 29.6 
87 ...................... 37.8 36.9 35.9 35.0 34.1 33.2 32.3 31.4 30.5 29.6 
88 ...................... 37.8 36.9 35.9 35.0 34.1 33.2 32.3 31.4 30.5 29.6 
89 ...................... 37.8 36.9 35.9 35.0 34.1 33.2 32.3 31.4 30.5 29.6 
90 ...................... 37.8 36.9 35.9 35.0 34.1 33.2 32.3 31.3 30.5 29.6 
91 ...................... 37.8 36.8 35.9 35.0 34.1 33.2 32.2 31.3 30.4 29.5 
92 ...................... 37.8 36.8 35.9 35.0 34.1 33.2 32.2 31.3 30.4 29.5 
93 ...................... 37.8 36.8 35.9 35.0 34.1 33.1 32.2 31.3 30.4 29.5 
94 ...................... 37.8 36.8 35.9 35.0 34.1 33.1 32.2 31.3 30.4 29.5 
95 ...................... 37.8 36.8 35.9 35.0 34.0 33.1 32.2 31.3 30.4 29.5 
96 ...................... 37.8 36.8 35.9 35.0 34.0 33.1 32.2 31.3 30.4 29.5 
97 ...................... 37.8 36.8 35.9 35.0 34.0 33.1 32.2 31.3 30.4 29.5 
98 ...................... 37.8 36.8 35.9 35.0 34.0 33.1 32.2 31.3 30.4 29.5 
99 ...................... 37.8 36.8 35.9 35.0 34.0 33.1 32.2 31.3 30.4 29.5 
101 .................... 37.8 36.8 35.9 35.0 34.0 33.1 32.2 31.3 30.4 29.5 
102 .................... 37.8 36.8 35.9 35.0 34.0 33.1 32.2 31.3 30.4 29.5 
103 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 
104 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 
105 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 
106 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 
107 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 
108 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 
109 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 
110 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 
111 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 
112 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 
113 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 
114 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 
115 .................... 37.7 36.8 35.9 34.9 34.0 33.1 32.2 31.3 30.4 29.5 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES 

Ages 55 56 57 58 59 60 61 62 63 64 

55 ...................... 34.4 33.9 33.5 33.1 32.7 32.3 32.0 31.7 31.4 31.1 
56 ...................... 33.9 33.4 33.0 32.5 32.1 31.7 31.4 31.0 30.7 30.4 
57 ...................... 33.5 33.0 32.5 32.0 31.6 31.2 30.8 30.4 30.1 29.8 
58 ...................... 33.1 32.5 32.0 31.5 31.1 30.6 30.2 29.9 29.5 29.2 
59 ...................... 32.7 32.1 31.6 31.1 30.6 30.1 29.7 29.3 28.9 28.6 
60 ...................... 32.3 31.7 31.2 30.6 30.1 29.7 29.2 28.8 28.4 28.0 
61 ...................... 32.0 31.4 30.8 30.2 29.7 29.2 28.7 28.3 27.8 27.4 
62 ...................... 31.7 31.0 30.4 29.9 29.3 28.8 28.3 27.8 27.3 26.9 
63 ...................... 31.4 30.7 30.1 29.5 28.9 28.4 27.8 27.3 26.9 26.4 
64 ...................... 31.1 30.4 29.8 29.2 28.6 28.0 27.4 26.9 26.4 25.9 
65 ...................... 30.9 30.2 29.5 28.9 28.2 27.6 27.1 26.5 26.0 25.5 
66 ...................... 30.6 29.9 29.2 28.6 27.9 27.3 26.7 26.1 25.6 25.1 
67 ...................... 30.4 29.7 29.0 28.3 27.6 27.0 26.4 25.8 25.2 24.7 
68 ...................... 30.2 29.5 28.8 28.1 27.4 26.7 26.1 25.5 24.9 24.3 
69 ...................... 30.1 29.3 28.6 27.8 27.1 26.5 25.8 25.2 24.6 24.0 
70 ...................... 29.9 29.1 28.4 27.6 26.9 26.2 25.6 24.9 24.3 23.7 
71 ...................... 29.7 29.0 28.2 27.5 26.7 26.0 25.3 24.7 24.0 23.4 
72 ...................... 29.6 28.8 28.1 27.3 26.5 25.8 25.1 24.4 23.8 23.1 
73 ...................... 29.5 28.7 27.9 27.1 26.4 25.6 24.9 24.2 23.5 22.9 
74 ...................... 29.4 28.6 27.8 27.0 26.2 25.5 24.7 24.0 23.3 22.7 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES—Continued 

Ages 55 56 57 58 59 60 61 62 63 64 

75 ...................... 29.3 28.5 27.7 26.9 26.1 25.3 24.6 23.8 23.1 22.4 
76 ...................... 29.2 28.4 27.6 26.8 26.0 25.2 24.4 23.7 23.0 22.3 
77 ...................... 29.1 28.3 27.5 26.7 25.9 25.1 24.3 23.6 22.8 22.1 
78 ...................... 29.1 28.2 27.4 26.6 25.8 25.0 24.2 23.4 22.7 21.9 
79 ...................... 29.0 28.2 27.3 26.5 25.7 24.9 24.1 23.3 22.6 21.8 
80 ...................... 29.0 28.1 27.3 26.4 25.6 24.8 24.0 23.2 22.4 21.7 
81 ...................... 28.9 28.1 27.2 26.4 25.5 24.7 23.9 23.1 22.3 21.6 
82 ...................... 28.9 28.0 27.2 26.3 25.5 24.6 23.8 23.0 22.3 21.5 
83 ...................... 28.8 28.0 27.1 26.3 25.4 24.6 23.8 23.0 22.2 21.4 
84 ...................... 28.8 27.9 27.1 26.2 25.4 24.5 23.7 22.9 22.1 21.3 
85 ...................... 28.8 27.9 27.0 26.2 25.3 24.5 23.7 22.8 22.0 21.3 
86 ...................... 28.7 27.9 27.0 26.1 25.3 24.5 23.6 22.8 22.0 21.2 
87 ...................... 28.7 27.8 27.0 26.1 25.3 24.4 23.6 22.8 21.9 21.1 
88 ...................... 28.7 27.8 27.0 26.1 25.2 24.4 23.5 22.7 21.9 21.1 
89 ...................... 28.7 27.8 26.9 26.1 25.2 24.4 23.5 22.7 21.9 21.1 
90 ...................... 28.7 27.8 26.9 26.1 25.2 24.3 23.5 22.7 21.8 21.0 
91 ...................... 28.7 27.8 26.9 26.0 25.2 24.3 23.5 22.6 21.8 21.0 
92 ...................... 28.6 27.8 26.9 26.0 25.2 24.3 23.5 22.6 21.8 21.0 
93 ...................... 28.6 27.8 26.9 26.0 25.1 24.3 23.4 22.6 21.8 20.9 
94 ...................... 28.6 27.7 26.9 26.0 25.1 24.3 23.4 22.6 21.7 20.9 
95 ...................... 28.6 27.7 26.9 26.0 25.1 24.3 23.4 22.6 21.7 20.9 
96 ...................... 28.6 27.7 26.9 26.0 25.1 24.2 23.4 22.6 21.7 20.9 
97 ...................... 28.6 27.7 26.8 26.0 25.1 24.2 23.4 22.5 21.7 20.9 
98 ...................... 28.6 27.7 26.8 26.0 25.1 24.2 23.4 22.5 21.7 20.9 
99 ...................... 28.6 27.7 26.8 26.0 25.1 24.2 23.4 22.5 21.7 20.9 
100 .................... 28.6 27.7 26.8 26.0 25.1 24.2 23.4 22.5 21.7 20.8 
101 .................... 28.6 27.7 26.8 25.9 25.1 24.2 23.4 22.5 21.7 20.8 
102 .................... 28.6 27.7 26.8 25.9 25.1 24.2 23.3 22.5 21.7 20.8 
103 .................... 28.6 27.7 26.8 25.9 25.1 24.2 23.3 22.5 21.7 20.8 
104 .................... 28.6 27.7 26.8 25.9 25.1 24.2 23.3 22.5 21.6 20.8 
105 .................... 28.6 27.7 26.8 25.9 25.1 24.2 23.3 22.5 21.6 20.8 
106 .................... 28.6 27.7 26.8 25.9 25.1 24.2 23.3 22.5 21.6 20.8 
107 .................... 28.6 27.7 26.8 25.9 25.1 24.2 23.3 22.5 21.6 20.8 
108 .................... 28.6 27.7 26.8 25.9 25.1 24.2 23.3 22.5 21.6 20.8 
109 .................... 28.6 27.7 26.8 25.9 25.1 24.2 23.3 22.5 21.6 20.8 
110 .................... 28.6 27.7 26.8 25.9 25.1 24.2 23.3 22.5 21.6 20.8 
111 .................... 28.6 27.7 26.8 25.9 25.0 24.2 23.3 22.5 21.6 20.8 
112 .................... 28.6 27.7 26.8 25.9 25.0 24.2 23.3 22.5 21.6 20.8 
113 .................... 28.6 27.7 26.8 25.9 25.0 24.2 23.3 22.5 21.6 20.8 
114 .................... 28.6 27.7 26.8 25.9 25.0 24.2 23.3 22.5 21.6 20.8 
115 .................... 28.6 27.7 26.8 25.9 25.0 24.2 23.3 22.5 21.6 20.8 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES 

Ages 65 66 67 68 69 70 71 72 73 74 

65 ...................... 25.0 24.6 24.2 23.8 23.4 23.1 22.8 22.5 22.2 22.0 
66 ...................... 24.6 24.1 23.7 23.3 22.9 22.5 22.2 21.9 21.6 21.4 
67 ...................... 24.2 23.7 23.2 22.8 22.4 22.0 21.7 21.3 21.0 20.8 
68 ...................... 23.8 23.3 22.8 22.3 21.9 21.5 21.2 20.8 20.5 20.2 
69 ...................... 23.4 22.9 22.4 21.9 21.5 21.1 20.7 20.3 20.0 19.6 
70 ...................... 23.1 22.5 22.0 21.5 21.1 20.6 20.2 19.8 19.4 19.1 
71 ...................... 22.8 22.2 21.7 21.2 20.7 20.2 19.8 19.4 19.0 18.6 
72 ...................... 22.5 21.9 21.3 20.8 20.3 19.8 19.4 18.9 18.5 18.2 
73 ...................... 22.2 21.6 21.0 20.5 20.0 19.4 19.0 18.5 18.1 17.7 
74 ...................... 22.0 21.4 20.8 20.2 19.6 19.1 18.6 18.2 17.7 17.3 
75 ...................... 21.8 21.1 20.5 19.9 19.3 18.8 18.3 17.8 17.3 16.9 
76 ...................... 21.6 20.9 20.3 19.7 19.1 18.5 18.0 17.5 17.0 16.5 
77 ...................... 21.4 20.7 20.1 19.4 18.8 18.3 17.7 17.2 16.7 16.2 
78 ...................... 21.2 20.5 19.9 19.2 18.6 18.0 17.5 16.9 16.4 15.9 
79 ...................... 21.1 20.4 19.7 19.0 18.4 17.8 17.2 16.7 16.1 15.6 
80 ...................... 21.0 20.2 19.5 18.9 18.2 17.6 17.0 16.4 15.9 15.4 
81 ...................... 20.8 20.1 19.4 18.7 18.1 17.4 16.8 16.2 15.7 15.1 
82 ...................... 20.7 20.0 19.3 18.6 17.9 17.3 16.6 16.0 15.5 14.9 
83 ...................... 20.6 19.9 19.2 18.5 17.8 17.1 16.5 15.9 15.3 14.7 
84 ...................... 20.5 19.8 19.1 18.4 17.7 17.0 16.3 15.7 15.1 14.5 
85 ...................... 20.5 19.7 19.0 18.3 17.6 16.9 16.2 15.6 15.0 14.4 
86 ...................... 20.4 19.6 18.9 18.2 17.5 16.8 16.1 15.5 14.8 14.2 
87 ...................... 20.4 19.6 18.8 18.1 17.4 16.7 16.0 15.4 14.7 14.1 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES—Continued 

Ages 65 66 67 68 69 70 71 72 73 74 

88 ...................... 20.3 19.5 18.8 18.0 17.3 16.6 15.9 15.3 14.6 14.0 
89 ...................... 20.3 19.5 18.7 18.0 17.2 16.5 15.8 15.2 14.5 13.9 
90 ...................... 20.2 19.4 18.7 17.9 17.2 16.5 15.8 15.1 14.5 13.8 
91 ...................... 20.2 19.4 18.6 17.9 17.1 16.4 15.7 15.0 14.4 13.7 
92 ...................... 20.2 19.4 18.6 17.8 17.1 16.4 15.7 15.0 14.3 13.7 
93 ...................... 20.1 19.3 18.6 17.8 17.1 16.3 15.6 14.9 14.3 13.6 
94 ...................... 20.1 19.3 18.5 17.8 17.0 16.3 15.6 14.9 14.2 13.6 
95 ...................... 20.1 19.3 18.5 17.8 17.0 16.3 15.6 14.9 14.2 13.5 
96 ...................... 20.1 19.3 18.5 17.7 17.0 16.2 15.5 14.8 14.2 13.5 
97 ...................... 20.1 19.3 18.5 17.7 17.0 16.2 15.5 14.8 14.1 13.5 
98 ...................... 20.1 19.3 18.5 17.7 16.9 16.2 15.5 14.8 14.1 13.4 
99 ...................... 20.0 19.2 18.5 17.7 16.9 16.2 15.5 14.7 14.1 13.4 
100 .................... 20.0 19.2 18.4 17.7 16.9 16.2 15.4 14.7 14.0 13.4 
101 .................... 20.0 19.2 18.4 17.7 16.9 16.1 15.4 14.7 14.0 13.3 
102 .................... 20.0 19.2 18.4 17.6 16.9 16.1 15.4 14.7 14.0 13.3 
103 .................... 20.0 19.2 18.4 17.6 16.9 16.1 15.4 14.7 14.0 13.3 
104 .................... 20.0 19.2 18.4 17.6 16.9 16.1 15.4 14.7 14.0 13.3 
105 .................... 20.0 19.2 18.4 17.6 16.8 16.1 15.4 14.6 13.9 13.3 
106 .................... 20.0 19.2 18.4 17.6 16.8 16.1 15.3 14.6 13.9 13.3 
107 .................... 20.0 19.2 18.4 17.6 16.8 16.1 15.3 14.6 13.9 13.2 
108 .................... 20.0 19.2 18.4 17.6 16.8 16.1 15.3 14.6 13.9 13.2 
109 .................... 20.0 19.2 18.4 17.6 16.8 16.1 15.3 14.6 13.9 13.2 
110 .................... 20.0 19.2 18.4 17.6 16.8 16.1 15.3 14.6 13.9 13.2 
111 .................... 20.0 19.2 18.4 17.6 16.8 16.0 15.3 14.6 13.9 13.2 
112 .................... 20.0 19.2 18.4 17.6 16.8 16.0 15.3 14.6 13.9 13.2 
113 .................... 20.0 19.2 18.4 17.6 16.8 16.0 15.3 14.6 13.9 13.2 
114 .................... 20.0 19.2 18.4 17.6 16.8 16.0 15.3 14.6 13.9 13.2 
115 .................... 20.0 19.2 18.4 17.6 16.8 16.0 15.3 14.6 13.9 13.2 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES 

Ages 75 76 77 78 79 80 81 82 83 84 

75 ...................... 16.5 16.1 15.8 15.4 15.1 14.9 14.6 14.4 14.2 14.0 
76 ...................... 16.1 15.7 15.4 15.0 14.7 14.4 14.1 13.9 13.7 13.5 
77 ...................... 15.8 15.4 15.0 14.6 14.3 14.0 13.7 13.4 13.2 13.0 
78 ...................... 15.4 15.0 14.6 14.2 13.9 13.5 13.2 13.0 12.7 12.5 
79 ...................... 15.1 14.7 14.3 13.9 13.5 13.2 12.8 12.5 12.3 12.0 
80 ...................... 14.9 14.4 14.0 13.5 13.2 12.8 12.5 12.2 11.9 11.6 
81 ...................... 14.6 14.1 13.7 13.2 12.8 12.5 12.1 11.8 11.5 11.2 
82 ...................... 14.4 13.9 13.4 13.0 12.5 12.2 11.8 11.5 11.1 10.9 
83 ...................... 14.2 13.7 13.2 12.7 12.3 11.9 11.5 11.1 10.8 10.5 
84 ...................... 14.0 13.5 13.0 12.5 12.0 11.6 11.2 10.9 10.5 10.2 
85 ...................... 13.8 13.3 12.8 12.3 11.8 11.4 11.0 10.6 10.2 9.9 
86 ...................... 13.7 13.1 12.6 12.1 11.6 11.2 10.8 10.4 10.0 9.7 
87 ...................... 13.5 13.0 12.4 11.9 11.4 11.0 10.6 10.1 9.8 9.4 
88 ...................... 13.4 12.8 12.3 11.8 11.3 10.8 10.4 10.0 9.6 9.2 
89 ...................... 13.3 12.7 12.2 11.6 11.1 10.7 10.2 9.8 9.4 9.0 
90 ...................... 13.2 12.6 12.1 11.5 11.0 10.5 10.1 9.6 9.2 8.8 
91 ...................... 13.1 12.5 12.0 11.4 10.9 10.4 9.9 9.5 9.1 8.7 
92 ...................... 13.1 12.5 11.9 11.3 10.8 10.3 9.8 9.4 8.9 8.5 
93 ...................... 13.0 12.4 11.8 11.3 10.7 10.2 9.7 9.3 8.8 8.4 
94 ...................... 12.9 12.3 11.7 11.2 10.6 10.1 9.6 9.2 8.7 8.3 
95 ...................... 12.9 12.3 11.7 11.1 10.6 10.1 9.6 9.1 8.6 8.2 
96 ...................... 12.9 12.2 11.6 11.1 10.5 10.0 9.5 9.0 8.5 8.1 
97 ...................... 12.8 12.2 11.6 11.0 10.5 9.9 9.4 8.9 8.5 8.0 
98 ...................... 12.8 12.2 11.5 11.0 10.4 9.9 9.4 8.9 8.4 8.0 
99 ...................... 12.7 12.1 11.5 10.9 10.4 9.8 9.3 8.8 8.3 7.9 
100 .................... 12.7 12.1 11.5 10.9 10.3 9.8 9.2 8.7 8.3 7.8 
101 .................... 12.7 12.1 11.4 10.8 10.3 9.7 9.2 8.7 8.2 7.8 
102 .................... 12.7 12.0 11.4 10.8 10.2 9.7 9.2 8.7 8.2 7.7 
103 .................... 12.6 12.0 11.4 10.8 10.2 9.7 9.1 8.6 8.1 7.7 
104 .................... 12.6 12.0 11.4 10.8 10.2 9.6 9.1 8.6 8.1 7.6 
105 .................... 12.6 12.0 11.3 10.7 10.2 9.6 9.1 8.5 8.0 7.6 
106 .................... 12.6 11.9 11.3 10.7 10.1 9.6 9.0 8.5 8.0 7.5 
107 .................... 12.6 11.9 11.3 10.7 10.1 9.6 9.0 8.5 8.0 7.5 
108 .................... 12.6 11.9 11.3 10.7 10.1 9.5 9.0 8.5 8.0 7.5 
109 .................... 12.6 11.9 11.3 10.7 10.1 9.5 9.0 8.4 7.9 7.5 
110 .................... 12.6 11.9 11.3 10.7 10.1 9.5 9.0 8.4 7.9 7.4 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES—Continued 

Ages 75 76 77 78 79 80 81 82 83 84 

111 .................... 12.5 11.9 11.3 10.7 10.1 9.5 8.9 8.4 7.9 7.4 
112 .................... 12.5 11.9 11.3 10.6 10.1 9.5 8.9 8.4 7.9 7.4 
113 .................... 12.5 11.9 11.2 10.6 10.0 9.5 8.9 8.4 7.9 7.4 
114 .................... 12.5 11.9 11.2 10.6 10.0 9.5 8.9 8.4 7.9 7.4 
115 .................... 12.5 11.9 11.2 10.6 10.0 9.5 8.9 8.4 7.9 7.4 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES 

Ages 85 86 87 88 89 90 91 92 93 94 

85 ...................... 9.6 9.3 9.1 8.9 8.7 8.5 8.3 8.2 8.0 7.9 
86 ...................... 9.3 9.1 8.8 8.6 8.3 8.2 8.0 7.8 7.7 7.6 
87 ...................... 9.1 8.8 8.5 8.3 8.1 7.9 7.7 7.5 7.4 7.2 
88 ...................... 8.9 8.6 8.3 8.0 7.8 7.6 7.4 7.2 7.1 6.9 
89 ...................... 8.7 8.3 8.1 7.8 7.5 7.3 7.1 6.9 6.8 6.6 
90 ...................... 8.5 8.2 7.9 7.6 7.3 7.1 6.9 6.7 6.5 6.4 
91 ...................... 8.3 8.0 7.7 7.4 7.1 6.9 6.7 6.5 6.3 6.2 
92 ...................... 8.2 7.8 7.5 7.2 6.9 6.7 6.5 6.3 6.1 5.9 
93 ...................... 8.0 7.7 7.4 7.1 6.8 6.5 6.3 6.1 5.9 5.8 
94 ...................... 7.9 7.6 7.2 6.9 6.6 6.4 6.2 5.9 5.8 5.6 
95 ...................... 7.8 7.5 7.1 6.8 6.5 6.3 6.0 5.8 5.6 5.4 
96 ...................... 7.7 7.3 7.0 6.7 6.4 6.1 5.9 5.7 5.5 5.3 
97 ...................... 7.6 7.3 6.9 6.6 6.3 6.0 5.8 5.5 5.3 5.1 
98 ...................... 7.6 7.2 6.8 6.5 6.2 5.9 5.6 5.4 5.2 5.0 
99 ...................... 7.5 7.1 6.7 6.4 6.1 5.8 5.5 5.3 5.1 4.9 
100 .................... 7.4 7.0 6.6 6.3 6.0 5.7 5.4 5.2 5.0 4.8 
101 .................... 7.3 6.9 6.6 6.2 5.9 5.6 5.3 5.1 4.9 4.7 
102 .................... 7.3 6.9 6.5 6.2 5.8 5.5 5.3 5.0 4.8 4.6 
103 .................... 7.2 6.8 6.4 6.1 5.8 5.5 5.2 4.9 4.7 4.5 
104 .................... 7.2 6.8 6.4 6.0 5.7 5.4 5.1 4.8 4.6 4.4 
105 .................... 7.1 6.7 6.3 6.0 5.6 5.3 5.0 4.8 4.5 4.3 
106 .................... 7.1 6.7 6.3 5.9 5.6 5.3 5.0 4.7 4.5 4.2 
107 .................... 7.1 6.6 6.2 5.9 5.5 5.2 4.9 4.6 4.4 4.2 
108 .................... 7.0 6.6 6.2 5.8 5.5 5.2 4.9 4.6 4.3 4.1 
109 .................... 7.0 6.6 6.2 5.8 5.5 5.1 4.8 4.5 4.3 4.1 
110 .................... 7.0 6.6 6.2 5.8 5.4 5.1 4.8 4.5 4.3 4.0 
111 .................... 7.0 6.5 6.1 5.7 5.4 5.1 4.8 4.5 4.2 4.0 
112 .................... 7.0 6.5 6.1 5.7 5.4 5.0 4.7 4.4 4.2 3.9 
113 .................... 6.9 6.5 6.1 5.7 5.4 5.0 4.7 4.4 4.2 3.9 
114 .................... 6.9 6.5 6.1 5.7 5.3 5.0 4.7 4.4 4.1 3.9 
115 .................... 6.9 6.5 6.1 5.7 5.3 5.0 4.7 4.4 4.1 3.9 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES 

Ages 95 96 97 98 99 100 101 102 103 104 

95 ...................... 5.3 5.1 5.0 4.8 4.7 4.6 4.5 4.4 4.3 4.2 
96 ...................... 5.1 5.0 4.8 4.7 4.5 4.4 4.3 4.2 4.1 4.0 
97 ...................... 5.0 4.8 4.7 4.5 4.4 4.3 4.1 4.0 3.9 3.8 
98 ...................... 4.8 4.7 4.5 4.4 4.2 4.1 4.0 3.9 3.8 3.7 
99 ...................... 4.7 4.5 4.4 4.2 4.1 4.0 3.8 3.7 3.6 3.5 
100 .................... 4.6 4.4 4.3 4.1 4.0 3.8 3.7 3.6 3.5 3.3 
101 .................... 4.5 4.3 4.1 4.0 3.8 3.7 3.6 3.4 3.3 3.2 
102 .................... 4.4 4.2 4.0 3.9 3.7 3.6 3.4 3.3 3.2 3.1 
103 .................... 4.3 4.1 3.9 3.8 3.6 3.5 3.3 3.2 3.0 2.9 
104 .................... 4.2 4.0 3.8 3.7 3.5 3.3 3.2 3.1 2.9 2.8 
105 .................... 4.1 3.9 3.7 3.6 3.4 3.2 3.1 2.9 2.8 2.7 
106 .................... 4.0 3.8 3.6 3.5 3.3 3.1 3.0 2.8 2.7 2.5 
107 .................... 4.0 3.8 3.6 3.4 3.2 3.1 2.9 2.7 2.6 2.4 
108 .................... 3.9 3.7 3.5 3.3 3.1 3.0 2.8 2.7 2.5 2.3 
109 .................... 3.8 3.6 3.4 3.3 3.1 2.9 2.7 2.6 2.4 2.3 
110 .................... 3.8 3.6 3.4 3.2 3.0 2.8 2.7 2.5 2.3 2.2 
111 .................... 3.8 3.5 3.3 3.2 3.0 2.8 2.6 2.4 2.3 2.1 
112 .................... 3.7 3.5 3.3 3.1 2.9 2.8 2.6 2.4 2.2 2.1 
113 .................... 3.7 3.5 3.3 3.1 2.9 2.7 2.5 2.4 2.2 2.0 
114 .................... 3.7 3.5 3.3 3.1 2.9 2.7 2.5 2.3 2.1 2.0 
115 .................... 3.7 3.4 3.2 3.0 2.8 2.7 2.5 2.3 2.1 1.9 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VI—ORDINARY JOINT LIFE AND LAST SURVIVOR ANNUITIES; TWO LIVES—EXPECTED RETURN 
MULTIPLES 

Ages 105 106 107 108 109 110 111 112 113 114 115 

105 ........................ 2.5 2.4 2.3 2.2 2.1 2.0 2.0 1.9 1.8 1.8 1.8 
106 ........................ 2.4 2.3 2.2 2.1 2.0 1.9 1.8 1.7 1.7 1.6 1.6 
107 ........................ 2.3 2.2 2.1 1.9 1.8 1.7 1.7 1.6 1.5 1.5 1.4 
108 ........................ 2.2 2.1 1.9 1.8 1.7 1.6 1.5 1.5 1.4 1.3 1.3 
109 ........................ 2.1 2.0 1.8 1.7 1.6 1.5 1.4 1.3 1.3 1.2 1.1 
110 ........................ 2.0 1.9 1.7 1.6 1.5 1.4 1.3 1.2 1.1 1.1 1.0 
111 ........................ 2.0 1.8 1.7 1.5 1.4 1.3 1.2 1.1 1.0 .9 .9 
112 ........................ 1.9 1.7 1.6 1.5 1.3 1.2 1.1 1.0 .9 .8 .8 
113 ........................ 1.8 1.7 1.5 1.4 1.3 1.1 1.0 .9 .8 .7 .7 
114 ........................ 1.8 1.6 1.5 1.3 1.2 1.1 .9 .8 .7 .6 .6 
115 ........................ 1.8 1.6 1.4 1.3 1.1 1.0 .9 .8 .7 .6 .5 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES 

Ages 5 6 7 8 9 10 11 12 13 14 

5 ........................ 69.5 69.0 68.4 67.9 67.3 66.7 66.1 65.5 64.8 64.1 
6 ........................ 69.0 68.5 68.0 67.5 66.9 66.4 65.8 65.1 64.5 63.8 
7 ........................ 68.4 68.0 67.5 67.0 66.5 66.0 65.4 64.8 64.2 63.5 
8 ........................ 67.9 67.5 67.0 66.6 66.1 65.5 65.0 64.4 63.8 63.2 
9 ........................ 67.3 66.9 66.5 66.1 65.6 65.1 64.6 64.0 63.4 62.8 
10 ...................... 66.7 66.4 66.0 65.5 65.1 64.6 64.1 63.6 63.0 62.5 
11 ...................... 66.1 65.8 65.4 65.0 64.6 64.1 63.6 63.1 62.6 62.1 
12 ...................... 65.5 65.1 64.8 64.4 64.0 63.6 63.1 62.7 62.2 61.7 
13 ...................... 64.8 64.5 64.2 63.8 63.4 63.0 62.6 62.2 61.7 61.2 
14 ...................... 64.1 63.8 63.5 63.2 62.8 62.5 62.1 61.7 61.2 60.7 
15 ...................... 63.4 63.1 62.9 62.6 62.2 61.9 61.5 61.1 60.7 60.2 
16 ...................... 62.7 62.4 62.2 61.9 61.6 61.3 60.9 60.5 60.1 59.7 
17 ...................... 61.9 61.7 61.5 61.2 60.9 60.6 60.3 59.9 59.6 59.2 
18 ...................... 61.2 61.0 60.7 60.5 60.2 60.0 59.7 59.3 59.0 58.6 
19 ...................... 60.4 60.2 60.0 59.8 59.5 59.3 59.0 58.7 58.4 58.0 
20 ...................... 59.6 59.4 59.2 59.0 58.8 58.6 58.3 58.0 57.7 57.4 
21 ...................... 58.8 58.7 58.5 58.3 58.1 57.8 57.6 57.3 57.1 56.8 
22 ...................... 58.0 57.8 57.7 57.5 57.3 57.1 56.9 56.6 56.4 56.1 
23 ...................... 57.2 57.0 56.9 56.7 56.5 56.4 56.1 55.9 55.7 55.4 
24 ...................... 56.3 56.2 56.1 55.9 55.8 55.6 55.4 55.2 55.0 54.7 
25 ...................... 55.5 55.4 55.2 55.1 55.0 54.8 54.6 54.4 54.2 54.0 
26 ...................... 54.6 54.5 54.4 54.3 54.1 54.0 53.8 53.7 53.5 53.3 
27 ...................... 53.8 53.7 53.6 53.4 53.3 53.2 53.0 52.9 52.7 52.5 
28 ...................... 52.9 52.8 52.7 52.6 52.5 52.4 52.2 52.1 51.9 51.7 
29 ...................... 52.0 51.9 51.8 51.7 51.6 51.5 51.4 51.3 51.1 51.0 
30 ...................... 51.1 51.0 51.0 50.9 50.8 50.7 50.6 50.4 50.3 50.2 
31 ...................... 50.2 50.2 50.1 50.0 49.9 49.8 49.7 49.6 49.5 49.3 
32 ...................... 49.3 49.3 49.2 49.1 49.0 49.0 48.9 48.8 48.6 48.5 
33 ...................... 48.4 48.4 48.3 48.2 48.2 48.1 48.0 47.9 47.8 47.7 
34 ...................... 47.5 47.5 47.4 47.4 47.3 47.2 47.1 47.0 47.0 46.8 
35 ...................... 46.6 46.6 46.5 46.5 46.4 46.3 46.3 46.2 46.1 46.0 
36 ...................... 45.7 45.7 45.6 45.6 45.5 45.4 45.4 45.3 45.2 45.1 
37 ...................... 44.8 44.7 44.7 44.6 44.6 44.5 44.5 44.4 44.3 44.3 
38 ...................... 43.9 43.8 43.8 43.7 43.7 43.6 43.6 43.5 43.5 43.4 
39 ...................... 42.9 42.9 42.9 42.8 42.8 42.7 42.7 42.6 42.6 42.5 
40 ...................... 42.0 42.0 42.0 41.9 41.9 41.8 41.8 41.7 41.7 41.6 
41 ...................... 41.1 41.1 41.0 41.0 41.0 40.9 40.9 40.8 40.8 40.7 
42 ...................... 40.2 40.1 40.1 40.1 40.1 40.0 40.0 39.9 39.9 39.8 
43 ...................... 39.2 39.2 39.2 39.2 39.1 39.1 39.1 39.0 39.0 39.0 
44 ...................... 38.3 38.3 38.3 38.3 38.2 38.2 38.2 38.1 38.1 38.1 
45 ...................... 37.4 37.4 37.4 37.3 37.3 37.3 37.3 37.2 37.2 37.2 
46 ...................... 36.5 36.5 36.5 36.4 36.4 36.4 36.4 36.3 36.3 36.3 
47 ...................... 35.6 35.6 35.5 35.5 35.5 35.5 35.5 35.4 35.4 35.4 
48 ...................... 34.7 34.7 34.6 34.6 34.6 34.6 34.6 34.5 34.5 34.5 
49 ...................... 33.8 33.8 33.7 33.7 33.7 33.7 33.7 33.7 33.6 33.6 
50 ...................... 32.9 32.9 32.8 32.8 32.8 32.8 32.8 32.8 32.7 32.7 
51 ...................... 32.0 32.0 31.9 31.9 31.9 31.9 31.9 31.9 31.9 31.8 
52 ...................... 31.1 31.1 31.1 31.0 31.0 31.0 31.0 31.0 31.0 30.9 
53 ...................... 30.2 30.2 30.2 30.2 30.1 30.1 30.1 30.1 30.1 30.1 
54 ...................... 29.3 29.3 29.3 29.3 29.3 29.2 29.2 29.2 29.2 29.2 
55 ...................... 28.4 28.4 28.4 28.4 28.4 28.4 28.4 28.3 28.3 28.3 
56 ...................... 27.5 27.5 27.5 27.5 27.5 27.5 27.5 27.5 27.5 27.5 
57 ...................... 26.7 26.7 26.7 26.6 26.6 26.6 26.6 26.6 26.6 26.6 
58 ...................... 25.8 25.8 25.8 25.8 25.8 25.8 25.8 25.7 25.7 25.7 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES— 
Continued 

Ages 5 6 7 8 9 10 11 12 13 14 

59 ...................... 24.9 24.9 24.9 24.9 24.9 24.9 24.9 24.9 24.9 24.9 
60 ...................... 24.1 24.1 24.1 24.1 24.1 24.0 24.0 24.0 24.0 24.0 
61 ...................... 23.2 23.2 23.2 23.2 23.2 23.2 23.2 23.2 23.2 23.2 
62 ...................... 22.4 22.4 22.4 22.4 22.4 22.4 22.3 22.3 22.3 22.3 
63 ...................... 21.5 21.5 21.5 21.5 21.5 21.5 21.5 21.5 21.5 21.5 
64 ...................... 20.7 20.7 20.7 20.7 20.7 20.7 20.7 20.7 20.7 20.7 
65 ...................... 19.9 19.9 19.9 19.9 19.9 19.9 19.9 19.9 19.9 19.9 
66 ...................... 19.1 19.1 19.1 19.1 19.1 19.1 19.1 19.1 19.1 19.1 
67 ...................... 18.3 18.3 18.3 18.3 18.3 18.3 18.3 18.3 18.3 18.3 
68 ...................... 17.5 17.5 17.5 17.5 17.5 17.5 17.5 17.5 17.5 17.5 
69 ...................... 16.8 16.8 16.8 16.7 16.7 16.7 16.7 16.7 16.7 16.7 
70 ...................... 16.0 16.0 16.0 16.0 16.0 16.0 16.0 16.0 16.0 16.0 
71 ...................... 15.3 15.3 15.3 15.3 15.3 15.3 15.3 15.3 15.3 15.2 
72 ...................... 14.6 14.6 14.5 14.5 14.5 14.5 14.5 14.5 14.5 14.5 
73 ...................... 13.9 13.9 13.8 13.8 13.8 13.8 13.8 13.8 13.8 13.8 
74 ...................... 13.2 13.2 13.2 13.2 13.2 13.2 13.2 13.2 13.2 13.2 
75 ...................... 12.5 12.5 12.5 12.5 12.5 12.5 12.5 12.5 12.5 12.5 
76 ...................... 11.9 11.9 11.8 11.8 11.8 11.8 11.8 11.8 11.8 11.8 
77 ...................... 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 
78 ...................... 10.6 10.6 10.6 10.6 10.6 10.6 10.6 10.6 10.6 10.6 
79 ...................... 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 
80 ...................... 9.5 9.5 9.5 9.5 9.5 9.5 9.5 9.5 9.4 9.4 
81 ...................... 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 
82 ...................... 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 
83 ...................... 7.9 7.9 7.9 7.9 7.9 7.9 7.9 7.9 7.9 7.9 
84 ...................... 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 
85 ...................... 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 
86 ...................... 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 
87 ...................... 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 
88 ...................... 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 
89 ...................... 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 
90 ...................... 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 
91 ...................... 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 
92 ...................... 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 
93 ...................... 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 
94 ...................... 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 
95 ...................... 3.7 3.7 3.7 3.7 3.7 3.7 3.6 3.6 3.6 3.6 
96 ...................... 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 
97 ...................... 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 
98 ...................... 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 
99 ...................... 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 
100 .................... 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 
101 .................... 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 
102 .................... 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 
103 .................... 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 
104 .................... 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 
105 .................... 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 
106 .................... 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 
107 .................... 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 
108 .................... 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 
109 .................... 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
110 .................... 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
111 .................... .9 .9 .9 .9 .9 .9 .9 .9 .9 .9 
112 .................... .8 .8 .8 .8 .8 .8 .8 .8 .8 .8 
113 .................... .7 .7 .7 .7 .7 .7 .7 .7 .7 .7 
114 .................... .6 .6 .6 .6 .6 .6 .6 .6 .6 .6 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES 

Ages 15 16 17 18 19 20 21 22 23 24 

15 ...................... 59.8 59.3 58.8 58.2 57.6 57.0 56.4 55.8 55.1 54.5 
16 ...................... 59.3 58.8 58.3 57.8 57.2 56.7 56.1 55.5 54.8 54.2 
17 ...................... 58.8 58.3 57.8 57.3 56.8 56.3 55.7 55.1 54.5 53.9 
18 ...................... 58.2 57.8 57.3 56.9 56.4 55.9 55.3 54.7 54.2 53.5 
19 ...................... 57.6 57.2 56.8 56.4 55.9 55.4 54.9 54.4 53.8 53.2 
20 ...................... 57.0 56.7 56.3 55.9 55.4 54.9 54.5 53.9 53.4 52.8 
21 ...................... 56.4 56.1 55.7 55.3 54.9 54.5 54.0 53.5 53.0 52.4 
22 ...................... 55.8 55.5 55.1 54.7 54.4 53.9 53.5 53.0 52.5 52.0 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES— 
Continued 

Ages 15 16 17 18 19 20 21 22 23 24 

23 ...................... 55.1 54.8 54.5 54.2 53.8 53.4 53.0 52.5 52.1 51.6 
24 ...................... 54.5 54.2 53.9 53.5 53.2 52.8 52.4 52.0 51.6 51.1 
25 ...................... 53.8 53.5 53.2 52.9 52.6 52.2 51.9 51.5 51.1 50.6 
26 ...................... 53.0 52.8 52.5 52.3 52.0 51.6 51.3 50.9 50.5 50.1 
27 ...................... 52.3 52.1 51.8 51.6 51.3 51.0 50.7 50.3 50.0 49.6 
28 ...................... 51.5 51.3 51.1 50.9 50.6 50.3 50.0 49.7 49.4 49.0 
29 ...................... 50.8 50.6 50.4 50.2 49.9 49.7 49.4 49.1 48.8 48.4 
30 ...................... 50.0 49.8 49.6 49.4 49.2 49.0 48.7 48.4 48.1 47.8 
31 ...................... 49.2 49.0 48.9 48.7 48.5 48.3 48.0 47.8 47.5 47.2 
32 ...................... 48.4 48.2 48.1 47.9 47.7 47.5 47.3 47.1 46.8 46.5 
33 ...................... 47.6 47.4 47.3 47.1 47.0 46.8 46.6 46.3 46.1 45.9 
34 ...................... 46.7 46.6 46.5 46.3 46.2 46.0 45.8 45.6 45.4 45.2 
35 ...................... 45.9 45.8 45.7 45.5 45.4 45.2 45.1 44.9 44.7 44.4 
36 ...................... 45.0 44.9 44.8 44.7 44.6 44.4 44.3 44.1 43.9 43.7 
37 ...................... 44.2 44.1 44.0 43.9 43.8 43.6 43.5 43.3 43.2 43.0 
38 ...................... 43.3 43.2 43.1 43.0 42.9 42.8 42.7 42.5 42.4 42.2 
39 ...................... 42.4 42.4 42.3 42.2 42.1 42.0 41.9 41.7 41.6 41.4 
40 ...................... 41.6 41.5 41.4 41.3 41.2 41.1 41.0 40.9 40.8 40.6 
41 ...................... 40.7 40.6 40.5 40.5 40.4 40.3 40.2 40.1 40.0 39.8 
42 ...................... 39.8 39.7 39.7 39.6 39.5 39.4 39.4 39.3 39.1 39.0 
43 ...................... 38.9 38.9 38.8 38.7 38.7 38.6 38.5 38.4 38.3 38.2 
44 ...................... 38.0 38.0 37.9 37.9 37.8 37.7 37.7 37.6 37.5 37.4 
45 ...................... 37.1 37.1 37.0 37.0 36.9 36.9 36.8 36.7 36.6 36.5 
46 ...................... 36.2 36.2 36.2 36.1 36.1 36.0 35.9 35.9 35.8 35.7 
47 ...................... 35.3 35.3 35.3 35.2 35.2 35.1 35.1 35.0 34.9 34.9 
48 ...................... 34.5 34.4 34.4 34.4 34.3 34.3 34.2 34.2 34.1 34.0 
49 ...................... 33.6 33.5 33.5 33.5 33.4 33.4 33.4 33.3 33.2 33.2 
50 ...................... 32.7 32.7 32.6 32.6 32.6 32.5 32.5 32.4 32.4 32.3 
51 ...................... 31.8 31.8 31.8 31.7 31.7 31.7 31.6 31.6 31.5 31.5 
52 ...................... 30.9 30.9 30.9 30.9 30.8 30.8 30.8 30.7 30.7 30.6 
53 ...................... 30.0 30.0 30.0 30.0 30.0 29.9 29.9 29.9 29.8 29.8 
54 ...................... 29.2 29.2 29.1 29.1 29.1 29.1 29.0 29.0 29.0 28.9 
55 ...................... 28.3 28.3 28.3 28.3 28.2 28.2 28.2 28.2 28.1 28.1 
56 ...................... 27.4 27.4 27.4 27.4 27.4 27.3 27.3 27.3 27.3 27.2 
57 ...................... 26.6 26.6 26.5 26.5 26.5 26.5 26.5 26.5 26.4 26.4 
58 ...................... 25.7 25.7 25.7 25.7 25.7 25.6 25.6 25.6 25.6 25.6 
59 ...................... 24.9 24.8 24.8 24.8 24.8 24.8 24.8 24.8 24.7 24.7 
60 ...................... 24.0 24.0 24.0 24.0 24.0 23.9 23.9 23.9 23.9 23.9 
61 ...................... 23.2 23.2 23.1 23.1 23.1 23.1 23.1 23.1 23.1 23.0 
62 ...................... 22.3 22.3 22.3 22.3 22.3 22.3 22.3 22.2 22.2 22.2 
63 ...................... 21.5 21.5 21.5 21.5 21.5 21.4 21.4 21.4 21.4 21.4 
64 ...................... 20.7 20.7 20.7 20.6 20.6 20.6 20.6 20.6 20.6 20.6 
65 ...................... 19.9 19.8 19.8 19.8 19.8 19.8 19.8 19.8 19.8 19.8 
66 ...................... 19.1 19.0 19.0 19.0 19.0 19.0 19.0 19.0 19.0 19.0 
67 ...................... 18.3 18.3 18.3 18.3 18.2 18.2 18.2 18.2 18.2 18.2 
68 ...................... 17.5 17.5 17.5 17.5 17.5 17.5 17.5 17.5 17.4 17.4 
69 ...................... 16.7 16.7 16.7 16.7 16.7 16.7 16.7 16.7 16.7 16.7 
70 ...................... 16.0 16.0 16.0 16.0 16.0 16.0 15.9 15.9 15.9 15.9 
71 ...................... 15.2 15.2 15.2 15.2 15.2 15.2 15.2 15.2 15.2 15.2 
72 ...................... 14.5 14.5 14.5 14.5 14.5 14.5 14.5 14.5 14.5 14.5 
73 ...................... 13.8 13.8 13.8 13.8 13.8 13.8 13.8 13.8 13.8 13.8 
74 ...................... 13.2 13.1 13.1 13.1 13.1 13.1 13.1 13.1 13.1 13.1 
75 ...................... 12.5 12.5 12.5 12.5 12.5 12.5 12.5 12.5 12.5 12.5 
76 ...................... 11.8 11.8 11.8 11.8 11.8 11.8 11.8 11.8 11.8 11.8 
77 ...................... 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 
78 ...................... 10.6 10.6 10.6 10.6 10.6 10.6 10.6 10.6 10.6 10.6 
79 ...................... 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 
80 ...................... 9.4 9.4 9.4 9.4 9.4 9.4 9.4 9.4 9.4 9.4 
81 ...................... 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 
82 ...................... 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 
83 ...................... 7.9 7.9 7.9 7.9 7.9 7.9 7.9 7.9 7.8 7.8 
84 ...................... 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 
85 ...................... 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 
86 ...................... 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 
87 ...................... 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 
88 ...................... 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 
89 ...................... 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 
90 ...................... 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 
91 ...................... 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 
92 ...................... 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 
93 ...................... 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES— 
Continued 

Ages 15 16 17 18 19 20 21 22 23 24 

94 ...................... 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 
95 ...................... 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 
96 ...................... 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 
97 ...................... 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 
98 ...................... 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 
99 ...................... 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 
100 .................... 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 
101 .................... 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 
102 .................... 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 
103 .................... 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 
104 .................... 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 
105 .................... 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 
106 .................... 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 
107 .................... 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 
108 .................... 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 
109 .................... 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
110 .................... 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
111 .................... .9 .9 .9 .9 .9 .9 .9 .9 .9 .9 
112 .................... .8 .8 .8 .8 .8 .8 .8 .8 .8 .8 
113 .................... .7 .7 .7 .7 .7 .7 .7 .7 .7 .7 
114 .................... .6 .6 .6 .6 .6 .6 .6 .6 .6 .6 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES 

Ages 25 26 27 28 29 30 31 32 33 34 

25 ...................... 50.2 49.7 49.2 48.6 48.1 47.5 46.9 46.2 45.6 44.9 
26 ...................... 49.7 49.2 48.7 48.2 47.7 47.1 46.5 45.9 45.3 44.6 
27 ...................... 49.2 48.7 48.3 47.8 47.3 46.7 46.2 45.6 45.0 44.3 
28 ...................... 48.6 48.2 47.8 47.3 46.8 46.3 45.8 45.2 44.6 44.0 
29 ...................... 48.1 47.7 47.3 46.8 46.4 45.9 45.4 44.8 44.3 43.7 
30 ...................... 47.5 47.1 46.7 46.3 45.9 45.4 44.9 44.4 43.9 43.3 
31 ...................... 46.9 46.5 46.2 45.8 45.4 44.9 44.5 44.0 43.5 42.9 
32 ...................... 46.2 45.9 45.6 45.2 44.8 44.4 44.0 43.5 43.0 42.5 
33 ...................... 45.6 45.3 45.0 44.6 44.3 43.9 43.5 43.0 42.6 42.1 
34 ...................... 44.9 44.6 44.3 44.0 43.7 43.3 42.9 42.5 42.1 41.6 
35 ...................... 44.2 44.0 43.7 43.4 43.1 42.7 42.4 42.0 41.6 41.1 
36 ...................... 43.5 43.3 43.0 42.7 42.4 42.1 41.8 41.4 41.0 40.6 
37 ...................... 42.8 42.5 42.3 42.1 41.8 41.5 41.2 40.8 40.5 40.1 
38 ...................... 42.0 41.8 41.6 41.4 41.1 40.8 40.6 40.2 39.9 39.5 
39 ...................... 41.3 41.1 40.9 40.7 40.4 40.2 39.9 39.6 39.3 39.0 
40 ...................... 40.5 40.3 40.1 39.9 39.7 39.5 39.2 39.0 38.7 38.4 
41 ...................... 39.7 39.5 39.4 39.2 39.0 38.8 38.5 38.3 38.0 37.7 
42 ...................... 38.9 38.8 38.6 38.4 38.3 38.1 37.8 37.6 37.4 37.1 
43 ...................... 38.1 38.0 37.8 37.7 37.5 37.3 37.1 36.9 36.7 36.4 
44 ...................... 37.3 37.2 37.0 36.9 36.7 36.6 36.4 36.2 36.0 35.8 
45 ...................... 36.5 36.3 36.2 36.1 36.0 35.8 35.6 35.5 35.3 35.1 
46 ...................... 35.6 35.5 35.4 35.3 35.2 35.0 34.9 34.7 34.5 34.4 
47 ...................... 34.8 34.7 34.6 34.5 34.4 34.3 34.1 34.0 33.8 33.6 
48 ...................... 34.0 33.9 33.8 33.7 33.6 33.5 33.4 33.2 33.1 32.9 
49 ...................... 33.1 33.0 33.0 32.9 32.8 32.7 32.6 32.4 32.3 32.2 
50 ...................... 32.3 32.2 32.1 32.1 32.0 31.9 31.8 31.7 31.5 31.4 
51 ...................... 31.4 31.4 31.3 31.2 31.2 31.1 31.0 30.9 30.8 30.6 
52 ...................... 30.6 30.5 30.5 30.4 30.3 30.3 30.2 30.1 30.0 29.9 
53 ...................... 29.7 29.7 29.6 29.6 29.5 29.5 29.4 29.3 29.2 29.1 
54 ...................... 28.9 28.9 28.8 28.8 28.7 28.6 28.6 28.5 28.4 28.3 
55 ...................... 28.1 28.0 28.0 27.9 27.9 27.8 27.8 27.7 27.6 27.5 
56 ...................... 27.2 27.2 27.1 27.1 27.0 27.0 26.9 26.9 26.8 26.7 
57 ...................... 26.4 26.3 26.3 26.3 26.2 26.2 26.1 26.1 26.0 25.9 
58 ...................... 25.5 25.5 25.5 25.4 25.4 25.4 25.3 25.3 25.2 25.1 
59 ...................... 24.7 24.7 24.6 24.6 24.6 24.5 24.5 24.5 24.4 24.3 
60 ...................... 23.9 23.8 23.8 23.8 23.8 23.7 23.7 23.6 23.6 23.5 
61 ...................... 23.0 23.0 23.0 23.0 22.9 22.9 22.9 22.8 22.8 22.7 
62 ...................... 22.2 22.2 22.2 22.1 22.1 22.1 22.1 22.0 22.0 21.9 
63 ...................... 21.4 21.4 21.3 21.3 21.3 21.3 21.3 21.2 21.2 21.2 
64 ...................... 20.6 20.6 20.5 20.5 20.5 20.5 20.5 20.4 20.4 20.4 
65 ...................... 19.8 19.8 19.7 19.7 19.7 19.7 19.7 19.6 19.6 19.6 
66 ...................... 19.0 19.0 19.0 18.9 18.9 18.9 18.9 18.9 18.8 18.8 
67 ...................... 18.2 18.2 18.2 18.2 18.2 18.1 18.1 18.1 18.1 18.1 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES— 
Continued 

Ages 25 26 27 28 29 30 31 32 33 34 

68 ...................... 17.4 17.4 17.4 17.4 17.4 17.4 17.4 17.3 17.3 17.3 
69 ...................... 16.7 16.7 16.7 16.6 16.6 16.6 16.6 16.6 16.6 16.6 
70 ...................... 15.9 15.9 15.9 15.9 15.9 15.9 15.9 15.9 15.8 15.8 
71 ...................... 15.2 15.2 15.2 15.2 15.2 15.2 15.2 15.1 15.1 15.1 
72 ...................... 14.5 14.5 14.5 14.5 14.5 14.5 14.5 14.4 14.4 14.4 
73 ...................... 13.8 13.8 13.8 13.8 13.8 13.8 13.8 13.8 13.7 13.7 
74 ...................... 13.1 13.1 13.1 13.1 13.1 13.1 13.1 13.1 13.1 13.1 
75 ...................... 12.5 12.5 12.5 12.4 12.4 12.4 12.4 12.4 12.4 12.4 
76 ...................... 11.8 11.8 11.8 11.8 11.8 11.8 11.8 11.8 11.8 11.8 
77 ...................... 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.1 
78 ...................... 10.6 10.6 10.6 10.6 10.6 10.6 10.6 10.6 10.6 10.5 
79 ...................... 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 
80 ...................... 9.4 9.4 9.4 9.4 9.4 9.4 9.4 9.4 9.4 9.4 
81 ...................... 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 
82 ...................... 8.4 8.4 8.3 8.3 8.3 8.3 8.3 8.3 8.3 8.3 
83 ...................... 7.8 7.8 7.8 7.8 7.8 7.8 7.8 7.8 7.8 7.8 
84 ...................... 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 
85 ...................... 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 
86 ...................... 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 
87 ...................... 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 
88 ...................... 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 
89 ...................... 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 
90 ...................... 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 
91 ...................... 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 
92 ...................... 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 
93 ...................... 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 
94 ...................... 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 
95 ...................... 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 
96 ...................... 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 
97 ...................... 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 
98 ...................... 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 
99 ...................... 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 
100 .................... 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 
101 .................... 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 
102 .................... 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 
103 .................... 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 
104 .................... 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 
105 .................... 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 
106 .................... 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 
107 .................... 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 
108 .................... 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 
109 .................... 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
110 .................... 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
111 .................... .9 .9 .9 .9 .9 .9 .9 .9 .9 .9 
112 .................... .8 .8 .8 .8 .8 .8 .8 .8 .8 .8 
113 .................... .7 .7 .7 .7 .7 .7 .7 .7 .7 .7 
114 .................... .6 .6 .6 .6 .6 .6 .6 .6 .6 .6 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES 

Ages 35 36 37 38 39 40 41 42 43 44 

35 ...................... 40.7 40.2 39.7 39.2 38.6 38.0 37.4 36.8 36.2 35.5 
36 ...................... 40.2 39.7 39.3 38.7 38.2 37.7 37.1 36.5 35.9 35.2 
37 ...................... 39.7 39.3 38.8 38.3 37.8 37.3 36.7 36.2 35.6 34.9 
38 ...................... 39.2 38.7 38.3 37.9 37.4 36.9 36.3 35.8 35.2 34.6 
39 ...................... 38.6 38.2 37.8 37.4 36.9 36.4 35.9 35.4 34.9 34.3 
40 ...................... 38.0 37.7 37.3 36.9 36.4 36.0 35.5 35.0 34.5 34.0 
41 ...................... 37.4 37.1 36.7 36.3 35.9 35.5 35.1 34.6 34.1 33.6 
42 ...................... 36.8 36.5 36.2 35.8 35.4 35.0 34.6 34.1 33.7 33.2 
43 ...................... 36.2 35.9 35.6 35.2 34.9 34.5 34.1 33.7 33.2 32.8 
44 ...................... 35.5 35.2 34.9 34.6 34.3 34.0 33.6 33.2 32.8 32.3 
45 ...................... 34.8 34.6 34.3 34.0 33.7 33.4 33.0 32.7 32.3 31.8 
46 ...................... 34.1 33.9 33.7 33.4 33.1 32.8 32.5 32.1 31.8 31.4 
47 ...................... 33.4 33.2 33.0 32.8 32.5 32.2 31.9 31.6 31.2 30.8 
48 ...................... 32.7 32.5 32.3 32.1 31.8 31.6 31.3 31.0 30.7 30.3 
49 ...................... 32.0 31.8 31.6 31.4 31.2 30.9 30.7 30.4 30.1 29.8 
50 ...................... 31.3 31.1 30.9 30.7 30.5 30.3 30.0 29.8 29.5 29.2 
51 ...................... 30.5 30.4 30.2 30.0 29.8 29.6 29.4 29.2 28.9 28.6 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES— 
Continued 

Ages 35 36 37 38 39 40 41 42 43 44 

52 ...................... 29.7 29.6 29.5 29.3 29.1 28.9 28.7 28.5 28.3 28.0 
53 ...................... 29.0 28.9 28.7 28.6 28.4 28.2 28.1 27.9 27.6 27.4 
54 ...................... 28.2 28.1 28.0 27.8 27.7 27.5 27.4 27.2 27.0 26.8 
55 ...................... 27.4 27.3 27.2 27.1 27.0 26.8 26.7 26.5 26.3 26.1 
56 ...................... 26.7 26.6 26.5 26.3 26.2 26.1 26.0 25.8 25.6 25.4 
57 ...................... 25.9 25.8 25.7 25.6 25.5 25.4 25.2 25.1 24.9 24.8 
58 ...................... 25.1 25.0 24.9 24.8 24.7 24.6 24.5 24.4 24.2 24.1 
59 ...................... 24.3 24.2 24.1 24.1 24.0 23.9 23.8 23.6 23.5 23.4 
60 ...................... 23.5 23.4 23.4 23.3 23.2 23.1 23.0 22.9 22.8 22.7 
61 ...................... 22.7 22.6 22.6 22.5 22.4 22.4 22.3 22.2 22.1 22.0 
62 ...................... 21.9 21.9 21.8 21.7 21.7 21.6 21.5 21.4 21.3 21.2 
63 ...................... 21.1 21.1 21.0 21.0 20.9 20.8 20.8 20.7 20.6 20.5 
64 ...................... 20.3 20.3 20.2 20.2 20.1 20.1 20.0 20.0 19.9 19.8 
65 ...................... 19.6 19.5 19.5 19.4 19.4 19.3 19.3 19.2 19.1 19.1 
66 ...................... 18.8 18.8 18.7 18.7 18.6 18.6 18.5 18.5 18.4 18.4 
67 ...................... 18.0 18.0 18.0 17.9 17.9 17.9 17.8 17.8 17.7 17.6 
68 ...................... 17.3 17.3 17.2 17.2 17.2 17.1 17.1 17.0 17.0 16.9 
69 ...................... 16.5 16.5 16.5 16.5 16.4 16.4 16.4 16.3 16.3 16.2 
70 ...................... 15.8 15.8 15.8 15.7 15.7 15.7 15.6 15.6 15.6 15.5 
71 ...................... 15.1 15.1 15.1 15.0 15.0 15.0 15.0 14.9 14.9 14.9 
72 ...................... 14.4 14.4 14.4 14.3 14.3 14.3 14.3 14.2 14.2 14.2 
73 ...................... 13.7 13.7 13.7 13.7 13.7 13.6 13.6 13.6 13.6 13.5 
74 ...................... 13.1 13.0 13.0 13.0 13.0 13.0 13.0 12.9 12.9 12.9 
75 ...................... 12.4 12.4 12.4 12.4 12.3 12.3 12.3 12.3 12.3 12.2 
76 ...................... 11.8 11.8 11.7 11.7 11.7 11.7 11.7 11.7 11.6 11.6 
77 ...................... 11.1 11.1 11.1 11.1 11.1 11.1 11.1 11.1 11.0 11.0 
78 ...................... 10.5 10.5 10.5 10.5 10.5 10.5 10.5 10.5 10.5 10.4 
79 ...................... 10.0 10.0 9.9 9.9 9.9 9.9 9.9 9.9 9.9 9.9 
80 ...................... 9.4 9.4 9.4 9.4 9.4 9.4 9.4 9.3 9.3 9.3 
81 ...................... 8.9 8.8 8.8 8.8 8.8 8.8 8.8 8.8 8.8 8.8 
82 ...................... 8.3 8.3 8.3 8.3 8.3 8.3 8.3 8.3 8.3 8.3 
83 ...................... 7.8 7.8 7.8 7.8 7.8 7.8 7.8 7.8 7.8 7.8 
84 ...................... 7.3 7.3 7.3 7.3 7.3 7.3 7.3 7.3 7.3 7.3 
85 ...................... 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 
86 ...................... 6.5 6.5 6.5 6.5 6.4 6.4 6.4 6.4 6.4 6.4 
87 ...................... 6.1 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 
88 ...................... 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.6 5.6 5.6 
89 ...................... 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 
90 ...................... 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 
91 ...................... 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.6 4.6 
92 ...................... 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 
93 ...................... 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 
94 ...................... 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 
95 ...................... 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 
96 ...................... 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 
97 ...................... 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 
98 ...................... 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 
99 ...................... 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 
100 .................... 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.6 2.6 
101 .................... 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 
102 .................... 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 
103 .................... 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 
104 .................... 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 
105 .................... 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 
106 .................... 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 
107 .................... 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 
108 .................... 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 
109 .................... 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
110 .................... 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
111 .................... .9 .9 .9 .9 .9 .9 .9 .9 .9 .9 
112 .................... .8 .8 .8 .8 .8 .8 .8 .8 .8 .8 
113 .................... .7 .7 .7 .7 .7 .7 .7 .7 .7 .7 
114 .................... .6 .6 .6 .6 .6 .6 .6 .6 .6 .6 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES 

Ages 45 46 47 48 49 50 51 52 53 54 

45 ...................... 31.4 30.9 30.5 30.0 29.4 28.9 28.3 27.7 27.1 26.5 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00246 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



235 

Internal Revenue Service, Treasury § 1.72–9 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES— 
Continued 

Ages 45 46 47 48 49 50 51 52 53 54 

46 ...................... 30.9 30.5 30.0 29.6 29.1 28.5 28.0 27.4 26.9 26.3 
47 ...................... 30.5 30.0 29.6 29.2 28.7 28.2 27.7 27.1 26.6 26.0 
48 ...................... 30.0 29.6 29.2 28.7 28.3 27.8 27.3 26.8 26.3 25.7 
49 ...................... 29.4 29.1 28.7 28.3 27.9 27.4 26.9 26.5 25.9 25.4 
50 ...................... 28.9 28.5 28.2 27.4 27.4 27.0 26.5 26.1 25.6 25.1 
51 ...................... 28.3 28.0 27.7 27.3 26.9 26.5 26.1 25.7 25.2 24.7 
52 ...................... 27.7 27.4 27.1 26.8 26.5 26.1 25.7 25.3 24.8 24.4 
53 ...................... 27.1 26.9 26.6 26.3 25.9 25.6 25.2 24.8 24.4 24.0 
54 ...................... 26.5 26.3 26.0 25.7 25.4 25.1 24.7 24.4 24.0 23.6 
55 ...................... 25.9 25.7 25.4 25.1 24.9 24.6 24.2 23.9 23.5 23.2 
56 ...................... 25.2 25.0 24.8 24.6 24.3 24.0 23.7 23.4 23.1 22.7 
57 ...................... 24.6 24.4 24.2 24.0 23.7 23.5 23.2 22.9 22.6 22.2 
58 ...................... 23.9 23.7 23.5 23.3 23.1 22.9 22.6 22.4 22.1 21.7 
59 ...................... 23.2 23.1 22.9 22.7 22.5 22.3 22.1 21.8 21.5 21.2 
60 ...................... 22.5 22.4 22.2 22.1 21.9 21.7 21.5 21.2 21.0 20.7 
61 ...................... 21.8 21.7 21.6 21.4 21.2 21.1 20.9 20.6 20.4 20.2 
62 ...................... 21.1 21.0 20.9 20.7 20.6 20.4 20.2 20.0 19.8 19.6 
63 ...................... 20.4 20.3 20.2 20.1 19.9 19.8 19.6 19.4 19.2 19.0 
64 ...................... 19.7 19.6 19.5 19.4 19.3 19.1 19.0 18.8 18.6 18.5 
65 ...................... 19.0 18.9 18.8 18.7 18.6 18.5 18.3 18.2 18.0 17.9 
66 ...................... 18.3 18.2 18.1 18.0 17.9 17.8 17.7 17.6 17.4 17.3 
67 ...................... 17.6 17.5 17.4 17.3 17.3 17.2 17.1 16.9 16.8 16.7 
68 ...................... 16.9 16.8 16.7 16.7 16.6 16.5 16.4 16.3 16.2 16.1 
69 ...................... 16.2 16.1 16.1 16.0 15.9 15.8 15.8 15.7 15.6 15.4 
70 ...................... 15.5 15.4 15.4 15.3 15.3 15.2 15.1 15.0 14.9 14.8 
71 ...................... 14.8 14.8 14.7 14.7 14.6 14.5 14.5 14.4 14.3 14.2 
72 ...................... 14.1 14.1 14.1 14.0 14.0 13.9 13.8 13.8 13.7 13.6 
73 ...................... 13.5 13.5 13.4 13.4 13.3 13.3 13.2 13.2 13.1 13.0 
74 ...................... 12.8 12.8 12.8 12.7 12.7 12.7 12.6 12.6 12.5 12.4 
75 ...................... 12.2 12.2 12.2 12.1 12.1 12.1 12.0 12.0 11.9 11.9 
76 ...................... 11.6 11.6 11.6 11.5 11.5 11.5 11.4 11.4 11.3 11.3 
77 ...................... 11.0 11.0 11.0 10.9 10.9 10.9 10.8 10.8 10.8 10.7 
78 ...................... 10.4 10.4 10.4 10.4 10.3 10.3 10.3 10.2 10.2 10.2 
79 ...................... 9.9 9.8 9.8 9.8 9.8 9.8 9.7 9.7 9.7 9.6 
80 ...................... 9.3 9.3 9.3 9.3 9.2 9.2 9.2 9.2 9.1 9.1 
81 ...................... 8.8 8.8 8.7 8.7 8.7 8.7 8.7 8.7 8.6 8.6 
82 ...................... 8.3 8.2 8.2 8.2 8.2 8.2 8.2 8.2 8.1 8.1 
83 ...................... 7.8 7.8 7.7 7.7 7.7 7.7 7.7 7.7 7.7 7.6 
84 ...................... 7.3 7.3 7.3 7.3 7.3 7.2 7.2 7.2 7.2 7.2 
85 ...................... 6.8 6.8 6.8 6.8 6.8 6.8 6.8 6.8 6.8 6.7 
86 ...................... 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.3 6.3 
87 ...................... 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 6.0 5.9 
88 ...................... 5.6 5.6 5.6 5.6 5.6 5.6 5.6 5.6 5.6 5.6 
89 ...................... 5.3 5.3 5.3 5.3 5.3 5.3 5.2 5.2 5.2 5.2 
90 ...................... 5.0 4.9 4.9 4.9 4.9 4.9 4.9 4.9 4.9 4.9 
91 ...................... 4.6 4.6 4.6 4.6 4.6 4.6 4.6 4.6 4.6 4.6 
92 ...................... 4.4 4.4 4.4 4.3 4.3 4.3 4.3 4.3 4.3 4.3 
93 ...................... 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 
94 ...................... 3.9 3.9 3.8 3.8 3.8 3.8 3.8 3.8 3.8 3.8 
95 ...................... 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 
96 ...................... 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 
97 ...................... 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 
98 ...................... 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 
99 ...................... 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 
100 .................... 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 
101 .................... 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 
102 .................... 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 
103 .................... 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 
104 .................... 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 
105 .................... 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 
106 .................... 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 
107 .................... 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 
108 .................... 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 
109 .................... 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
110 .................... 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
111 .................... .9 .9 .9 .9 .9 .9 .9 .9 .9 .9 
112 .................... .8 .8 .8 .8 .8 .8 .8 .8 .8 .8 
113 .................... .7 .7 .7 .7 .7 .7 .7 .7 .7 .7 
114 .................... .6 .6 .6 .6 .6 .6 .6 .6 .6 .6 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES 

Ages 55 56 57 58 59 60 61 62 63 64 

55 ...................... 22.7 22.3 21.9 21.4 20.9 20.4 19.9 19.4 18.8 18.3 
56 ...................... 22.3 21.9 21.5 21.1 20.6 20.1 19.6 19.1 18.6 18.0 
57 ...................... 21.9 21.5 21.1 20.7 20.3 19.8 19.3 18.8 18.3 17.8 
58 ...................... 21.4 21.1 20.7 20.3 19.9 19.5 19.0 18.5 18.0 17.5 
59 ...................... 20.9 20.6 20.3 19.9 19.5 19.1 18.7 18.2 17.7 17.3 
60 ...................... 20.4 20.1 19.8 19.5 19.1 18.7 18.3 17.9 17.4 17.0 
61 ...................... 29.9 19.6 19.3 19.0 18.7 18.3 17.9 17.5 17.1 16.7 
62 ...................... 19.4 19.1 18.8 18.5 18.2 17.9 17.5 17.1 16.8 16.3 
63 ...................... 18.8 18.6 18.3 18.0 17.7 17.4 17.1 16.8 16.4 16.0 
64 ...................... 18.3 18.0 17.8 17.5 17.3 17.0 16.7 16.3 16.0 15.6 
65 ...................... 17.7 17.5 17.3 17.0 16.8 16.5 16.2 15.9 15.6 15.3 
66 ...................... 17.1 16.9 16.7 16.5 16.3 16.0 15.8 15.5 15.2 14.9 
67 ...................... 16.5 16.3 16.2 16.0 15.8 15.5 15.3 15.0 14.7 14.5 
68 ...................... 15.9 15.8 15.6 15.4 15.2 15.0 14.8 14.6 14.3 14.0 
69 ...................... 15.3 15.2 15.0 14.9 14.7 14.5 14.3 14.1 13.9 13.6 
70 ...................... 14.7 14.6 14.5 14.3 14.2 14.0 13.8 13.6 13.4 13.2 
71 ...................... 14.1 14.0 13.9 13.8 13.6 13.5 13.3 13.1 12.9 12.7 
72 ...................... 13.5 13.4 13.3 13.2 13.1 12.9 12.8 12.6 12.4 12.3 
73 ...................... 13.0 12.9 12.8 12.7 12.5 12.4 12.3 12.1 12.0 11.8 
74 ...................... 12.4 12.3 12.2 12.1 12.0 11.9 11.8 11.6 11.5 11.3 
75 ...................... 11.8 11.7 11.7 11.6 11.5 11.4 11.3 11.1 11.0 10.9 
76 ...................... 11.2 11.2 11.1 11.0 10.9 10.9 10.8 10.6 10.5 10.4 
77 ...................... 10.7 10.6 10.6 10.5 10.4 10.3 10.3 10.2 10.0 9.9 
78 ...................... 10.1 10.1 10.0 10.0 9.9 9.8 9.8 9.7 9.6 9.5 
79 ...................... 9.6 9.6 9.5 9.5 9.4 9.3 9.3 9.2 9.1 9.0 
80 ...................... 9.1 9.0 9.0 9.0 8.9 8.9 8.8 8.7 8.7 8.6 
81 ...................... 8.6 8.5 8.5 8.5 8.4 8.4 8.3 8.3 8.2 8.1 
82 ...................... 8.1 8.1 8.0 8.0 8.0 7.9 7.9 7.8 7.8 7.7 
83 ...................... 7.6 7.6 7.6 7.5 7.5 7.5 7.4 7.4 7.3 7.3 
84 ...................... 7.2 7.1 7.1 7.1 7.1 7.0 7.0 7.0 6.9 6.9 
85 ...................... 6.7 6.7 6.7 6.7 6.6 6.6 6.6 6.5 6.5 6.5 
86 ...................... 6.3 6.3 6.3 6.3 6.2 6.2 6.2 6.2 6.1 6.1 
87 ...................... 5.9 5.9 5.9 5.9 5.9 5.8 5.8 5.8 5.8 5.7 
88 ...................... 5.6 5.5 5.5 5.5 5.5 5.5 5.5 5.4 5.4 5.4 
89 ...................... 5.2 5.2 5.2 5.2 5.2 5.1 5.1 5.1 5.1 5.1 
90 ...................... 4.9 4.9 4.9 4.9 4.9 4.8 4.8 4.8 4.8 4.8 
91 ...................... 4.6 4.6 4.6 4.6 4.6 4.5 4.5 4.5 4.5 4.5 
92 ...................... 4.3 4.3 4.3 4.3 4.3 4.3 4.3 4.2 4.2 4.2 
93 ...................... 4.1 4.1 4.0 4.0 4.0 4.0 4.0 4.0 4.0 4.0 
94 ...................... 3.8 3.8 3.8 3.8 3.8 3.8 3.8 3.8 3.8 3.7 
95 ...................... 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.6 3.5 3.5 
96 ...................... 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.3 3.3 3.3 
97 ...................... 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.1 3.1 
98 ...................... 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 
99 ...................... 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 
100 .................... 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 
101 .................... 2.5 2.4 2.4 2.4 2.4 2.4 2.4 2.4 2.4 2.4 
102 .................... 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.2 
103 .................... 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 
104 .................... 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 
105 .................... 1.8 1.8 1.8 1.8 1.8 1.8 1.7 1.7 1.7 1.7 
106 .................... 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 
107 .................... 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 
108 .................... 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 
109 .................... 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
110 .................... 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
111 .................... .9 .9 .9 .9 .9 .9 .9 .9 .9 .9 
112 .................... .8 .8 .8 .8 .8 .8 .8 .8 .8 .8 
113 .................... .7 .7 .7 .7 .7 .7 .7 .7 .7 .7 
114 .................... .6 .6 .6 .6 .6 .6 .6 .6 .6 .6 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES 

Ages 65 66 67 68 69 70 71 72 73 74 

65 ...................... 14.9 14.5 14.1 13.7 13.3 12.9 12.5 12.0 11.6 11.2 
66 ...................... 14.5 14.2 13.8 13.4 13.1 12.6 12.2 11.8 11.4 11.0 
67 ...................... 14.1 13.8 13.5 13.1 12.8 12.4 12.0 11.6 11.2 10.8 
68 ...................... 13.7 13.4 13.1 12.8 12.5 12.1 11.7 11.4 11.0 10.6 
69 ...................... 13.3 13.1 12.8 12.5 12.1 11.8 11.4 11.1 10.7 10.4 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES— 
Continued 

Ages 65 66 67 68 69 70 71 72 73 74 

70 ...................... 12.9 12.6 12.4 12.1 11.8 11.5 11.2 10.8 10.5 10.1 
71 ...................... 12.5 12.2 12.0 11.7 11.4 11.2 10.9 10.5 10.2 9.9 
72 ...................... 12.0 11.8 11.6 11.4 11.1 10.8 10.5 10.2 9.9 9.6 
73 ...................... 11.6 11.4 11.2 11.0 10.7 10.5 10.2 9.9 9.7 9.4 
74 ...................... 11.2 11.0 10.8 10.6 10.4 10.1 9.9 9.6 9.4 9.1 
75 ...................... 10.7 10.5 10.4 10.2 10.0 9.8 9.5 9.3 9.1 8.8 
76 ...................... 10.3 10.1 9.9 9.8 9.6 9.4 9.2 9.0 8.8 8.5 
77 ...................... 9.8 9.7 9.5 9.4 9.2 9.0 8.8 8.6 8.4 8.2 
78 ...................... 9.4 9.2 9.1 9.0 8.8 8.7 8.5 8.3 8.1 7.9 
79 ...................... 8.9 8.8 8.7 8.6 8.4 8.3 8.1 8.0 7.8 7.6 
80 ...................... 8.5 8.4 8.3 8.2 8.0 7.9 7.8 7.6 7.5 7.3 
81 ...................... 8.0 8.0 7.9 7.9 7.7 7.5 7.4 7.3 7.1 7.0 
82 ...................... 7.6 7.5 7.5 7.4 7.3 7.2 7.1 6.9 6.8 6.7 
83 ...................... 7.2 7.1 7.1 7.0 6.9 6.8 6.7 6.6 6.5 6.4 
84 ...................... 6.8 6.7 6.7 6.6 6.5 6.4 6.4 6.3 6.2 6.0 
85 ...................... 6.4 6.4 6.3 6.2 6.2 6.1 6.0 5.9 5.8 5.7 
86 ...................... 6.0 6.0 5.9 5.9 5.8 5.8 5.7 5.6 5.5 5.4 
87 ...................... 5.7 5.6 5.6 5.6 5.5 5.4 5.4 5.3 5.2 5.2 
88 ...................... 5.3 5.3 5.3 5.2 5.2 5.1 5.1 5.0 5.0 4.9 
89 ...................... 5.0 5.0 5.0 4.9 4.9 4.8 4.8 4.7 4.7 4.6 
90 ...................... 4.7 4.7 4.7 4.6 4.6 4.6 4.5 4.5 4.4 4.4 
91 ...................... 4.5 4.4 4.4 4.4 4.3 4.3 4.3 4.2 4.2 4.1 
92 ...................... 4.2 4.2 4.1 4.1 4.1 4.1 4.0 4.0 3.9 3.9 
93 ...................... 3.9 3.9 3.9 3.9 3.9 3.8 3.8 3.8 3.7 3.7 
94 ...................... 3.7 3.7 3.7 3.7 3.6 3.6 3.6 3.6 3.5 3.5 
95 ...................... 3.5 3.5 3.5 3.5 3.4 3.4 3.4 3.4 3.3 3.3 
96 ...................... 3.3 3.3 3.3 3.3 3.3 3.2 3.2 3.2 3.2 3.1 
97 ...................... 3.1 3.1 3.1 3.1 3.1 3.1 3.0 3.0 3.0 3.0 
98 ...................... 2.9 2.9 2.9 2.9 2.9 2.9 2.9 2.9 2.8 2.8 
99 ...................... 2.8 2.8 2.8 2.7 2.7 2.7 2.7 2.7 2.7 2.6 
100 .................... 2.6 2.6 2.6 2.6 2.6 2.5 2.5 2.5 2.5 2.5 
101 .................... 2.4 2.4 2.4 2.4 2.4 2.4 2.4 2.4 2.3 2.3 
102 .................... 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 
103 .................... 2.1 2.1 2.1 2.1 2.1 2.0 2.0 2.0 2.0 2.0 
104 .................... 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 .19 1.9 
105 .................... 1.7 1.7 1.7 1.7 .17 1.7 1.7 1.7 1.7 1.7 
106 .................... 1.6 1.6 .16 1.6 1.6 1.6 1.6 1.6 1.5 1.5 
107 .................... 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 
108 .................... 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 
109 .................... 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
110 .................... 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
111 .................... .9 .9 .9 .9 .9 .9 .9 .9 .9 .9 
112 .................... .8 .8 .8 .8 .8 .8 .8 .8 .8 .8 
113 .................... .7 .7 .7 .7 .7 .6 .6 .6 .6 .6 
114 .................... .6 .6 .6 .6 .6 .6 .5 .5 .5 .5 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES 

Ages 75 76 77 78 79 80 81 82 83 84 

75 ...................... 8.6 8.3 8.0 7.7 7.4 7.1 6.8 6.5 6.2 5.9 
76 ...................... 8.3 8.0 7.8 7.5 7.2 6.9 6.7 6.4 6.1 5.8 
77 ...................... 8.0 7.8 7.5 7.3 7.0 6.8 6.5 6.2 5.9 5.7 
78 ...................... 7.7 7.5 7.3 7.0 6.8 6.6 6.3 6.0 5.8 5.5 
79 ...................... 7.4 7.2 7.0 6.8 6.6 6.3 6.1 5.9 5.6 5.4 
80 ...................... 7.1 6.9 6.8 6.6 6.3 6.1 5.9 5.7 5.5 5.2 
81 ...................... 6.8 6.7 6.5 6.3 6.1 5.9 5.7 5.5 5.3 5.1 
82 ...................... 6.5 6.4 6.2 6.0 5.9 5.7 5.5 5.3 5.1 4.9 
83 ...................... 6.2 6.1 5.9 5.8 5.6 5.5 5.3 5.1 4.9 4.7 
84 ...................... 5.9 5.8 5.7 5.5 5.4 5.2 5.1 4.9 4.7 4.6 
85 ...................... 5.6 5.5 5.4 5.3 5.2 5.0 4.9 4.7 4.6 4.4 
86 ...................... 5.4 5.3 5.1 5.0 4.9 4.8 4.7 4.5 4.4 4.2 
87 ...................... 5.1 5.0 4.9 4.8 4.7 4.6 4.4 4.3 4.2 4.1 
88 ...................... 4.8 4.7 4.6 4.5 4.4 4.3 4.2 4.1 4.0 3.9 
89 ...................... 4.5 4.5 4.4 4.3 4.2 4.1 4.0 3.9 3.8 3.7 
90 ...................... 4.3 4.2 4.2 4.1 4.0 3.9 3.8 3.8 3.7 3.5 
91 ...................... 4.1 4.0 4.0 3.9 3.8 3.7 3.7 3.6 3.5 3.4 
92 ...................... 3.9 3.8 3.7 3.7 3.6 3.6 3.5 3.4 3.3 3.2 
93 ...................... 3.7 3.6 3.6 3.5 3.4 3.4 3.3 3.2 3.2 3.1 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES— 
Continued 

Ages 75 76 77 78 79 80 81 82 83 84 

94 ...................... 3.5 3.4 3.4 3.3 3.3 3.2 3.2 3.1 3.0 3.0 
95 ...................... 3.3 3.2 3.2 3.2 3.1 3.1 3.0 3.0 2.9 2.8 
96 ...................... 3.1 3.1 3.0 3.0 3.0 2.9 2.9 2.8 2.8 2.7 
97 ...................... 2.9 2.9 2.9 2.9 2.8 2.8 2.7 2.7 2.6 2.6 
98 ...................... 2.8 2.8 2.7 2.7 2.7 2.6 2.6 2.6 2.5 2.5 
99 ...................... 2.6 2.6 2.6 2.6 2.5 2.5 2.5 2.4 2.4 2.3 
100 .................... 2.5 2.5 2.4 2.4 2.4 2.4 2.3 2.3 2.3 2.2 
101 .................... 2.3 2.3 2.3 2.3 2.2 2.2 2.2 2.2 2.1 2.1 
102 .................... 2.2 2.1 2.1 2.1 2.1 2.1 2.0 2.0 2.0 2.0 
103 .................... 2.0 2.0 2.0 2.0 1.9 1.9 1.9 1.9 1.9 1.8 
104 .................... 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.7 1.7 1.7 
105 .................... 1.7 1.7 1.7 1.7 1.6 1.6 1.6 1.6 1.6 1.6 
106 .................... 1.5 1.5 1.5 1.5 1.5 1.5 1.5 1.5 1.5 1.4 
107 .................... 1.4 1.4 1.4 1.4 1.4 1.4 1.3 1.3 1.3 1.3 
108 .................... 1.3 1.2 1.2 1.2 1.2 1.2 1.2 1.2 1.2 1.2 
109 .................... 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
110 .................... 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
111 .................... .9 .9 .9 .9 .9 .9 .9 .9 .8 .8 
112 .................... .8 .8 .8 .7 .7 .7 .7 .7 .7 .7 
113 .................... .6 .6 .6 .6 .6 .6 .6 .6 .6 .6 
114 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES 

Ages 85 86 87 88 89 90 91 92 93 94 

85 ...................... 4.2 4.1 3.9 3.8 3.6 3.4 3.3 3.2 3.0 2.9 
86 ...................... 4.1 3.9 3.8 3.6 3.5 3.3 3.2 3.1 2.9 2.8 
87 ...................... 3.9 3.8 3.6 3.5 3.4 3.2 3.1 3.0 2.8 2.7 
88 ...................... 3.8 3.6 3.5 3.4 3.2 3.1 3.0 2.9 2.8 2.6 
89 ...................... 3.6 3.5 3.4 3.2 3.1 3.0 2.9 2.8 2.7 2.6 
90 ...................... 3.4 3.3 3.2 3.1 3.0 2.9 2.8 2.7 2.6 2.5 
91 ...................... 3.3 3.2 3.1 3.0 2.9 2.8 2.7 2.6 2.5 2.4 
92 ...................... 3.2 3.1 3.0 2.9 2.8 2.7 2.6 2.5 2.4 2.3 
93 ...................... 3.0 2.9 2.8 2.8 2.7 2.6 2.5 2.4 2.3 2.3 
94 ...................... 2.9 2.8 2.7 2.6 2.6 2.5 2.4 2.3 2.3 2.2 
95 ...................... 2.8 2.7 2.6 2.5 2.5 2.4 2.3 2.2 2.2 2.1 
96 ...................... 2.6 2.6 2.5 2.4 2.4 2.3 2.2 2.2 2.1 2.0 
97 ...................... 2.5 2.5 2.4 2.3 2.3 2.2 2.2 2.1 2.0 2.0 
98 ...................... 2.4 2.4 2.3 2.2 2.2 2.1 2.1 2.0 2.0 1.9 
99 ...................... 2.3 2.2 2.2 2.1 2.1 2.0 2.0 1.9 1.9 1.8 
100 .................... 2.2 2.1 2.1 2.0 2.0 1.9 1.9 1.9 1.8 1.8 
101 .................... 2.1 2.0 2.0 1.9 1.9 1.9 1.8 1.8 1.7 1.7 
102 .................... 1.9 1.9 1.9 1.8 1.8 1.8 1.7 1.7 1.6 1.6 
103 .................... 1.8 1.8 1.8 1.7 1.7 1.7 1.6 1.6 1.5 1.5 
104 .................... 1.7 1.7 1.6 1.6 1.6 1.5 1.5 1.5 1.5 1.4 
105 .................... 1.6 1.5 1.5 1.5 1.5 1.4 1.4 1.4 1.4 1.3 
106 .................... 1.4 1.4 1.4 1.4 1.4 1.3 1.3 1.3 1.3 1.2 
107 .................... 1.3 1.3 1.3 1.3 1.2 1.2 1.2 1.2 1.2 1.2 
108 .................... 1.2 1.2 1.2 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
109 .................... 1.1 1.1 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
110 .................... .9 .9 .9 .9 .9 .9 .9 .9 .9 .9 
111 .................... .8 .8 .8 .8 .8 .8 .8 .8 .8 .8 
112 .................... .7 .7 .7 .7 .7 .7 .7 .7 .7 .7 
113 .................... .6 .6 .6 .6 .6 .6 .6 .6 .6 .6 
114 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES 

Ages 95 96 97 98 99 100 101 102 103 104 

95 ...................... 2.0 2.0 1.9 1.8 1.8 1.7 1.6 1.6 1.5 1.4 
96 ...................... 2.0 1.9 1.9 1.8 1.7 1.7 1.6 1.5 1.5 1.4 
97 ...................... 1.9 1.9 1.8 1.7 1.7 1.6 1.6 1.5 1.4 1.3 
98 ...................... 1.8 1.8 1.7 1.7 1.6 1.6 1.5 1.5 1.4 1.3 
99 ...................... 1.8 1.7 1.7 1.6 1.6 1.5 1.5 1.4 1.4 1.3 
100 .................... 1.7 1.7 1.6 1.6 1.5 1.5 1.4 1.4 1.3 1.3 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VIA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES— 
Continued 

Ages 95 96 97 98 99 100 101 102 103 104 

101 .................... 1.6 1.6 1.6 1.5 1.5 1.4 1.4 1.3 1.3 1.2 
102 .................... 1.6 1.5 1.5 1.5 1.4 1.4 1.3 1.3 1.2 1.2 
103 .................... 1.5 1.5 1.4 1.4 1.4 1.3 1.3 1.2 1.2 1.1 
104 .................... 1.4 1.4 1.3 1.3 1.3 1.3 1.2 1.2 1.1 1.1 
105 .................... 1.3 1.3 1.3 1.2 1.2 1.2 1.2 1.1 1.1 1.0 
106 .................... 1.2 1.2 1.2 1.2 1.1 1.1 1.1 1.1 1.0 1.0 
107 .................... 1.1 1.1 1.1 1.1 1.1 1.0 1.0 1.0 1.0 9 
108 .................... 1.0 1.0 1.0 1.0 1.0 1.0 1.0 .9 .9 .9 
109 .................... 1.0 .9 .9 .9 .9 .9 .9 .9 .8 .8 
110 .................... .9 .9 .8 .8 .8 .8 .8 .8 .8 .8 
111 .................... .8 .8 .8 .8 .8 .7 .7 .7 .7 .7 
112 .................... .7 .7 .7 .7 .7 .7 .7 .7 .6 .6 
113 .................... .6 .6 .6 .6 .6 .6 .6 .6 .6 .6 
114 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VIAA—ANNUITIES FOR JOINT LIFE ONLY; TWO LIVES—EXPECTED RETURN MULTIPLES 

Ages 105 106 107 108 109 110 111 112 113 114 115 

105 .. 1.0 1.0 .9 .9 .8 .7 .7 .6 .6 .5 .5 
106 .. 1.0 .9 .9 .8 .8 .7 .7 .6 .6 .5 .5 
107 .. .9 .9 .8 .8 .7 .7 .7 .6 .6 .5 .5 
108 .. .9 .8 .8 .8 .7 .7 .6 .6 .5 .5 .5 
109 .. .8 .8 .7 .7 .7 .7 .6 .6 .5 .5 .5 
110 .. .7 .7 .7 .7 .7 .6 .6 .6 .5 .5 .5 
111 .. .7 .7 .7 .6 .6 .6 .6 .5 .5 .5 .5 
112 .. .6 .6 .6 .6 .6 .6 .5 .5 .5 .5 .5 
113 .. .6 .6 .6 .5 .5 .5 .5 .5 .5 .5 .5 
114 .. .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 
115 .. .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VII—PERCENT VALUE OF REFUND FEATURE; DURATION OF GUARANTEED AMOUNT 

Age 
Years— 

1 2 3 4 5 6 7 8 9 10 

5 ........................ 0 0 0 0 0 0 0 0 0 0 
6 ........................ 0 0 0 0 0 0 0 0 0 0 
7 ........................ 0 0 0 0 0 0 0 0 0 0 
8 ........................ 0 0 0 0 0 0 0 0 0 0 
9 ........................ 0 0 0 0 0 0 0 0 0 0 
10 ...................... 0 0 0 0 0 0 0 0 0 0 
11 ...................... 0 0 0 0 0 0 0 0 0 0 
12 ...................... 0 0 0 0 0 0 0 0 0 0 
13 ...................... 0 0 0 0 0 0 0 0 0 0 
14 ...................... 0 0 0 0 0 0 0 0 0 0 
15 ...................... 0 0 0 0 0 0 0 0 0 0 
16 ...................... 0 0 0 0 0 0 0 0 0 0 
17 ...................... 0 0 0 0 0 0 0 0 0 0 
18 ...................... 0 0 0 0 0 0 0 0 0 0 
19 ...................... 0 0 0 0 0 0 0 0 0 0 
20 ...................... 0 0 0 0 0 0 0 0 0 0 
21 ...................... 0 0 0 0 0 0 0 0 0 0 
22 ...................... 0 0 0 0 0 0 0 0 0 0 
23 ...................... 0 0 0 0 0 0 0 0 0 0 
24 ...................... 0 0 0 0 0 0 0 0 0 0 
25 ...................... 0 0 0 0 0 0 0 0 0 0 
26 ...................... 0 0 0 0 0 0 0 0 0 0 
27 ...................... 0 0 0 0 0 0 0 0 0 0 
28 ...................... 0 0 0 0 0 0 0 0 0 0 
29 ...................... 0 0 0 0 0 0 0 0 0 0 
30 ...................... 0 0 0 0 0 0 0 0 0 0 
31 ...................... 0 0 0 0 0 0 0 0 0 0 
32 ...................... 0 0 0 0 0 0 0 0 0 0 
33 ...................... 0 0 0 0 0 0 0 0 0 0 
34 ...................... 0 0 0 0 0 0 0 0 0 0 
35 ...................... 0 0 0 0 0 0 0 0 0 0 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VII—PERCENT VALUE OF REFUND FEATURE; DURATION OF GUARANTEED AMOUNT— 
Continued 

Age 
Years— 

1 2 3 4 5 6 7 8 9 10 

36 ...................... 0 0 0 0 0 0 0 0 0 0 
37 ...................... 0 0 0 0 0 0 0 0 0 1 
38 ...................... 0 0 0 0 0 0 0 0 0 1 
39 ...................... 0 0 0 0 0 0 0 0 1 1 
40 ...................... 0 0 0 0 0 0 0 1 1 1 
41 ...................... 0 0 0 0 0 0 0 1 1 1 
42 ...................... 0 0 0 0 0 0 1 1 1 1 
43 ...................... 0 0 0 0 0 0 1 1 1 1 
44 ...................... 0 0 0 0 0 1 1 1 1 1 
45 ...................... 0 0 0 0 0 1 1 1 1 1 
46 ...................... 0 0 0 0 1 1 1 1 1 1 
47 ...................... 0 0 0 0 1 1 1 1 1 1 
48 ...................... 0 0 0 0 1 1 1 1 1 1 
49 ...................... 0 0 0 1 1 1 1 1 1 2 
50 ...................... 0 0 0 1 1 1 1 1 1 2 
51 ...................... 0 0 0 1 1 1 1 1 2 2 
52 ...................... 0 0 0 1 1 1 1 1 2 2 
53 ...................... 0 0 1 1 1 1 1 2 2 2 
54 ...................... 0 0 1 1 1 1 1 2 2 2 
55 ...................... 0 0 1 1 1 1 2 2 2 2 
56 ...................... 0 0 1 1 1 1 2 2 2 3 
57 ...................... 0 0 1 1 1 2 2 2 3 3 
58 ...................... 0 1 1 1 1 2 2 2 3 3 
59 ...................... 0 1 1 1 1 2 2 3 3 4 
60 ...................... 0 1 1 1 2 2 2 3 3 4 
61 ...................... 0 1 1 1 2 2 3 3 4 4 
62 ...................... 0 1 1 2 2 2 3 4 4 5 
63 ...................... 0 1 1 2 2 3 3 4 5 5 
64 ...................... 0 1 1 2 2 3 4 4 5 6 
65 ...................... 0 1 2 2 3 3 4 5 6 6 
66 ...................... 1 1 2 2 3 4 5 5 6 7 
67 ...................... 1 1 2 3 3 4 5 6 7 8 
68 ...................... 1 1 2 3 4 5 6 7 8 9 
69 ...................... 1 1 2 3 4 5 6 7 8 10 
70 ...................... 1 2 3 4 5 6 7 8 9 11 
71 ...................... 1 2 3 4 5 6 8 9 10 12 
72 ...................... 1 2 3 4 6 7 8 10 11 13 
73 ...................... 1 2 4 5 6 8 9 11 13 14 
74 ...................... 1 3 4 5 7 9 10 12 14 16 
75 ...................... 1 3 4 6 8 9 11 13 15 17 
76 ...................... 2 3 5 7 9 10 12 15 17 19 
77 ...................... 2 4 5 7 9 12 14 16 18 21 
78 ...................... 2 4 6 8 10 13 15 18 20 23 
79 ...................... 2 4 7 9 11 14 17 19 22 25 
80 ...................... 2 5 7 10 13 15 18 21 24 27 
81 ...................... 3 5 8 11 14 17 20 23 26 29 
82 ...................... 3 6 9 12 15 19 22 25 28 32 
83 ...................... 3 7 10 13 17 20 24 27 31 34 
84 ...................... 4 7 11 15 19 22 26 30 33 37 
85 ...................... 4 8 12 16 20 24 28 32 36 40 
86 ...................... 4 9 13 18 22 27 31 35 39 42 
87 ...................... 5 10 15 20 24 29 33 37 41 45 
88 ...................... 5 11 16 21 26 31 36 40 44 48 
89 ...................... 6 12 18 23 28 33 38 43 47 50 
90 ...................... 7 13 19 25 31 36 41 45 49 53 
91 ...................... 7 14 21 27 33 38 43 48 52 55 
92 ...................... 8 15 22 29 35 40 45 50 54 58 
93 ...................... 9 17 24 31 37 43 48 52 56 60 
94 ...................... 9 18 26 33 39 45 50 54 58 62 
95 ...................... 10 19 27 35 41 47 52 57 60 64 
96 ...................... 11 20 29 36 43 49 54 59 62 66 
97 ...................... 11 21 30 38 45 51 56 61 64 68 
98 ...................... 12 23 32 40 47 53 58 63 66 69 
99 ...................... 13 24 34 42 49 55 60 65 68 71 
100 .................... 14 26 36 44 52 58 63 67 70 73 
101 .................... 14 27 38 47 54 60 65 69 72 75 
102 .................... 15 29 40 49 56 62 67 71 74 77 
103 .................... 17 31 42 52 59 65 69 73 76 78 
104 .................... 18 33 45 55 62 67 72 75 78 80 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VII—PERCENT VALUE OF REFUND FEATURE; DURATION OF GUARANTEED AMOUNT— 
Continued 

Age 
Years— 

1 2 3 4 5 6 7 8 9 10 

105 .................... 19 36 48 58 65 70 74 77 80 82 
106 .................... 21 38 51 61 68 73 77 79 82 84 
107 .................... 23 42 55 64 71 75 79 81 84 85 
108 .................... 25 45 58 67 73 78 81 83 85 87 
109 .................... 28 49 62 71 76 80 83 85 87 88 
110 .................... 31 52 66 74 79 82 85 87 88 89 
111 .................... 34 57 70 77 82 85 87 88 90 91 
112 .................... 37 61 73 80 84 87 88 90 91 92 
113 .................... 41 66 77 83 86 88 90 91 92 93 
114 .................... 45 70 80 85 88 90 92 93 93 94 
115 .................... 50 75 83 88 90 92 93 94 94 95 

TABLE VII—PERCENT VALUE OF REFUND FEATURE; DURATION OF GUARANTEED AMOUNT 

Age 
Years— 

11 12 13 14 15 16 17 18 19 20 

5 ........................ 0 0 0 0 0 0 0 0 0 0 
6 ........................ 0 0 0 0 0 0 0 0 0 0 
7 ........................ 0 0 0 0 0 0 0 0 0 0 
8 ........................ 0 0 0 0 0 0 0 0 0 0 
9 ........................ 0 0 0 0 0 0 0 0 0 0 
10 ...................... 0 0 0 0 0 0 0 0 0 0 
11 ...................... 0 0 0 0 0 0 0 0 0 0 
12 ...................... 0 0 0 0 0 0 0 0 0 0 
13 ...................... 0 0 0 0 0 0 0 0 0 0 
14 ...................... 0 0 0 0 0 0 0 0 0 0 
15 ...................... 0 0 0 0 0 0 0 0 0 0 
16 ...................... 0 0 0 0 0 0 0 0 0 0 
17 ...................... 0 0 0 0 0 0 0 0 0 0 
18 ...................... 0 0 0 0 0 0 0 0 0 0 
19 ...................... 0 0 0 0 0 0 0 0 0 0 
20 ...................... 0 0 0 0 0 0 0 0 0 1 
21 ...................... 0 0 0 0 0 0 0 0 0 1 
22 ...................... 0 0 0 0 0 0 0 0 1 1 
23 ...................... 0 0 0 0 0 0 0 1 1 1 
24 ...................... 0 0 0 0 0 0 0 1 1 1 
25 ...................... 0 0 0 0 0 0 1 1 1 1 
26 ...................... 0 0 0 0 0 0 1 1 1 1 
27 ...................... 0 0 0 0 0 1 1 1 1 1 
28 ...................... 0 0 0 0 1 1 1 1 1 1 
29 ...................... 0 0 0 0 1 1 1 1 1 1 
30 ...................... 0 0 0 1 1 1 1 1 1 1 
31 ...................... 0 0 0 1 1 1 1 1 1 1 
32 ...................... 0 0 1 1 1 1 1 1 1 1 
33 ...................... 0 0 1 1 1 1 1 1 1 1 
34 ...................... 0 1 1 1 1 1 1 1 1 1 
35 ...................... 0 1 1 1 1 1 1 1 1 1 
36 ...................... 1 1 1 1 1 1 1 1 1 1 
37 ...................... 1 1 1 1 1 1 1 1 1 1 
38 ...................... 1 1 1 1 1 1 1 1 1 2 
39 ...................... 1 1 1 1 1 1 1 1 2 2 
40 ...................... 1 1 1 1 1 1 1 2 2 2 
41 ...................... 1 1 1 1 1 1 2 2 2 2 
42 ...................... 1 1 1 1 1 2 2 2 2 2 
43 ...................... 1 1 1 1 2 2 2 2 2 3 
44 ...................... 1 1 1 2 2 2 2 2 3 3 
45 ...................... 1 1 2 2 2 2 2 3 3 3 
46 ...................... 1 2 2 2 2 2 3 3 3 3 
47 ...................... 1 2 2 2 2 2 3 3 3 4 
48 ...................... 2 2 2 2 2 3 3 3 4 4 
49 ...................... 2 2 2 2 3 3 3 4 4 4 
50 ...................... 2 2 2 3 3 3 3 4 4 5 
51 ...................... 2 2 3 3 3 3 4 4 4 5 
52 ...................... 2 2 3 3 3 4 4 5 5 5 
53 ...................... 2 3 3 3 4 4 5 5 5 6 
54 ...................... 3 3 3 4 4 4 5 5 6 7 
55 ...................... 3 3 4 4 4 5 5 6 7 7 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VII—PERCENT VALUE OF REFUND FEATURE; DURATION OF GUARANTEED AMOUNT— 
Continued 

Age 
Years— 

11 12 13 14 15 16 17 18 19 20 

56 ...................... 3 3 4 4 5 5 6 7 7 8 
57 ...................... 3 4 4 5 5 6 6 7 8 9 
58 ...................... 4 4 5 5 6 6 7 8 9 9 
59 ...................... 4 5 5 6 6 7 8 9 9 10 
60 ...................... 4 5 6 6 7 8 9 10 10 11 
61 ...................... 5 6 6 7 8 9 10 10 11 13 
62 ...................... 5 6 7 8 9 10 11 12 13 14 
63 ...................... 6 7 8 9 10 11 12 13 14 15 
64 ...................... 7 8 8 9 10 12 13 14 15 17 
65 ...................... 7 8 9 10 12 13 14 15 17 18 
66 ...................... 8 9 10 12 13 14 15 17 18 20 
67 ...................... 9 10 11 13 14 15 17 18 20 22 
68 ...................... 10 11 13 14 15 17 19 20 22 24 
69 ...................... 11 12 14 15 17 19 20 22 24 26 
70 ...................... 12 14 15 17 19 20 22 24 26 28 
71 ...................... 13 15 17 18 20 22 24 26 28 30 
72 ...................... 15 17 18 20 22 24 26 28 30 32 
73 ...................... 16 18 20 22 24 26 28 31 33 35 
74 ...................... 18 20 22 24 26 28 31 33 35 37 
75 ...................... 19 22 24 26 28 31 33 35 38 40 
76 ...................... 21 24 26 28 31 33 36 38 40 43 
77 ...................... 23 26 28 31 33 36 38 41 43 45 
78 ...................... 25 28 31 33 36 38 41 43 46 48 
79 ...................... 28 30 33 36 38 41 44 46 48 51 
80 ...................... 30 33 36 38 41 44 46 49 51 53 
81 ...................... 32 35 38 41 44 47 49 51 54 56 
82 ...................... 35 38 41 44 47 49 52 54 56 58 
83 ...................... 38 41 44 47 49 52 54 57 59 61 
84 ...................... 40 44 47 49 52 55 57 59 61 63 
85 ...................... 43 46 49 52 55 57 59 62 63 65 
86 ...................... 46 49 52 55 57 60 62 64 66 67 
87 ...................... 48 52 55 57 60 62 64 66 68 69 
88 ...................... 51 54 57 60 62 64 66 68 70 71 
89 ...................... 54 57 60 62 65 67 68 70 72 73 
90 ...................... 56 59 62 64 67 69 70 72 74 75 
91 ...................... 59 62 64 67 69 71 72 74 75 76 
92 ...................... 61 64 66 69 71 72 74 75 77 78 
93 ...................... 63 66 68 70 72 74 75 77 78 79 
94 ...................... 65 68 70 72 74 75 77 78 79 80 
95 ...................... 67 69 72 74 75 77 78 79 81 82 
96 ...................... 69 71 73 75 77 78 80 81 82 83 
97 ...................... 70 73 75 77 78 80 81 82 83 84 
98 ...................... 72 74 76 78 79 81 82 83 84 85 
99 ...................... 74 76 78 79 81 82 83 84 85 86 
100 .................... 75 78 79 81 82 83 84 85 86 86 
101 .................... 77 79 81 82 83 84 85 86 87 87 
102 .................... 79 81 82 83 84 85 86 87 88 88 
103 .................... 80 82 83 85 86 87 87 88 89 89 
104 .................... 82 84 85 86 87 88 88 89 90 90 
105 .................... 84 85 86 87 88 89 89 90 90 91 
106 .................... 85 86 87 88 89 90 90 91 91 92 
107 .................... 87 88 89 89 90 91 91 92 92 93 
108 .................... 88 89 90 90 91 92 92 93 93 93 
109 .................... 89 90 91 92 92 93 93 93 94 94 
110 .................... 90 91 92 92 93 93 94 94 94 95 
111 .................... 92 92 93 93 94 94 95 95 95 95 
112 .................... 93 93 94 94 95 95 95 96 96 96 
113 .................... 94 94 95 95 95 96 96 96 96 97 
114 .................... 95 95 95 96 96 96 97 97 97 97 
115 .................... 95 96 96 96 97 97 97 97 97 98 

TABLE VII—PERCENT VALUE OF REFUND FEATURE; DURATION OF GUARANTEED AMOUNT 

Age 
Years— 

21 22 23 24 25 26 27 28 29 30 

5 ........................ 0 0 0 0 0 0 0 0 0 0 
6 ........................ 0 0 0 0 0 0 0 0 0 0 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VII—PERCENT VALUE OF REFUND FEATURE; DURATION OF GUARANTEED AMOUNT— 
Continued 

Age 
Years— 

21 22 23 24 25 26 27 28 29 30 

7 ........................ 0 0 0 0 0 0 0 0 0 0 
8 ........................ 0 0 0 0 0 0 0 0 0 1 
9 ........................ 0 0 0 0 0 0 0 0 1 1 
10 ...................... 0 0 0 0 0 0 0 1 1 1 
11 ...................... 0 0 0 0 0 0 1 1 1 1 
12 ...................... 0 0 0 0 0 0 1 1 1 1 
13 ...................... 0 0 0 0 0 1 1 1 1 1 
14 ...................... 0 0 0 0 1 1 1 1 1 1 
15 ...................... 0 0 0 1 1 1 1 1 1 1 
16 ...................... 0 0 1 1 1 1 1 1 1 1 
17 ...................... 0 0 1 1 1 1 1 1 1 1 
18 ...................... 0 1 1 1 1 1 1 1 1 1 
19 ...................... 1 1 1 1 1 1 1 1 1 1 
20 ...................... 1 1 1 1 1 1 1 1 1 1 
21 ...................... 1 1 1 1 1 1 1 1 1 1 
22 ...................... 1 1 1 1 1 1 1 1 1 1 
23 ...................... 1 1 1 1 1 1 1 1 1 1 
24 ...................... 1 1 1 1 1 1 1 1 1 1 
25 ...................... 1 1 1 1 1 1 1 1 1 1 
26 ...................... 1 1 1 1 1 1 1 1 1 1 
27 ...................... 1 1 1 1 1 1 1 1 1 2 
28 ...................... 1 1 1 1 1 1 1 1 2 2 
29 ...................... 1 1 1 1 1 1 1 2 2 2 
30 ...................... 1 1 1 1 1 1 2 2 2 2 
31 ...................... 1 1 1 1 1 2 2 2 2 2 
32 ...................... 1 1 1 1 2 2 2 2 2 2 
33 ...................... 1 1 1 2 2 2 2 2 2 2 
34 ...................... 1 1 2 2 2 2 2 2 2 3 
35 ...................... 1 2 2 2 2 2 2 2 3 3 
36 ...................... 2 2 2 2 2 2 2 3 3 3 
37 ...................... 2 2 2 2 2 2 3 3 3 3 
38 ...................... 2 2 2 2 2 3 3 3 3 4 
39 ...................... 2 2 2 2 3 3 3 3 4 4 
40 ...................... 2 2 3 3 3 3 3 4 4 4 
41 ...................... 2 3 3 3 3 3 4 4 4 5 
42 ...................... 3 3 3 3 3 4 4 4 5 5 
43 ...................... 3 3 3 4 4 4 4 5 5 6 
44 ...................... 3 3 4 4 4 4 5 5 6 6 
45 ...................... 3 4 4 4 5 5 5 6 6 7 
46 ...................... 4 4 4 5 5 5 6 6 7 7 
47 ...................... 4 4 5 5 5 6 6 7 7 8 
48 ...................... 4 5 5 5 6 6 7 7 8 9 
49 ...................... 5 5 5 6 6 7 8 8 9 10 
50 ...................... 5 5 6 6 7 8 8 9 10 10 
51 ...................... 5 6 6 7 8 8 9 10 11 11 
52 ...................... 6 7 7 8 8 9 10 11 11 12 
53 ...................... 7 7 8 8 9 10 11 12 13 14 
54 ...................... 7 8 8 9 10 11 12 13 14 15 
55 ...................... 8 9 9 10 11 12 13 14 15 16 
56 ...................... 9 9 10 11 12 13 14 15 16 18 
57 ...................... 9 10 11 12 13 14 15 17 18 19 
58 ...................... 10 11 12 13 14 16 17 18 19 21 
59 ...................... 11 12 13 15 16 17 18 20 21 22 
60 ...................... 12 14 15 16 17 19 20 21 23 24 
61 ...................... 14 15 16 17 19 20 22 23 25 26 
62 ...................... 15 16 18 19 20 22 23 25 27 28 
63 ...................... 16 18 19 21 22 24 25 27 29 30 
64 ...................... 18 19 21 23 24 26 28 29 31 33 
65 ...................... 20 21 23 25 26 28 30 31 33 35 
66 ...................... 21 23 25 27 28 30 32 34 35 37 
67 ...................... 23 25 27 29 31 32 34 36 38 40 
68 ...................... 25 27 29 31 33 35 37 38 40 42 
69 ...................... 28 29 31 33 35 37 39 41 43 44 
70 ...................... 30 32 34 36 38 40 42 43 45 47 
71 ...................... 32 34 36 38 40 42 44 46 47 49 
72 ...................... 35 37 39 41 43 45 46 48 50 51 
73 ...................... 37 39 41 43 45 47 49 51 52 54 
74 ...................... 40 42 44 46 48 50 51 53 54 56 
75 ...................... 42 44 46 48 50 52 54 55 57 58 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VII—PERCENT VALUE OF REFUND FEATURE; DURATION OF GUARANTEED AMOUNT— 
Continued 

Age 
Years— 

21 22 23 24 25 26 27 28 29 30 

76 ...................... 45 47 49 51 53 54 56 58 59 60 
77 ...................... 47 50 51 53 55 57 58 60 61 62 
78 ...................... 50 52 54 56 57 59 61 62 63 64 
79 ...................... 53 55 56 58 60 61 63 64 65 66 
80 ...................... 55 57 59 60 62 63 65 66 67 68 
81 ...................... 58 59 61 63 64 66 67 68 69 70 
82 ...................... 60 62 63 65 66 68 69 70 71 72 
83 ...................... 62 64 66 67 68 70 71 72 73 74 
84 ...................... 65 66 68 69 70 71 72 73 74 75 
85 ...................... 67 68 70 71 72 73 74 75 76 77 
86 ...................... 69 70 72 73 74 75 76 77 77 78 
87 ...................... 71 72 73 75 76 76 77 78 79 80 
88 ...................... 73 74 75 76 77 78 79 80 80 81 
89 ...................... 74 76 77 78 79 79 80 81 81 82 
90 ...................... 76 77 78 79 80 81 81 82 83 83 
91 ...................... 78 79 79 80 81 82 83 83 84 84 
92 ...................... 79 80 81 82 82 83 84 84 85 85 
93 ...................... 80 81 82 83 83 84 85 85 86 86 
94 ...................... 81 82 83 84 84 85 85 86 86 87 
95 ...................... 82 83 84 85 85 86 86 87 87 88 
96 ...................... 83 84 85 86 86 87 87 88 88 88 
97 ...................... 84 85 86 86 87 87 88 88 89 89 
98 ...................... 85 86 87 87 88 88 89 89 89 90 
99 ...................... 86 87 87 88 88 89 89 90 90 90 
100 .................... 87 88 88 89 89 90 90 90 91 91 
101 .................... 88 89 89 90 90 90 91 91 91 92 
102 .................... 89 89 90 90 91 91 91 92 92 92 
103 .................... 90 90 91 91 91 92 92 92 93 93 
104 .................... 91 91 91 92 92 92 93 93 93 93 
105 .................... 91 92 92 92 93 93 93 94 94 94 
106 .................... 92 93 93 93 93 94 94 94 94 95 
107 .................... 93 93 94 94 94 94 95 95 95 95 
108 .................... 94 94 94 94 95 95 95 95 95 96 
109 .................... 94 95 95 95 95 95 96 96 96 96 
110 .................... 95 95 95 96 96 96 96 96 96 96 
111 .................... 96 96 96 96 96 96 97 97 97 97 
112 .................... 96 96 96 97 97 97 97 97 97 97 
113 .................... 97 97 97 97 97 97 97 98 98 98 
114 .................... 97 97 97 98 98 98 98 98 98 98 
115 .................... 98 98 98 98 98 98 98 98 98 98 

TABLE VII—PERCENT VALUE OF REFUND FEATURE; DURATION OF GUARANTEED AMOUNT 

Age 
Years— 

31 32 33 34 35 36 37 38 39 40 

5 ........................ 0 1 1 1 1 1 1 1 1 1 
6 ........................ 0 1 1 1 1 1 1 1 1 1 
7 ........................ 1 1 1 1 1 1 1 1 1 1 
8 ........................ 1 1 1 1 1 1 1 1 1 1 
9 ........................ 1 1 1 1 1 1 1 1 1 1 
10 ...................... 1 1 1 1 1 1 1 1 1 1 
11 ...................... 1 1 1 1 1 1 1 1 1 1 
12 ...................... 1 1 1 1 1 1 1 1 1 1 
13 ...................... 1 1 1 1 1 1 1 1 1 1 
14 ...................... 1 1 1 1 1 1 1 1 1 1 
15 ...................... 1 1 1 1 1 1 1 1 1 1 
16 ...................... 1 1 1 1 1 1 1 1 1 1 
17 ...................... 1 1 1 1 1 1 1 1 1 1 
18 ...................... 1 1 1 1 1 1 1 1 1 2 
19 ...................... 1 1 1 1 1 1 1 1 2 2 
20 ...................... 1 1 1 1 1 1 1 2 2 2 
21 ...................... 1 1 1 1 1 1 2 2 2 2 
22 ...................... 1 1 1 1 1 2 2 2 2 2 
23 ...................... 1 1 1 2 2 2 2 2 2 2 
24 ...................... 1 1 2 2 2 2 2 2 2 2 
25 ...................... 1 2 2 2 2 2 2 2 2 3 
26 ...................... 2 2 2 2 2 2 2 2 3 3 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VII—PERCENT VALUE OF REFUND FEATURE; DURATION OF GUARANTEED AMOUNT— 
Continued 

Age 
Years— 

31 32 33 34 35 36 37 38 39 40 

27 ...................... 2 2 2 2 2 2 2 3 3 3 
28 ...................... 2 2 2 2 2 2 3 3 3 3 
29 ...................... 2 2 2 2 2 3 3 3 3 4 
30 ...................... 2 2 2 3 3 3 3 3 4 4 
31 ...................... 2 2 3 3 3 3 3 4 4 4 
32 ...................... 2 3 3 3 3 3 4 4 4 5 
33 ...................... 3 3 3 3 3 4 4 4 5 5 
34 ...................... 3 3 3 3 4 4 4 5 5 5 
35 ...................... 3 3 3 4 4 4 5 5 5 6 
36 ...................... 3 4 4 4 4 5 5 5 6 6 
37 ...................... 4 4 4 4 5 5 6 6 6 7 
38 ...................... 4 4 5 5 5 6 6 7 7 8 
39 ...................... 4 5 5 5 6 6 7 7 8 8 
40 ...................... 5 5 5 6 6 7 7 8 8 9 
41 ...................... 5 5 6 6 7 7 8 9 9 10 
42 ...................... 6 6 6 7 7 8 9 9 10 11 
43 ...................... 6 7 7 8 8 9 9 10 11 12 
44 ...................... 7 7 8 8 9 10 10 11 12 13 
45 ...................... 7 8 8 9 10 10 11 12 13 14 
46 ...................... 8 9 9 10 11 11 12 13 14 15 
47 ...................... 9 9 10 11 12 12 13 14 15 16 
48 ...................... 9 10 11 12 13 14 15 16 17 18 
49 ...................... 10 11 12 13 14 15 16 17 18 19 
50 ...................... 11 12 13 14 15 16 17 18 20 21 
51 ...................... 12 13 14 15 16 17 19 20 21 22 
52 ...................... 13 14 15 17 18 19 20 21 23 24 
53 ...................... 15 16 17 18 19 20 22 23 24 26 
54 ...................... 16 17 18 19 21 22 23 25 26 28 
55 ...................... 17 18 20 21 22 24 25 27 28 30 
56 ...................... 19 20 21 23 24 26 27 29 30 32 
57 ...................... 20 22 23 25 26 28 29 31 32 34 
58 ...................... 22 24 25 27 28 30 31 33 34 36 
59 ...................... 24 25 27 28 30 32 33 35 36 38 
60 ...................... 26 27 29 31 32 34 35 37 38 40 
61 ...................... 28 29 31 33 34 36 37 39 40 42 
62 ...................... 30 32 33 35 36 38 40 41 42 44 
63 ...................... 32 34 35 37 39 40 42 43 45 46 
64 ...................... 34 36 38 39 41 42 44 45 47 48 
65 ...................... 37 38 40 42 43 45 46 47 49 50 
66 ...................... 39 41 42 44 45 47 48 50 51 52 
67 ...................... 41 43 45 46 48 49 50 52 53 54 
68 ...................... 44 45 47 48 50 51 52 54 55 56 
69 ...................... 46 48 49 51 52 53 54 56 57 58 
70 ...................... 48 50 51 53 54 55 57 58 59 60 
71 ...................... 51 52 54 55 56 57 59 60 61 62 
72 ...................... 53 54 56 57 58 59 60 62 62 63 
73 ...................... 55 57 58 59 60 61 62 63 64 65 
74 ...................... 57 59 60 61 62 63 64 65 66 67 
75 ...................... 59 61 62 63 64 65 66 67 68 69 
76 ...................... 62 63 64 65 66 67 68 69 69 70 
77 ...................... 64 65 66 67 68 69 70 70 71 72 
78 ...................... 66 67 68 69 70 70 71 72 73 73 
79 ...................... 67 68 69 70 71 72 73 73 74 75 
80 ...................... 69 70 71 72 73 74 74 75 76 76 
81 ...................... 71 72 73 74 74 75 76 76 77 78 
82 ...................... 73 74 74 75 76 77 77 78 78 79 
83 ...................... 74 75 76 77 77 78 79 79 80 80 
84 ...................... 76 77 77 78 79 79 80 80 81 81 
85 ...................... 78 78 79 79 80 81 81 82 82 83 
86 ...................... 79 80 80 81 81 82 82 83 83 84 
87 ...................... 80 81 81 82 83 83 83 84 84 85 
88 ...................... 82 82 83 83 84 84 85 85 85 86 
89 ...................... 83 83 84 84 85 85 85 86 86 87 
90 ...................... 84 84 85 85 86 86 86 87 87 87 
91 ...................... 85 85 86 86 87 87 87 88 88 88 
92 ...................... 86 86 87 87 87 88 88 88 89 89 
93 ...................... 87 87 87 88 88 88 89 89 89 90 
94 ...................... 87 88 88 88 89 89 89 90 90 90 
95 ...................... 88 88 89 89 89 90 90 90 91 91 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VII—PERCENT VALUE OF REFUND FEATURE; DURATION OF GUARANTEED AMOUNT— 
Continued 

Age 
Years— 

31 32 33 34 35 36 37 38 39 40 

96 ...................... 89 89 89 90 90 90 91 91 91 91 
97 ...................... 89 90 90 90 91 91 91 91 92 92 
98 ...................... 90 90 91 91 91 91 92 92 92 92 
99 ...................... 91 91 91 92 92 92 92 92 93 93 
100 .................... 91 92 92 92 92 92 93 93 93 93 
101 .................... 92 92 92 93 93 93 93 93 94 94 
102 .................... 92 93 93 93 93 94 94 94 94 94 
103 .................... 93 93 93 94 94 94 94 94 94 95 
104 .................... 94 94 94 94 94 95 95 95 95 95 
105 .................... 94 94 95 95 95 95 95 95 95 95 
106 .................... 95 95 95 95 95 95 96 96 96 96 
107 .................... 95 95 96 96 96 96 96 96 96 96 
108 .................... 96 96 96 96 96 96 96 96 97 97 
109 .................... 96 96 96 97 97 97 97 97 97 97 
110 .................... 97 97 97 97 97 97 97 97 97 97 
111 .................... 97 97 97 97 97 97 98 98 98 98 
112 .................... 97 97 98 98 98 98 98 98 98 98 
113 .................... 98 98 98 98 98 98 98 98 98 98 
114 .................... 98 98 98 98 98 98 98 98 98 99 
115 .................... 98 98 98 99 99 99 99 99 99 99 

TABLE VIII—TEMPORARY LIFE ANNUITIES; 1 ONE LIFE—EXPECTED RETURN MULTIPLES 
[See footnote at end of tables] 

Temporary Period—Maximum Duration of Annuity 

Age 
Years— 

1 2 3 4 5 6 7 8 9 10 

5 ........................ 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
6 ........................ 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
7 ........................ 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
8 ........................ 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
9 ........................ 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
10 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
11 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
12 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
13 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
14 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
15 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
16 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
17 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
18 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
19 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
20 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
21 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
22 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
23 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
24 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
25 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
26 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
27 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
28 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
29 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
30 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
31 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
32 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
33 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
34 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
35 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
36 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 10.0 
37 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 9.9 
38 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 9.9 
39 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 9.0 9.9 
40 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 8.9 9.9 
41 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 8.9 9.9 
42 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 8.0 8.9 9.9 
43 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 7.9 8.9 9.9 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VIII—TEMPORARY LIFE ANNUITIES; 1 ONE LIFE—EXPECTED RETURN MULTIPLES—Continued 
[See footnote at end of tables] 

Temporary Period—Maximum Duration of Annuity 

Age 
Years— 

1 2 3 4 5 6 7 8 9 10 

44 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 7.9 8.9 9.9 
45 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 7.0 7.9 8.9 9.9 
46 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 6.9 7.9 8.9 9.9 
47 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 6.9 7.9 8.9 9.9 
48 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 6.9 7.9 8.9 9.9 
49 ...................... 1.0 2.0 3.0 4.0 5.0 6.0 6.9 7.9 8.9 9.8 
50 ...................... 1.0 2.0 3.0 4.0 5.0 5.9 6.9 7.9 8.9 9.8 
51 ...................... 1.0 2.0 3.0 4.0 5.0 5.9 6.9 7.9 8.9 9.8 
52 ...................... 1.0 2.0 3.0 4.0 5.0 5.9 6.9 7.9 8.8 9.8 
53 ...................... 1.0 2.0 3.0 4.0 5.0 5.9 6.9 7.9 8.8 9.8 
54 ...................... 1.0 2.0 3.0 4.0 4.9 5.9 6.9 7.9 8.8 9.8 
55 ...................... 1.0 2.0 3.0 4.0 4.9 5.9 6.9 7.8 8.8 9.7 
56 ...................... 1.0 2.0 3.0 4.0 4.9 5.9 6.9 7.8 8.8 9.7 
57 ...................... 1.0 2.0 3.0 4.0 4.9 5.9 6.9 7.8 8.8 9.7 
58 ...................... 1.0 2.0 3.0 4.0 4.9 5.9 6.9 7.8 8.7 9.7 
59 ...................... 1.0 2.0 3.0 4.0 4.9 5.9 6.8 7.8 8.7 9.6 
60 ...................... 1.0 2.0 3.0 3.9 4.9 5.9 6.8 7.8 8.7 9.6 
61 ...................... 1.0 2.0 3.0 3.9 4.9 5.9 6.8 7.7 8.7 9.6 
62 ...................... 1.0 2.0 3.0 3.9 4.9 5.8 6.8 7.7 8.6 9.5 
63 ...................... 1.0 2.0 3.0 3.9 4.9 5.8 6.8 7.7 8.6 9.5 
64 ...................... 1.0 2.0 3.0 3.9 4.9 5.8 6.7 7.6 8.5 9.4 
65 ...................... 1.0 2.0 3.0 3.9 4.9 5.8 6.7 7.6 8.5 9.3 
66 ...................... 1.0 2.0 2.9 3.9 4.8 5.8 6.7 7.6 8.4 9.3 
67 ...................... 1.0 2.0 2.9 3.9 4.8 5.7 6.6 7.5 8.4 9.2 
68 ...................... 1.0 2.0 2.9 3.9 4.8 5.7 6.6 7.5 8.3 9.1 
69 ...................... 1.0 2.0 2.9 3.9 4.8 5.7 6.6 7.4 8.2 9.0 
70 ...................... 1.0 2.0 2.9 3.9 4.8 5.6 6.5 7.3 8.1 8.9 
71 ...................... 1.0 2.0 2.9 3.8 4.7 5.6 6.5 7.3 8.1 8.8 
72 ...................... 1.0 2.0 2.9 3.8 4.7 5.6 6.4 7.2 8.0 8.7 
73 ...................... 1.0 2.0 2.9 3.8 4.7 5.5 6.3 7.1 7.9 8.6 
74 ...................... 1.0 1.9 2.9 3.8 4.6 5.5 6.3 7.0 7.7 8.4 
75 ...................... 1.0 1.9 2.9 3.8 4.6 5.4 6.2 6.9 7.6 8.3 
76 ...................... 1.0 1.9 2.8 3.7 4.6 5.4 6.1 6.8 7.5 8.1 
77 ...................... 1.0 1.9 2.8 3.7 4.5 5.3 6.0 6.7 7.3 7.9 
78 ...................... 1.0 1.9 2.8 3.7 4.5 5.2 5.9 6.6 7.2 7.7 
79 ...................... 1.0 1.9 2.8 3.6 4.4 5.1 5.8 6.4 7.0 7.5 
80 ...................... 1.0 1.9 2.8 3.6 4.4 5.1 5.7 6.3 6.8 7.3 
81 ...................... 1.0 1.9 2.8 3.6 4.3 5.0 5.6 6.1 6.6 7.0 
82 ...................... 1.0 1.9 2.7 3.5 4.2 4.9 5.4 6.0 6.4 6.8 
83 ...................... 1.0 1.9 2.7 3.5 4.1 4.8 5.3 5.8 6.2 6.5 
84 ...................... 1.0 1.8 2.7 3.4 4.1 4.6 5.2 5.6 6.0 6.3 
85 ...................... 1.0 1.8 2.6 3.3 4.0 4.5 5.0 5.4 5.7 6.0 
86 ...................... 1.0 1.8 2.6 3.3 3.9 4.4 4.8 5.2 5.5 5.7 
87 ...................... .9 1.8 2.5 3.2 3.8 4.3 4.7 5.0 5.3 5.5 
88 ...................... .9 1.8 2.5 3.1 3.7 4.1 4.5 4.8 5.0 5.2 
89 ...................... .9 1.8 2.5 3.1 3.6 4.0 4.3 4.6 4.8 4.9 
90 ...................... .9 1.7 2.4 3.0 3.4 3.8 4.1 4.4 4.5 4.7 
91 ...................... .9 1.7 2.4 2.9 3.3 3.7 4.0 4.2 4.3 4.4 
92 ...................... .9 1.7 2.3 2.8 3.2 3.5 3.8 4.0 4.1 4.2 
93 ...................... .9 1.7 2.3 2.7 3.1 3.4 3.6 3.8 3.9 4.0 
94 ...................... .9 1.6 2.2 2.7 3.0 3.3 3.5 3.6 3.7 3.8 
95 ...................... .9 1.6 2.2 2.6 2.9 3.1 3.3 3.4 3.5 3.6 
96 ...................... .9 1.6 2.1 2.5 2.8 3.0 3.2 3.3 3.3 3.4 
97 ...................... .9 1.6 2.1 2.4 2.7 2.9 3.0 3.1 3.2 3.2 
98 ...................... .9 1.5 2.0 2.4 2.6 2.8 2.9 3.0 3.0 3.0 
99 ...................... .9 1.5 2.0 2.3 2.5 2.6 2.7 2.8 2.8 2.8 
100 .................... .9 1.5 1.9 2.2 2.4 2.5 2.6 2.6 2.6 2.7 
101 .................... .8 1.4 1.8 2.1 2.3 2.4 2.4 2.5 2.5 2.5 
102 .................... .8 1.4 1.8 2.0 2.1 2.2 2.3 2.3 2.3 2.3 
103 .................... .8 1.4 1.7 1.9 2.0 2.1 2.1 2.1 2.1 2.1 
104 .................... .8 1.3 1.6 1.8 1.9 1.9 1.9 1.9 1.9 1.9 
105 .................... .8 1.3 1.5 1.7 1.7 1.8 1.8 1.8 1.8 1.8 
106 .................... .8 1.2 1.4 1.5 1.6 1.6 1.6 1.6 1.6 1.6 
107 .................... .7 1.1 1.3 1.4 1.4 1.4 1.4 1.4 1.4 1.4 
108 .................... .7 1.1 1.2 1.3 1.3 1.3 1.3 1.3 1.3 1.3 
109 .................... .7 1.0 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
110 .................... .7 .9 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
111 .................... .6 .8 .9 .9 .9 .9 .9 .9 .9 .9 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VIII—TEMPORARY LIFE ANNUITIES; 1 ONE LIFE—EXPECTED RETURN MULTIPLES—Continued 
[See footnote at end of tables] 

Temporary Period—Maximum Duration of Annuity 

Age 
Years— 

1 2 3 4 5 6 7 8 9 10 

112 .................... .6 .7 .8 .8 .8 .8 .8 .8 .8 .8 
113 .................... .6 .6 .7 .7 .7 .7 .7 .7 .7 .7 
114 .................... .5 .6 .6 .6 .6 .6 .6 .6 .6 .6 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VIII—TEMPORARY LIFE ANNUITIES;1 ONE LIFE—EXPECTED RETURN MULTIPLES 
[See footnote at end of tables] 

Temporary Period—Maximum Duration of Annuity 

Age 
Years— 

11 12 13 14 15 16 17 18 19 20 

5 ........................ 11.0 12.0 13.0 14.0 15.0 16.0 17.0 18.0 19.0 19.9 
6 ........................ 11.0 12.0 13.0 14.0 15.0 16.0 17.0 18.0 19.0 19.9 
7 ........................ 11.0 12.0 13.0 14.0 15.0 16.0 17.0 18.0 19.0 19.9 
8 ........................ 11.0 12.0 13.0 14.0 15.0 16.0 17.0 18.0 18.9 19.9 
9 ........................ 11.0 12.0 13.0 14.0 15.0 16.0 17.0 18.0 18.9 19.9 
10 ...................... 11.0 12.0 13.0 14.0 15.0 16.0 17.0 18.0 18.9 19.9 
11 ...................... 11.0 12.0 13.0 14.0 15.0 16.0 17.0 17.9 18.9 19.9 
12 ...................... 11.0 12.0 13.0 14.0 15.0 16.0 17.0 17.9 18.9 19.9 
13 ...................... 11.0 12.0 13.0 14.0 15.0 16.0 17.0 17.9 18.9 19.9 
14 ...................... 11.0 12.0 13.0 14.0 15.0 16.0 16.9 17.9 18.9 19.9 
15 ...................... 11.0 12.0 13.0 14.0 15.0 16.0 16.9 17.9 18.9 19.9 
16 ...................... 11.0 12.0 13.0 14.0 15.0 16.0 16.9 17.9 18.9 19.9 
17 ...................... 11.0 12.0 13.0 14.0 15.0 15.9 16.9 17.9 18.9 19.9 
18 ...................... 11.0 12.0 13.0 14.0 15.0 15.9 16.9 17.9 18.9 19.9 
19 ...................... 11.0 12.0 13.0 14.0 15.0 15.9 16.9 17.9 18.9 19.9 
20 ...................... 11.0 12.0 13.0 14.0 14.9 15.9 16.9 17.9 18.9 19.9 
21 ...................... 11.0 12.0 13.0 14.0 14.9 15.9 16.9 17.9 18.9 19.9 
22 ...................... 11.0 12.0 13.0 14.0 14.9 15.9 16.9 17.9 18.9 19.9 
23 ...................... 11.0 12.0 13.0 13.9 14.9 15.9 16.9 17.9 18.9 19.9 
24 ...................... 11.0 12.0 13.0 13.9 14.9 15.9 16.9 17.9 18.9 19.9 
25 ...................... 11.0 12.0 13.0 13.9 14.9 15.9 16.9 17.9 18.9 19.9 
26 ...................... 11.0 12.0 12.9 13.9 14.9 15.9 16.9 17.9 18.9 19.9 
27 ...................... 11.0 12.0 12.9 13.9 14.9 15.9 16.9 17.9 18.9 19.9 
28 ...................... 11.0 12.0 12.9 13.9 14.9 15.9 16.9 17.9 18.9 19.8 
29 ...................... 11.0 12.0 12.9 13.9 14.9 15.9 16.9 17.9 18.9 19.8 
30 ...................... 11.0 11.9 12.9 13.9 14.9 15.9 16.9 17.9 18.8 19.8 
31 ...................... 11.0 11.9 12.9 13.9 14.9 15.9 16.9 17.9 18.8 19.8 
32 ...................... 11.0 11.9 12.9 13.9 14.9 15.9 16.9 17.8 18.8 19.8 
33 ...................... 11.0 11.9 12.9 13.9 14.9 15.9 16.9 17.8 18.8 19.8 
34 ...................... 10.9 11.9 12.9 13.9 14.9 15.9 16.8 17.8 18.8 19.8 
35 ...................... 10.9 11.9 12.9 13.9 14.9 15.9 16.8 17.8 18.8 19.7 
36 ...................... 10.9 11.9 12.9 13.9 14.9 15.8 16.8 17.8 18.8 19.7 
37 ...................... 10.9 11.9 12.9 13.9 14.9 15.8 16.8 17.8 18.7 19.7 
38 ...................... 10.9 11.9 12.9 13.9 14.8 15.8 16.8 17.8 18.7 19.7 
39 ...................... 10.9 11.9 12.9 13.9 14.8 15.8 16.8 17.7 18.7 19.6 
40 ...................... 10.9 11.9 12.9 13.8 14.8 15.8 16.7 17.7 18.7 19.6 
41 ...................... 10.9 11.9 12.9 13.8 14.8 15.8 16.7 17.7 18.6 19.6 
42 ...................... 10.9 11.9 12.8 13.8 14.8 15.7 16.7 17.6 18.6 19.5 
43 ...................... 10.9 11.9 12.8 13.8 14.8 15.7 16.7 17.6 18.6 19.5 
44 ...................... 10.9 11.8 12.8 13.8 14.7 15.7 16.6 17.6 18.5 19.4 
45 ...................... 10.9 11.8 12.8 13.8 14.7 15.7 16.6 17.5 18.5 19.4 
46 ...................... 10.9 11.8 12.8 13.7 14.7 15.6 16.6 17.5 18.4 19.3 
47 ...................... 10.8 11.8 12.8 13.7 14.7 15.6 16.5 17.5 18.4 19.3 
48 ...................... 10.8 11.8 12.7 13.7 14.6 15.6 16.5 17.4 18.3 19.2 
49 ...................... 10.8 11.8 12.7 13.7 14.6 15.5 16.4 17.4 18.3 19.2 
50 ...................... 10.8 11.7 12.7 13.6 14.6 15.5 16.4 17.3 18.2 19.1 
51 ...................... 10.8 11.7 12.7 13.6 14.5 15.4 16.3 17.2 18.1 19.0 
52 ...................... 10.8 11.7 12.6 13.6 14.5 15.4 16.3 17.2 18.0 18.9 
53 ...................... 10.7 11.7 12.6 13.5 14.4 15.3 16.2 17.1 18.0 18.8 
54 ...................... 10.7 11.6 12.6 13.5 14.4 15.3 16.2 17.0 17.9 18.7 
55 ...................... 10.7 11.6 12.5 13.4 14.3 15.2 16.1 16.9 17.8 18.6 
56 ...................... 10.7 11.6 12.5 13.4 14.3 15.1 16.0 16.8 17.6 18.4 
57 ...................... 10.6 11.5 12.4 13.3 14.2 15.1 15.9 16.7 17.5 18.3 
58 ...................... 10.6 11.5 12.4 13.3 14.1 15.0 15.8 16.6 17.4 18.1 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VIII—TEMPORARY LIFE ANNUITIES;1 ONE LIFE—EXPECTED RETURN MULTIPLES—Continued 
[See footnote at end of tables] 

Temporary Period—Maximum Duration of Annuity 

Age 
Years— 

11 12 13 14 15 16 17 18 19 20 

59 ...................... 10.6 11.4 12.3 13.2 14.0 14.9 15.7 16.4 17.2 17.9 
60 ...................... 10.5 11.4 12.3 13.1 13.9 14.7 15.5 16.3 17.0 17.7 
61 ...................... 10.5 11.3 12.2 13.0 13.8 14.6 15.4 16.1 16.8 17.5 
62 ...................... 10.4 11.3 12.1 12.9 13.7 14.5 15.2 15.9 16.6 17.2 
63 ...................... 10.3 11.2 12.0 12.8 13.6 14.3 15.0 15.7 16.3 17.0 
64 ...................... 10.3 11.1 11.9 12.7 13.4 14.1 14.8 15.5 16.1 16.7 
65 ...................... 10.2 11.0 11.8 12.5 13.2 13.9 14.6 15.2 15.8 16.3 
66 ...................... 10.1 10.9 11.6 12.4 13.1 13.7 14.4 14.9 15.5 16.0 
67 ...................... 10.0 10.8 11.5 12.2 12.9 13.5 14.1 14.7 15.2 15.6 
68 ...................... 9.9 10.6 11.4 12.0 12.7 13.3 13.8 14.3 14.8 15.3 
69 ...................... 9.8 10.5 11.2 11.8 12.4 13.0 13.5 14.0 14.4 14.8 
70 ...................... 9.6 10.3 11.0 11.6 12.2 12.7 13.2 13.7 14.0 14.4 
71 ...................... 9.5 10.2 10.8 11.4 11.9 12.4 12.9 13.3 13.6 13.9 
72 ...................... 9.4 10.0 10.6 11.2 11.7 12.1 12.5 12.9 13.2 13.5 
73 ...................... 9.2 9.8 10.4 10.9 11.4 11.8 12.1 12.5 12.7 13.0 
74 ...................... 9.0 9.6 10.1 10.6 11.0 11.4 11.7 12.0 12.3 12.5 
75 ...................... 8.8 9.4 9.9 10.3 10.7 11.0 11.3 11.6 11.8 12.0 
76 ...................... 8.6 9.1 9.6 10.0 10.3 10.6 10.9 11.1 11.3 11.4 
77 ...................... 8.4 8.9 9.3 9.7 10.0 10.2 10.5 10.6 10.8 10.9 
78 ...................... 8.2 8.6 9.0 9.3 9.6 9.8 10.0 10.2 10.3 10.4 
79 ...................... 7.9 8.3 8.7 9.0 9.2 9.4 9.5 9.7 9.8 9.8 
80 ...................... 7.7 8.0 8.3 8.6 8.8 9.0 9.1 9.2 9.3 9.3 
81 ...................... 7.4 7.7 8.0 8.2 8.4 8.5 8.6 8.7 8.8 8.8 
82 ...................... 7.1 7.4 7.6 7.8 8.0 8.1 8.2 8.2 8.3 8.3 
83 ...................... 6.8 7.1 7.3 7.4 7.5 7.6 7.7 7.8 7.8 7.8 
84 ...................... 6.5 6.7 6.9 7.0 7.1 7.2 7.3 7.3 7.3 7.4 
85 ...................... 6.2 6.4 6.6 6.7 6.7 6.8 6.8 6.9 6.9 6.9 
86 ...................... 5.9 6.1 6.2 6.3 6.4 6.4 6.4 6.5 6.5 6.5 
87 ...................... 5.6 5.8 5.9 5.9 6.0 6.0 6.0 6.1 6.1 6.1 
88 ...................... 5.3 5.4 5.5 5.6 5.6 5.6 5.7 5.7 5.7 5.7 
89 ...................... 5.1 5.1 5.2 5.3 5.3 5.3 5.3 5.3 5.3 5.3 
90 ...................... 4.8 4.9 4.9 4.9 5.0 5.0 5.0 5.0 5.0 5.0 
91 ...................... 4.5 4.6 4.6 4.6 4.7 4.7 4.7 4.7 4.7 4.7 
92 ...................... 4.3 4.3 4.3 4.4 4.4 4.4 4.4 4.4 4.4 4.4 
93 ...................... 4.0 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 
94 ...................... 3.8 3.8 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 
95 ...................... 3.6 3.6 3.6 3.6 3.7 3.7 3.7 3.7 3.7 3.7 
96 ...................... 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 
97 ...................... 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 
98 ...................... 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 
99 ...................... 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 
100 .................... 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 
101 .................... 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 
102 .................... 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 
103 .................... 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 
104 .................... 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 
105 .................... 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 
106 .................... 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 
107 .................... 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 
108 .................... 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 
109 .................... 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
110 .................... 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
111 .................... .9 .9 .9 .9 .9 .9 .9 .9 .9 .9 
112 .................... .8 .8 .8 .8 .8 .8 .8 .8 .8 .8 
113 .................... .7 .7 .7 .7 .7 .7 .7 .7 .7 .7 
114 .................... .6 .6 .6 .6 .6 .6 .6 .6 .6 .6 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VIII—TEMPORARY LIFE ANNUITIES; 1 ONE LIFE—EXPECTED RETURN MULTIPLES 
[See footnote at end of tables] 

Temporary Period—Maximum Duration of Annuity 

Age 
Years— 

21 22 23 24 25 26 27 28 29 30 

5 ........................ 20.9 21.9 22.9 23.9 24.9 25.9 26.9 27.9 28.9 29.9 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VIII—TEMPORARY LIFE ANNUITIES; 1 ONE LIFE—EXPECTED RETURN MULTIPLES—Continued 
[See footnote at end of tables] 

Temporary Period—Maximum Duration of Annuity 

Age 
Years— 

21 22 23 24 25 26 27 28 29 30 

6 ........................ 20.9 21.9 22.9 23.9 24.9 25.9 26.9 27.9 28.9 29.9 
7 ........................ 20.9 21.9 22.9 23.9 24.9 25.9 26.9 27.9 28.9 29.9 
8 ........................ 20.9 21.9 22.9 23.9 24.9 25.9 26.9 27.9 28.9 29.8 
9 ........................ 20.9 21.9 22.9 23.9 24.9 25.9 26.9 27.9 28.9 29.8 
10 ...................... 20.9 21.9 22.9 23.9 24.9 25.9 26.9 27.9 28.8 29.8 
11 ...................... 20.9 21.9 22.9 23.9 24.9 25.9 26.9 27.9 28.8 29.8 
12 ...................... 20.9 21.9 22.9 23.9 24.9 25.9 26.9 27.8 28.8 29.8 
13 ...................... 20.9 21.9 22.9 23.9 24.9 25.9 26.9 27.8 28.8 29.8 
14 ...................... 20.9 21.9 22.9 23.9 24.9 25.9 26.8 27.8 28.8 29.8 
15 ...................... 20.9 21.9 22.9 23.9 24.9 25.9 26.8 27.8 28.8 29.8 
16 ...................... 20.9 21.9 22.9 23.9 24.9 25.8 26.8 27.8 28.8 29.8 
17 ...................... 20.9 21.9 22.9 23.9 24.9 25.8 26.8 27.8 28.8 29.8 
18 ...................... 20.9 21.9 22.9 23.9 24.8 25.8 26.8 27.8 28.8 29.7 
19 ...................... 20.9 21.9 22.9 23.9 24.8 25.8 26.8 27.8 28.8 29.7 
20 ...................... 20.9 21.9 22.9 23.8 24.8 25.8 26.8 27.8 28.7 29.7 
21 ...................... 20.9 21.9 22.9 23.8 24.8 25.8 26.8 27.8 28.7 29.7 
22 ...................... 20.9 21.9 22.8 23.8 24.8 25.8 26.8 27.7 28.7 29.7 
23 ...................... 20.9 21.9 22.8 23.8 24.8 25.8 26.7 27.7 28.7 29.7 
24 ...................... 20.9 21.8 22.8 23.8 24.8 25.8 26.7 27.7 28.7 29.6 
25 ...................... 20.9 21.8 22.8 23.8 24.8 25.7 26.7 27.7 28.6 29.6 
26 ...................... 20.8 21.8 22.8 23.8 24.8 25.7 26.7 27.7 28.6 29.6 
27 ...................... 20.8 21.8 22.8 23.8 24.7 25.7 26.7 27.6 28.6 29.5 
28 ...................... 20.8 21.8 22.8 23.7 24.7 25.7 26.6 27.6 28.6 29.5 
29 ...................... 20.8 21.8 22.8 23.7 24.7 25.7 26.6 27.6 28.5 29.5 
30 ...................... 20.8 21.8 22.7 23.7 24.7 25.6 26.6 27.5 28.5 29.4 
31 ...................... 20.8 21.8 22.7 23.7 24.6 25.6 26.6 27.5 28.4 29.4 
32 ...................... 20.8 21.7 22.7 23.7 24.6 25.6 26.5 27.5 28.4 29.3 
33 ...................... 20.8 21.7 22.7 23.6 24.6 25.5 26.5 27.4 28.4 29.3 
34 ...................... 20.7 21.7 22.7 23.6 24.6 25.5 26.4 27.4 28.3 29.2 
35 ...................... 20.7 21.7 22.6 23.6 24.5 25.5 26.4 27.3 28.2 29.2 
36 ...................... 20.7 21.6 22.6 23.5 24.5 25.4 26.3 27.3 28.2 29.1 
37 ...................... 20.7 21.6 22.6 23.5 24.4 25.4 26.3 27.2 28.1 29.0 
38 ...................... 20.6 21.6 22.5 23.4 24.4 25.3 26.2 27.1 28.0 28.9 
39 ...................... 20.6 21.5 22.5 23.4 24.3 25.2 26.1 27.0 27.9 28.8 
40 ...................... 20.6 21.5 22.4 23.3 24.3 25.2 26.1 27.0 27.8 28.7 
41 ...................... 20.5 21.4 22.4 23.3 24.2 25.1 26.0 26.9 27.7 28.6 
42 ...................... 20.5 21.4 22.3 23.2 24.1 25.0 25.9 26.8 27.6 28.5 
43 ...................... 20.4 21.3 22.2 23.2 24.0 24.9 25.8 26.6 27.5 28.3 
44 ...................... 20.4 21.3 22.2 23.1 24.0 24.8 25.7 26.5 27.3 28.2 
45 ...................... 20.3 21.2 22.1 23.0 23.9 24.7 25.6 26.4 27.2 28.0 
46 ...................... 20.2 21.1 22.0 22.9 23.8 24.6 25.4 26.2 27.0 27.8 
47 ...................... 20.2 21.1 21.9 22.8 23.6 24.5 25.3 26.1 26.8 27.6 
48 ...................... 20.1 21.0 21.8 22.7 23.5 24.3 25.1 25.9 26.6 27.4 
49 ...................... 20.0 20.9 21.7 22.6 23.4 24.2 25.0 25.7 26.4 27.1 
50 ...................... 19.9 20.8 21.6 22.4 23.2 24.0 24.8 25.5 26.2 26.9 
51 ...................... 19.8 20.7 21.5 22.3 23.1 23.8 24.6 25.3 25.9 26.6 
52 ...................... 19.7 20.6 21.4 22.1 22.9 23.6 24.3 25.0 25.7 26.3 
53 ...................... 19.6 20.4 21.2 22.0 22.7 23.4 24.1 24.7 25.3 25.9 
54 ...................... 19.5 20.3 21.0 21.8 22.5 23.2 23.8 24.4 25.0 25.6 
55 ...................... 19.3 20.1 20.8 21.6 22.2 22.9 23.5 24.1 24.6 25.2 
56 ...................... 19.2 19.9 20.6 21.3 22.0 22.6 23.2 23.7 24.3 24.7 
57 ...................... 19.0 19.7 20.4 21.1 21.7 22.3 22.8 23.4 23.8 24.3 
58 ...................... 18.8 19.5 20.2 20.8 21.4 21.9 22.5 22.9 23.4 23.8 
59 ...................... 18.6 19.3 19.9 20.5 21.1 21.6 22.0 22.5 22.9 23.2 
60 ...................... 18.4 19.0 19.6 20.2 20.7 21.2 21.6 22.0 22.4 22.7 
61 ...................... 18.1 18.7 19.3 19.8 20.3 20.7 21.1 21.5 21.8 22.1 
62 ...................... 17.8 18.4 18.9 19.4 19.9 20.3 20.6 21.0 21.2 21.5 
63 ...................... 17.5 18.1 18.5 19.0 19.4 19.8 20.1 20.4 20.6 20.8 
64 ...................... 17.2 17.7 18.1 18.6 18.9 19.3 19.5 19.8 20.0 20.2 
65 ...................... 16.8 17.3 17.7 18.1 18.4 18.7 18.9 19.2 19.3 19.5 
66 ...................... 16.5 16.9 17.3 17.6 17.9 18.1 18.3 18.5 18.7 18.8 
67 ...................... 16.1 16.4 16.8 17.1 17.3 17.5 17.7 17.9 18.0 18.1 
68 ...................... 15.6 16.0 16.3 16.5 16.7 16.9 17.1 17.2 17.3 17.4 
69 ...................... 15.2 15.5 15.7 16.0 16.1 16.3 16.4 16.5 16.6 16.7 
70 ...................... 14.7 15.0 15.2 15.4 15.5 15.7 15.8 15.8 15.9 15.9 
71 ...................... 14.2 14.4 14.6 14.8 14.9 15.0 15.1 15.2 15.2 15.2 
72 ...................... 13.7 13.9 14.1 14.2 14.3 14.4 14.4 14.5 14.5 14.5 
73 ...................... 13.2 13.3 13.5 13.6 13.7 13.7 13.8 13.8 13.8 13.9 
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Internal Revenue Service, Treasury § 1.72–9 

TABLE VIII—TEMPORARY LIFE ANNUITIES; 1 ONE LIFE—EXPECTED RETURN MULTIPLES—Continued 
[See footnote at end of tables] 

Temporary Period—Maximum Duration of Annuity 

Age 
Years— 

21 22 23 24 25 26 27 28 29 30 

74 ...................... 12.6 12.8 12.9 13.0 13.0 13.1 13.1 13.1 13.2 13.2 
75 ...................... 12.1 12.2 12.3 12.4 12.4 12.5 12.5 12.5 12.5 12.5 
76 ...................... 11.5 11.6 11.7 11.8 11.8 11.8 11.8 11.9 11.9 11.9 
77 ...................... 11.0 11.1 11.1 11.2 11.2 11.2 11.2 11.2 11.2 11.2 
78 ...................... 10.4 10.5 10.5 10.6 10.6 10.6 10.6 10.6 10.6 10.6 
79 ...................... 9.9 9.9 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 
80 ...................... 9.4 9.4 9.4 9.4 9.5 9.5 9.5 9.5 9.5 9.5 
81 ...................... 8.8 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 
82 ...................... 8.3 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 
83 ...................... 7.8 7.9 7.9 7.9 7.9 7.9 7.9 7.9 7.9 7.9 
84 ...................... 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 
85 ...................... 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 
86 ...................... 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 
87 ...................... 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 
88 ...................... 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 
89 ...................... 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 
90 ...................... 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 
91 ...................... 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 
92 ...................... 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 
93 ...................... 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 
94 ...................... 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 
95 ...................... 3.7 3.7 3.7 3.7 3.7 3.7 3.7 3.7 3.7 3.7 
96 ...................... 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 
97 ...................... 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 
98 ...................... 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 
99 ...................... 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 
100 .................... 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 
101 .................... 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 
102 .................... 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 
103 .................... 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 
104 .................... 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 
105 .................... 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 
106 .................... 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 
107 .................... 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 
108 .................... 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 
109 .................... 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
110 .................... 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
111 .................... .9 .9 .9 .9 .9 .9 .9 .9 .9 .9 
112 .................... .8 .8 .8 .8 .8 .8 .8 .8 .8 .8 
113 .................... .7 .7 .7 .7 .7 .7 .7 .7 .7 .7 
114 .................... .6 .6 .6 .6 .6 .6 .6 .6 .6 .6 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

TABLE VIII—TEMPORARY LIFE ANNUITIES;1 ONE LIFE—EXPECTED RETURN MULTIPLES 
[See footnote at end of tables] 

Temporary Period—Maximum Duration of Annuity 

Age 
Years— 

31 32 33 34 35 36 37 38 39 40 

5 ........................ 30.8 31.8 32.8 33.8 34.8 35.8 36.8 37.7 38.7 39.7 
6 ........................ 30.8 31.8 32.8 33.8 34.8 35.8 36.8 37.7 38.7 39.7 
7 ........................ 30.8 31.8 32.8 33.8 34.8 35.8 36.7 37.7 38.7 39.7 
8 ........................ 30.8 31.8 32.8 33.8 34.8 35.7 36.7 37.7 38.7 39.7 
9 ........................ 30.8 31.8 32.8 33.8 34.8 35.7 36.7 37.7 38.7 39.6 
10 ...................... 30.8 31.8 32.8 33.8 34.7 35.7 36.7 37.7 38.6 39.6 
11 ...................... 30.8 31.8 32.8 33.8 34.7 35.7 36.7 37.7 38.6 39.6 
12 ...................... 30.8 31.8 32.8 33.7 34.7 35.7 36.7 37.6 38.6 39.6 
13 ...................... 30.8 31.8 32.7 33.7 34.7 35.7 36.6 37.6 38.6 39.5 
14 ...................... 30.8 31.8 32.7 33.7 34.7 35.7 36.6 37.6 38.6 39.5 
15 ...................... 30.8 31.7 32.7 33.7 34.7 35.6 36.6 37.6 38.5 39.5 
16 ...................... 30.8 31.7 32.7 33.7 34.6 35.6 36.6 37.5 38.5 39.4 
17 ...................... 30.7 31.7 32.7 33.7 34.6 35.6 36.5 37.5 38.5 39.4 
18 ...................... 30.7 31.7 32.7 33.6 34.6 35.6 36.5 37.5 38.4 39.4 
19 ...................... 30.7 31.7 32.6 33.6 34.6 35.5 36.5 37.4 38.4 39.3 
20 ...................... 30.7 31.7 32.6 33.6 34.5 35.5 36.4 37.4 38.3 39.3 
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26 CFR Ch. I (4–1–15 Edition) § 1.72–9 

TABLE VIII—TEMPORARY LIFE ANNUITIES;1 ONE LIFE—EXPECTED RETURN MULTIPLES—Continued 
[See footnote at end of tables] 

Temporary Period—Maximum Duration of Annuity 

Age 
Years— 

31 32 33 34 35 36 37 38 39 40 

21 ...................... 30.7 31.6 32.6 33.6 34.5 35.5 36.4 37.4 38.3 39.2 
22 ...................... 30.6 31.6 32.6 33.5 34.5 35.4 36.4 37.3 38.2 39.2 
23 ...................... 30.6 31.6 32.5 33.5 34.4 35.4 36.3 37.3 38.2 39.1 
24 ...................... 30.6 31.5 32.5 33.5 34.4 35.3 36.3 37.2 38.1 39.0 
25 ...................... 30.6 31.5 32.5 33.4 34.3 35.3 36.2 37.1 38.1 39.0 
26 ...................... 30.5 31.5 32.4 33.4 34.3 35.2 36.2 37.1 38.0 38.9 
27 ...................... 30.5 31.4 32.4 33.3 34.2 35.2 36.1 37.0 37.9 38.8 
28 ...................... 30.5 31.4 32.3 33.3 34.2 35.1 36.0 36.9 37.8 38.7 
29 ...................... 30.4 31.4 32.3 33.2 34.1 35.0 35.9 36.8 37.7 38.6 
30 ...................... 30.4 31.3 32.2 33.1 34.1 35.0 35.8 36.7 37.6 38.5 
31 ...................... 30.3 31.2 32.2 33.1 34.0 34.9 35.8 36.6 37.5 38.3 
32 ...................... 30.3 31.2 32.1 33.0 33.9 34.8 35.6 36.5 37.4 38.2 
33 ...................... 30.2 31.1 32.0 32.9 33.8 34.7 35.5 36.4 37.2 38.0 
34 ...................... 30.1 31.0 31.9 32.8 33.7 34.6 35.4 36.2 37.1 37.9 
35 ...................... 30.1 31.0 31.8 32.7 33.6 34.4 35.3 36.1 36.9 37.7 
36 ...................... 30.0 30.9 31.7 32.6 33.5 34.3 35.1 35.9 36.7 37.4 
37 ...................... 29.9 30.8 31.6 32.5 33.3 34.1 34.9 35.7 36.5 37.2 
38 ...................... 29.8 30.7 31.5 32.3 33.2 34.0 34.7 35.5 36.2 37.0 
39 ...................... 29.7 30.5 31.4 32.2 33.0 33.8 34.5 35.3 36.0 36.7 
40 ...................... 29.6 30.4 31.2 32.0 32.8 33.6 34.3 35.0 35.7 36.4 
41 ...................... 29.4 30.2 31.0 31.8 32.6 33.3 34.1 34.7 35.4 36.0 
42 ...................... 29.3 30.1 30.9 31.6 32.4 33.1 33.8 34.4 35.1 35.7 
43 ...................... 29.1 29.9 30.7 31.4 32.1 32.8 33.5 34.1 34.7 35.3 
44 ...................... 28.9 29.7 30.5 31.2 31.9 32.5 33.2 33.8 34.3 34.9 
45 ...................... 28.8 29.5 30.2 30.9 31.6 32.2 32.8 33.4 33.9 34.4 
46 ...................... 28.5 29.3 30.0 30.6 31.3 31.9 32.4 33.0 33.5 33.9 
47 ...................... 28.3 29.0 29.7 30.3 30.9 31.5 32.0 32.5 33.0 33.4 
48 ...................... 28.1 28.7 29.4 30.0 30.6 31.1 31.6 32.1 32.5 32.9 
49 ...................... 27.8 28.4 29.0 29.6 30.2 30.7 31.1 31.5 31.9 32.3 
50 ...................... 27.5 28.1 28.7 29.2 29.7 30.2 30.6 31.0 31.4 31.7 
51 ...................... 27.2 27.8 28.3 28.8 29.3 29.7 30.1 30.4 30.7 31.0 
52 ...................... 26.8 27.4 27.9 28.4 28.8 29.2 29.5 29.8 30.1 30.3 
53 ...................... 26.5 27.0 27.4 27.9 28.3 28.6 28.9 29.2 29.4 29.6 
54 ...................... 26.1 26.5 27.0 27.4 27.7 28.0 28.3 28.5 28.7 28.9 
55 ...................... 25.6 26.1 26.5 26.8 27.1 27.4 27.6 27.8 28.0 28.1 
56 ...................... 25.2 25.6 25.9 26.2 26.5 26.7 26.9 27.1 27.2 27.3 
57 ...................... 24.7 25.0 25.3 25.6 25.8 26.0 26.2 26.3 26.5 26.5 
58 ...................... 24.1 24.4 24.7 25.0 25.2 25.3 25.5 25.6 25.7 25.7 
59 ...................... 23.6 23.8 24.1 24.3 24.4 24.6 24.7 24.8 24.9 24.9 
60 ...................... 23.0 23.2 23.4 23.6 23.7 23.8 23.9 24.0 24.0 24.1 
61 ...................... 22.3 22.5 22.7 22.9 23.0 23.1 23.1 23.2 23.2 23.3 
62 ...................... 21.7 21.9 22.0 22.1 22.2 22.3 22.3 22.4 22.4 22.4 
63 ...................... 21.0 21.1 21.3 21.4 21.4 21.5 21.5 21.6 21.6 21.6 
64 ...................... 20.3 20.4 20.5 20.6 20.6 20.7 20.7 20.7 20.8 20.8 
65 ...................... 19.6 19.7 19.8 19.8 19.9 19.9 19.9 19.9 19.9 20.0 
66 ...................... 18.9 19.0 19.0 19.1 19.1 19.1 19.1 19.1 19.1 19.1 
67 ...................... 18.2 18.2 18.3 18.3 18.3 18.3 18.3 18.3 18.4 18.4 
68 ...................... 17.4 17.5 17.5 17.5 17.5 17.6 17.6 17.6 17.6 17.6 
69 ...................... 16.7 16.7 16.8 16.8 16.8 16.8 16.8 16.8 16.8 16.8 
70 ...................... 16.0 16.0 16.0 16.0 16.0 16.0 16.0 16.0 16.0 16.0 
71 ...................... 15.3 15.3 15.3 15.3 15.3 15.3 15.3 15.3 15.3 15.3 
72 ...................... 14.6 14.6 14.6 14.6 14.6 14.6 14.6 14.6 14.6 14.6 
73 ...................... 13.9 13.9 13.9 13.9 13.9 13.9 13.9 13.9 13.9 13.9 
74 ...................... 13.2 13.2 13.2 13.2 13.2 13.2 13.2 13.2 13.2 13.2 
75 ...................... 12.5 12.5 12.5 12.5 12.5 12.5 12.5 12.5 12.5 12.5 
76 ...................... 11.9 11.9 11.9 11.9 11.9 11.9 11.9 11.9 11.9 11.9 
77 ...................... 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 11.2 
78 ...................... 10.6 10.6 10.6 10.6 10.6 10.6 10.6 10.6 10.6 10.6 
79 ...................... 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 10.0 
80 ...................... 9.5 9.5 9.5 9.5 9.5 9.5 9.5 9.5 9.5 9.5 
81 ...................... 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 8.9 
82 ...................... 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 8.4 
83 ...................... 7.9 7.9 7.9 7.9 7.9 7.9 7.9 7.9 7.9 7.9 
84 ...................... 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 7.4 
85 ...................... 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 6.9 
86 ...................... 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 6.5 
87 ...................... 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 
88 ...................... 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 5.7 
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TABLE VIII—TEMPORARY LIFE ANNUITIES;1 ONE LIFE—EXPECTED RETURN MULTIPLES—Continued 
[See footnote at end of tables] 

Temporary Period—Maximum Duration of Annuity 

Age 
Years— 

31 32 33 34 35 36 37 38 39 40 

89 ...................... 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 5.3 
90 ...................... 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 5.0 
91 ...................... 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7 
92 ...................... 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 4.4 
93 ...................... 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 4.1 
94 ...................... 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 3.9 
95 ...................... 3.7 3.7 3.7 3.7 3.7 3.7 3.7 3.7 3.7 3.7 
96 ...................... 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 3.4 
97 ...................... 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 3.2 
98 ...................... 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 3.0 
99 ...................... 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 2.8 
100 .................... 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 2.7 
101 .................... 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 2.5 
102 .................... 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 
103 .................... 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 2.1 
104 .................... 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9 
105 .................... 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 
106 .................... 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 1.6 
107 .................... 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 1.4 
108 .................... 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 1.3 
109 .................... 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 1.1 
110 .................... 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 1.0 
111 .................... .9 .9 .9 .9 .9 .9 .9 .9 .9 .9 
112 .................... .8 .8 .8 .8 .8 .8 .8 .8 .8 .8 
113 .................... .7 .7 .7 .7 .7 .7 .7 .7 .7 .7 
114 .................... .6 .6 .6 .6 .6 .6 .6 .6 .6 .6 
115 .................... .5 .5 .5 .5 .5 .5 .5 .5 .5 .5 

1 The multiples in this table are not applicable to annuities for a term certain; for such cases see paragraph (c) of § 1.72–5. 

If (a) the terms of the contract involve 
a life or lives, and are such that the 
above tables cannot be correctly ap-
plied, and (b) the amounts received 
under the contract are at least partly 
‘‘amounts received as an annuity’’ 
under a contract to which section 72 
applies, the taxpayer may submit with 
his return an actuarial computation 
based upon the applicable annuity 
table (described below) with ages set 
back one year, showing the appropriate 
factors applied in his case, subject to 
the approval of the Commissioner upon 
examination of such return. The appli-
cable annuity table is the 1937 Stand-
ard Annuity Table (if the investment 
in the contract does not include a post- 
June 1986 investment in the contract) 
or the gender-neutral version of the 
1983 Basic Table (if the investment in 
the contract includes a post-June 1986 
investment in the contract). In the 
case of a contract to which § 1.72–6(d) 
(relating to contracts in which 
amounts were invested both before 
July 1, 1986, and after June 30, 1986) ap-
plies, the actuarial computation shall 

be based on both tables in accordance 
with the principles of § 1.72–6(d). Com-
putations involving factors to com-
pensate for the effects of contingencies 
other than mortality, such as marriage 
or remarriage, re-employment, recov-
ery from disability, or the like, will 
not be approved. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 
14021, Dec. 21, 1960, as amended by T.D. 8115, 
51 FR 45706, Dec. 19, 1986; 60 FR 16381, Mar. 30, 
1995] 

§ 1.72–10 Effect of transfer of contracts 
on investment in the contract. 

(a) If a contract to which section 72 
applies, or any interest therein, is 
transferred for a valuable consider-
ation, by assignment or otherwise, 
only the actual value of the consider-
ation given for such transfer and the 
amount of premiums or other consider-
ation subsequently paid by the trans-
feree shall be included in the trans-
feree’s aggregate of premiums or other 
consideration paid. In accordance with 
the provisions of section 72(g)(3) and 
paragraph (b) of § 1.72–4, an annuity 
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starting date shall be determined for 
the transferee without regard to the 
annuity starting date, if any, of the 
transferor. In determining the trans-
feree’s investment in the contract, the 
aggregate amount of premiums or 
other consideration paid shall be re-
duced by all amounts received by the 
transferee before the receipt of an 
amount as an annuity or before the an-
nuity starting date, whichever is the 
later, to the extent that such amounts 
were excludable from his gross income 
under the applicable income tax law at 
the time of receipt. For the treatment 
of amounts received by the transferee 
subsequent to both the annuity start-
ing date and the date of receipt of a 
payment as an annuity, but not re-
ceived as annuity payments, see § 1.72– 
11. For a limitation on adjustments to 
the basis of annuity contracts sold, see 
section 1021. 

(b) In the case of a transfer of such a 
contract without valuable consider-
ation, the annuity starting date and 
the expected return under the contract 
shall be determined as though no such 
transfer had taken place. See para-
graph (b) of § 1.72–4. The transferee 
shall include the aggregate of pre-
miums or other consideration paid or 
deemed to have been paid by his trans-
feror in the aggregate of premiums or 
other consideration as though paid by 
him. In determining the transferee’s 
investment in the contract, the trans-
feree’s aggregate amount of premiums 
or other consideration paid (as so 
found) shall be reduced by all amounts 
either received or deemed to have been 
received by himself or his transferor 
before the annuity starting date, or be-
fore the date on which an amount is 
first received as an annuity, whichever 
is the later, to the extent that such 
amounts were excludable from the 
gross income of the actual recipient 
under the applicable income tax law at 
the time of receipt. For treatment of 
amounts received subsequent to both 
the above dates by such transferee, but 
not received as annuity payments, see 
§ 1.72–11. 

§ 1.72–11 Amounts not received as an-
nuity payments. 

(a) Introductory. (1) This section ap-
plies to amounts received under a con-

tract to which section 72 applies if ei-
ther: 

(i) Paragraph (b) of § 1.72–2 is inappli-
cable to such amounts. 

(ii) Paragraph (b) of § 1.72–2 is appli-
cable but the annuity payments re-
ceived differ either in amount, dura-
tion, or both, from those originally 
provided under the contract, or 

(iii) Paragraph (b) of § 1.72 is applica-
ble, but such annuity payments are re-
ceived by a beneficiary after the death 
of an annuitant (or annuitants) in full 
discharge of the obligation under the 
contract and solely because of a guar-
antee. 
The payments referred to in subdivi-
sion (i) of this subparagraph include all 
amounts other than ‘‘amounts received 
as an annuity’’ as that term is defined 
in paragraphs (b) (2) and (3) of § 1.72–2. 
If such amounts are received as divi-
dends or payments in the nature of 
dividends, or as a return of premiums, 
see paragraph (b) of this section. If 
such amounts are paid in full discharge 
of the obligation under the contract 
and are in the nature of a refund of the 
consideration, see paragraph (c) of this 
section. If such amounts are paid upon 
the surrender, redemption, or maturity 
of the contract, see paragraph (d) of 
this section. The payments referred to 
in subdivision (ii) of this subparagraph 
include all annuity payments which 
are paid as the result of a modification 
or an exchange of the annuity obliga-
tions originally provided under a con-
tract for different annuity obligations 
(whether or not such modification or 
exchange is accompanied by the pay-
ment of an amount to which subdivi-
sion (i) of this subparagraph applies). If 
the duration of the new annuity obliga-
tions differs from the duration of the 
old annuity obligations, paragraph (e) 
of this section applies to the new annu-
ity obligations and paragraph (d) of 
this section applies to any lump sum 
payment received. If, however, the du-
ration of the new annuity obligations 
is the same as the duration of the old 
obligations, paragraph (f) of this sec-
tion applies to the new obligations and 
to any lump sum received in connec-
tion therewith. The annuity payments 
referred to in subdivision (iii) of this 
subparagraph are annuity payments 
which are made to a beneficiary after 
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the death of annuitant (or annuitants) 
in full discharge of the obligations 
under a contract because of a provision 
in the contract requiring the payment 
of a guaranteed amount or minimum 
number of payments for a fixed period; 
see paragraph (c) of this section. 

(2) The principles of this section 
apply, to the extent appropriate there-
to, to amounts paid which are taxable 
under section 72 (except, for taxable 
years beginning before January 1, 1964, 
section 72(e)(3)) in accordance with sec-
tions 402 and 403 and the regulations 
thereunder. However, if contributions 
used to purchase the contract include 
amounts for which a deduction was al-
lowed under section 404 as contribu-
tions on behalf of an owner-employee, 
the rules of this section are modified 
by the rules of paragraph (b) of § 1.72– 
17. Further, in applying the provisions 
of this section, the aggregate pre-
miums or other consideration paid 
shall not include contributions on be-
half of self-employed individuals to the 
extent that deductions were allowed 
under section 404 for such contribu-
tions. Nor, shall the aggregate of pre-
miums or other consideration paid in-
clude amounts used to purchase life, 
accident, health, or other insurance 
protection for an owner-employee. See 
paragraph (b)(4) of § 1.72–16 and para-
graph (c) of § 1.72–17. The principles of 
this section also apply to payments 
made in the manner described in para-
graph (b)(3)(i) of § 1.72–2. 

(b) Amounts received in the nature of 
dividends or similar distributions. (1) If 
dividends (or payments in the nature of 
dividends or a return of premiums or 
other consideration) are received under 
a contract to which section 72 applies 
and such payments are received before 
the annuity starting date or before the 
date on which an amount is first re-
ceived as an annuity, whichever is the 
later, such payments are includible in 
the gross income of the recipient only 
to the extent that they, taken together 
with all previous payments received 
under the contract which were exclud-
able from the gross income of the re-
cipient under the applicable income 
tax law, exceed the aggregate of pre-
miums or other consideration paid or 
deemed to have been paid by the recipi-
ent. Such payments shall also be sub-

tracted from the consideration paid (or 
deemed paid) both for the purpose of 
determining an exclusion ratio to be 
applied to subsequent amounts paid as 
an annuity and for the purpose of de-
termining the applicability of section 
72(d) and § 1.72–13, relating to employee 
contributions recoverable in three 
years. 

(2) If dividends or payments in the 
nature of dividends are paid under a 
contract to which section 72 applies 
and such payments are received on or 
after the annuity starting date or the 
date on which an amount is first re-
ceived as an annuity, whichever is 
later, such payments shall be fully in-
cludible in the gross income of the re-
cipient. The receipt of such payments 
shall not affect the aggregate of pre-
miums or other consideration paid nor 
the amounts contributed or deemed to 
have been contributed by an employee 
as otherwise calculated for purposes of 
section 72. Since the investment in the 
contract and the expected return are 
not affected by a payment which is 
fully includible in the gross income of 
the recipient under this rule, the exclu-
sion ratio will not be affected by such 
payment and will continue to be ap-
plied to amounts received as annuity 
payments in the future as though such 
payment had not been made. This sub-
paragraph shall apply to amounts re-
ceived under a contract described in 
paragraph (b)(3)(i) of § 1.72–2 to the ex-
tent that the amounts received exceed 
the portion of the investment in the 
contract allocable to each taxable year 
in accordance with paragraph (d)(3) of 
§ 1.72–4. Hence, such excess is fully in-
cludible in the gross income of the re-
cipient. 

(c) Amounts received in the nature of a 
refund of the consideration under a con-
tract and in full discharge of the obliga-
tion thereof. (1) Any amount received 
under a contract to which section 72 
applies, if it is at least in part a refund 
of the consideration paid, including 
amounts payable to a beneficiary after 
the death of an annuitant by reason of 
a provision in the contract for a life 
annuity with minimum period of pay-
ments certain or with a minimum 
amount which must be paid in any 
event, shall be considered an amount 
received in the nature of a refund of 
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the consideration paid for such con-
tract. If such an amount is in full dis-
charge of an obligation to pay a fixed 
amount (whether in a lump sum or oth-
erwise) or to pay amounts for a fixed 
number of years (including amounts 
described in paragraph (b)(3)(i) of § 1.72– 
2), it shall be included in the gross in-
come of the recipient only to the ex-
tent that it, when added to amounts 
previously received under the contract 
which were excludable from gross in-
come under the law applicable at the 
time of receipt, exceeds the aggregate 
of premiums or other consideration 
paid. See section 73(e)(2)(A). This para-
graph shall not apply if the total of the 
amounts to be paid in discharge of the 
obligation can in any event exceed the 
total of the annuity payments which 
would otherwise fully discharge the ob-
ligation. For rules to be applied in such 
a case, see paragraph (e) of this sec-
tion. 

(2) The principles of subparagraph (1) 
of this paragraph may be illustrated by 
the following examples: 

Example 1. A, a male employee, retired on 
December 31, 1954, at the age of 60. A life an-
nuity of $75 per month was payable to him 
beginning January 31, 1955. The annuity con-
tract guaranteed that if A did not live for at 
least ten years after his retirement his bene-
ficiary, B, would receive the monthly pay-
ments for any balance of such ten-year pe-
riod which remained at the date of A’s death. 
Under section 72, A was deemed to have paid 
$3,600 toward the cost of the annuity. A lived 
for five years after his retirement receiving 
a total of $4,500 in annuity payments. After 
A’s death, B began receiving the monthly 
payments of $75 beginning with the January 
31, 1960 payment. B will exclude such pay-
ments from his gross income throughout 
1960, 1961, and 1962, and will exclude only $18 
of the first payment in 1963 from his gross in-
come for that year. Thereafter, B will in-
clude the entire amount of all such pay-
ments in his gross income for the taxable 
year of receipt. This result is determined as 
follows: 
A’s investment in the contract (unadjusted) .............. $3,600 
Multiple from Table III of § 1.72–9 for 

male, age 60, where duration of guaran-
teed amount is 10 years (percent) ......... 11 

Subtract value of the refund feature to the nearest 
dollar (11 percent of $3,600) ................................. 396 

Investment in the contract adjusted for the present 
value of the refund feature without discount for in-
terest ...................................................................... 3,204 

Aggregate of premiums or other consideration paid 3,600 

A’s exclusion ratio ($3,204÷$16,380 
[$900×18.2]) (percent) ............................ 19.6 

Subtract amount excludable during five years A re-
ceived payments (19.6 percent of $4,500 
[$900×5]) ................................................................ 882 

Remainder of aggregate of premiums or other con-
sideration paid excludable from gross income of B 
under section 72(e) ................................................ 2,718 

As a result of the above computation, the 
number of payments to B which will exhaust 
the remainder of consideration paid which is 
excludable from gross income of the recipi-
ent is 366⁄25 ($2,718÷$75) and B will exclude the 
payments from his gross income for three 
years, then exclude only $18 of the first pay-
ment for the fourth year from his gross in-
come, and thereafter include the entire 
amount of all payments he receives in his 
gross income. 

Example 2. The facts are the same as in ex-
ample (1), except that B, the beneficiary, 
elects to receive $50 per month for his life in 
lieu of the payments guaranteed under the 
original contractual obligation. Since such 
amounts will be received as an annuity and 
may, because of the length of time B may 
live, exceed the amount guaranteed, they are 
not amounts to which this paragraph ap-
plies. See paragraph (e) of this section. 

Example 3. The facts are the same as in ex-
ample (1), except that B, the beneficiary, 
elects to receive the remaining guaranteed 
amount in installments which are larger or 
smaller than the $75 per month provided 
until, under the terms of the contract, the 
guaranteed amount is exhausted. The rule of 
subparagraph (1) of this paragraph and the 
computation illustrated in example (1) apply 
to such installments since the total of such 
installments will not exceed the original 
amount guaranteed to be paid at A’s death in 
any event. 

Example 4. C pays $12,000 for a contract pro-
viding that he is to be paid an annuity of 
$1,000 per year for 15 years. His exclusion 
ratio is therefore 80 percent ($12,000÷$15,000). 
He directs that the annuity is to be paid to 
D, his beneficiary, if he should die before the 
full 15-year period has expired. C dies after 5 
years and D is paid $1,000 in 1960. D will in-
clude $200 ($1,000¥$800 [80 percent of $1,000]) 
in his gross income for the taxable year in 
which he receives the $1,000 since section 
72(e) and this section do not apply to the an-
nuity payments made in accordance with the 
provisions and during the term of the con-
tract. D will continue with the same exclu-
sion ratio used by C (80 percent). 

Example 5. In 1954, E paid $50,000 into a fund 
and was promised an annual income for life 
the amount of which would depend in part 
upon the earnings realized from the invest-
ment of the fund in accordance with an 
agreed formula. The contract also specified 
that if E should die before ten years had 
elapsed, his beneficiary, F, would be paid the 
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amounts determined annually under the for-
mula until ten payments had been received 
by E and F together. E died in 1960, having 
received five payments totaling $30,000. As-
suming that $22,000 of this amount was prop-
erly excludable from E’s gross income prior 
to his death, F will exclude from his gross in-
come the payments he receives until the tax-
able year in which his total receipts from the 
fund exceed $28,000 ($50,000¥$22,000). F will 
include any excess over the $28,000 in his 
gross income for that taxable year. There-
after, F will include in his gross income the 
entire amount of any payments made to him 
from the fund. 

Example 6. Assume the facts are the same 
as in example (1), except that the total in-
vestment in the contract is made after June 
30, 1986, that A is to receive payments under 
the life annuity contract beginning on Janu-
ary 31, 1987, and that B will begin to receive 
the monthly payments on January 31, 1992. B 
will exclude the $75 monthly payments from 
gross income throughout 1992, 1993, and 1994. 
B will exclude only the first two monthly 
payments and $21 of the third monthly pay-
ment in 1995. This is determined as follows: 
A’s investment in the contract (unadjusted) ........ $3,600 
Multiple from Table VII, age 60, 10 years (per-

cent) ................................................................. 4 
Subtract value of the refund fea-

ture (4 percent of $3,600 ............ $144 

Investment in the contract adjusted for the 
present value of the refund feature without 
discount for interest .......................................... $3,456 

Aggregate of premiums or other consideration 
paid ................................................................... $3,600.00 

A’s exclusion ratio ($3,456÷$21,780 
[$900×24.2]) (percent) .............................. 15.9 

Subtract amount excludable during five 
years A received payments (15.9 percent 
of $4,500 [$900×5]) ................................... $715.50 

Remainder of aggregate of premiums or 
other consideration paid excludable from 
gross income of B under section 72(e) .... $2,884.50 

As a result of the above computation, the 
number of payments to B which will exhaust 
the remainder of consideration paid which is 
excludable from gross income of the recipi-
ent is 3823⁄50 ($2,884.50÷75) and B will exclude 
the payments from gross income for three 
years, then exclude only the first two 
monthly payments and $34.50 of the third. 
Thereafter B shall include the entire amount 
of all payments received in gross income. 

(3) For the purpose of applying the 
rule contained in subparagraph (1) of 
this paragraph, it is immaterial wheth-
er the recipient of the amount received 
in full discharge of the obligation is 
the same person as the recipient of 
amounts previously received under the 
contract which were excludable from 
gross income, except in the case of a 
contract transferred for a valuable con-

sideration, with respect to which see 
paragraph (a) of § 1.72–10. For the limit 
on the tax, for taxable years beginning 
before January 1, 1964, attributable to 
the receipt of a lump sum to which this 
paragraph applies, see paragraph (g) of 
this section. 

(d) Amounts received upon the sur-
render, redemption, or maturity of a con-
tract. (1) Any amount received upon the 
surrender, redemption, or maturity of 
a contract to which section 72 applies, 
which is not received as an annuity 
under the regulations of paragraph (b) 
of § 1.72–2, shall be included in the gross 
income of the recipient to the extent 
that it, when added to amounts pre-
viously received under the contract 
and which were excludable from the 
gross income of the recipient under the 
law applicable at the time of receipt, 
exceeds the aggregate of premiums or 
other consideration paid. See section 
72(e)(2)(B). If amounts are to be re-
ceived as an annuity, whether in lieu of 
or in addition to amounts described in 
the preceding sentence, such amounts 
shall be included in the gross income of 
the recipient in accordance with the 
provisions of paragraph (e) or (f) of this 
section, whichever is applicable. The 
rule stated in the first sentence of this 
paragraph shall not apply to payments 
received as an annuity or otherwise 
after the date of the first receipt of an 
amount as an annuity subsequent to 
the maturity, redemption, or surrender 
of the original contract. If amounts are 
so received and are other than amounts 
received as an annuity, they are in-
cludible in the gross income of the re-
cipient. See section 72(e)(1)(A) and 
paragraph (b)(2) of this section. 

(2) For the purpose of applying the 
rule contained in subparagraph (1) of 
this paragraph, it is immaterial wheth-
er the recipient of the amount received 
upon the surrender, redemption, or ma-
turity of the contract is the same as 
the recipient of amounts previously re-
ceived under the contract which were 
excludable from gross income, except 
in the case of a contract transferred for 
a valuable consideration, with respect 
to which see paragraph (a) of § 1.72–10. 
For the limit on the amount of tax, for 
taxable years beginning before January 
1, 1964, attributable to the receipt of 
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certain lump sums to which this para-
graph applies, see paragraph (g) of this 
section. 

(e) Periodic payments received for a dif-
ferent term. If, after the date on which 
an amount is first received as an annu-
ity under a contract to which section 
72 applies, the terms of the contract 
are modified or the annuity obligations 
are exchanged so that periodic pay-
ments are to be received for a different 
term than originally provided under 
the contract (whether or not accom-
panied by the receipt of a lump sum to 
which paragraph (d) of this section ap-
plies), the rules of this paragraph shall 
apply to such payments. Hence, the 
provisions of section 72(e) and para-
graphs (b), (c), (d), and (f) of this sec-
tion are inapplicable for the purpose of 
determining the includibility of such 
payments in gross income and the gen-
eral principles of section 72 with re-
spect to the use of an exclusion ratio 
shall be applied to such payments as if 
they were provided under a new con-
tract received in exchange for the con-
tract providing the original annuity 
payments. If such payments are re-
ceived as the result of the surrender, 
redemption, or discharge of a contract 
to which section 72 applies, they shall 
be considered to be received as an an-
nuity under a contract exchanged for 
the contract whose redemption, sur-
render, or discharge was involved. For 
the purpose of determining the extent 
to which the payments so received are 
to be included in the gross income of 
the recipient, an exclusion ratio shall 
be determined for such contract as of 
the later of January 1, 1954, or the first 
day of the first period for which an 
amount is received as an annuity 
thereunder, whichever is the later. See 
paragraph (b) of § 1.72–4. In determining 
the investment in the contract for this 
purpose, any lump sum amount re-
ceived at the time of the exchange 
shall not be considered an amount to 
which paragraph (a)(2) of § 1.72–6 ap-
plies. However, such lump sum shall be 
subtracted from the aggregate of pre-
miums or other consideration paid to 
the extent it is excludable as an 
amount not received as an annuity 
under this section as if it were an 
amount received before the annuity 

starting date of the contract obtained 
in exchange. 

(f) Periodic payments received for the 
same term after a lump sum withdrawal. 
(1) If, after the date of the first receipt 
of a payment as an annuity, the annu-
itant receives a lump sum and is there-
after to receive annuity payments in a 
reduced amount under the contract for 
the same term, life, or lives as origi-
nally specified in the contract, a por-
tion of the contract shall be considered 
to have been surrendered or redeemed 
in consideration of the payment of 
such lump sum and the exclusion ratio 
originally determined for the contract 
shall continue to apply to the amounts 
received as an annuity without regard 
to the fact that such amounts are less 
than the original amounts which were 
to be paid periodically. The lump sum 
shall be includible in the gross income 
of the recipient in accordance with the 
provisions of subparagraph (2) of this 
paragraph. However, except in the case 
of amounts to which sections 402 and 
403 apply, the tax, for taxable years be-
ginning before January 1, 1964, attrib-
utable to the inclusion of all or part of 
the lump sum in gross income shall not 
exceed the amount determined under 
section 72(e)(3) and paragraph (g) of 
this section. For taxable years begin-
ning after December 31, 1963, such 
amounts may be taken into account in 
computations under sections 1301 
through 1305 (relating to income aver-
aging). 

(2) There shall be excluded from gross 
income that portion of the lump sum 
which bears the same ratio to the ag-
gregate premiums or other consider-
ation paid for the contract, as reduced 
by all amounts previously received 
under the contract and excludable from 
the gross income of the recipient under 
the applicable income tax law, as: 

(i) In the case of payments to be 
made in the manner described in para-
graph (b)(2) of § 1.72–2, the amount of 
the reduction in the annuity payments 
to be made thereafter bears to the an-
nuity payments originally provided 
under the contract, or 

(ii) In the case of a contract pro-
viding for payments to be made in the 
manner described in paragraph (b)(3)(i) 
of § 1.72–2, the amount of the reduction 
in the number of units per period to be 
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paid thereafter bears to the number of 
units per period payable under the con-
tract immediately before the lump sum 
withdrawal. 

(3) This paragraph may be illustrated 
by the following examples: 

Example 1. Taxpayer A pays $20,000 for an 
annuity contract providing for payments to 
him of $100 per month for his life. At the an-
nuity starting date he has a life expectancy 
of 20 years. His expected return is therefore 
$24,000 and the exclusion ratio is five-sixths. 
He continues to receive the original annuity 
payments for 5 years, receiving a total of 
$6,000, and properly excludes a total of $5,000 
from his gross income in his income tax re-
turns for those years. At the beginning of the 
next year, A agrees with the insurer to take 
a reduced annuity of $75 per month and a 
lump sum payment of $4,000 in cash. Of the 
lump sum he receives, he will include $250 
and exclude $3,750 from his gross income for 
his taxable year of receipt, determined as 
follows: 
Aggregate of premiums or other consideration 

paid ................................................................. $20,000 
Less amounts received as an annuity to the 

extent they were excludable from A’s income $5,000 

Remainder of the consideration ........................ $15,000 

Ratio of the reduction in the amount of the an-
nuity payments to the original annuity pay-
ments .............................................................. 25/$100 or 

1⁄4 
Lump sum received ........................................... $4,000 
Less one-fourth of the remainder of the consid-

eration (1⁄4 of $15,000) ................................... $3,750 

Portion of the lump sum includible in gross in-
come ............................................................... $250 

For taxable years beginning before January 
1, 1964, the limit on tax of section 72(e)(3), as 
in effect before such date, applies to the por-
tion of the lump sum includible in gross in-
come. For taxable years beginning after De-
cember 31, 1963, such portion may be taken 
into account in computations under sections 
1301 through 1305 (relating to income aver-
aging). If, in this example, the annuity were 
a pension payable to A as a retired employee, 
but the facts were otherwise the same (as-
suming that, for instance, the $20,000 aggre-
gate of premiums or other consideration paid 
were A’s contributions as determined under 
section 72(f) and § 1.72–8) the result would be 
the same except that the tax attributable to 
the inclusion of the $250 in A’s gross income, 
for taxable years beginning before January 1, 
1964, would not be limited by section 72(e)(3), 
as in effect before such date. If such a lump 
sum is received in a taxable year beginning 
after December 31, 1963, the portion of such 
sum includible in gross income may be taken 
into account in computations under sections 
1301 through 1305 (relating to income aver-
aging). 

Example 2. Taxpayer B pays $30,000 for a 
contract providing for monthly payments to 
be made to him for 15 years with respect to 
the principal and earnings of 10 units of an 
investment fund. B receives $12,000 during 
the first 5 years of participation and of this 
amount he has properly excluded a total of 
$10,000 from his gross income in his income 
returns for the taxable years, since $2,000 of 
$2,400 he received in each such year rep-
resented his investment divided by the term 
of the annuity ($30,000÷15). At the beginning 
of the 6th year, B agrees to take $11,000 in a 
lump sum and thereafter to accept the pay-
ments arising with respect to five units for 
the remaining 10 years of payments in full 
discharge of the original obligations of the 
contract. B shall include $1,000 in his gross 
income for the 6th year as the result of the 
lump sum he receives and allocates $1,000 of 
his original investment in the contract to 
each of the remaining 10 years with respect 
to the payments which will continue, deter-
mined as follows: 
Aggregate of premiums or other consideration paid $30,000 
Total amount received and excludable from gross 

income .................................................................. $10,000 

Remainder of the consideration .............................. $20,000 

Ratio of units discontinued to the total units origi-
nally provided ....................................................... 5⁄10 or 

1⁄2 
Lump sum received at the time of reduction in the 

number of units to be paid ................................... $11,000 
Less one-half of the remainder of the consideration 

(1⁄2 of $20,000) ..................................................... $10,000 

Portion of the lump sum received and includible in 
gross income ........................................................ $1,000 

Remainder of the consideration less the portion of 
such remainder attributable to the excludable 
portion of the lump sum ($20,000¥$10,000) ...... $10,000 

Remainder of the consideration properly allocable 
to each taxable year for the remaining 10 years 
($10,000÷10) ........................................................ $1,000 

For the taxable years beginning before Janu-
ary 1, 1964, the limit on tax of section 
72(e)(3), as in effect before such date, applies 
to the portion of the lump sum received and 
includible in gross income. For taxable years 
beginning after December 31, 1963, such por-
tion may be taken into account in computa-
tions under sections 1301 through 1305 (relat-
ing to income averaging). 

(g) Limit on tax attributable to the re-
ceipt of a lump sum. (1) For taxable 
years beginning before January 1, 1964, 
if the entire amount of the proceeds re-
ceived upon the redemption, maturity, 
surrender, or discharge of a contract to 
which section 72 applies is received in a 
lump sum and paragraph (c), (d), or (f) 
of this section is applicable in deter-
mining the portion of such amount 
which is includible in gross income, the 
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tax attributable to such portion shall 
not exceed the tax which would have 
been attributable thereto had such por-
tion been received ratably in the tax-
able year in which received and the 2 
preceding taxable years. The amount of 
tax attributable to the includible por-
tion of the lump sum received shall be 
the lesser of: 

(i) The difference between the 
amount of tax for the taxable year of 
receipt computed by including such 
portion in gross income and the 
amount of tax for such taxable year 
computed by excluding such portion 
from gross income; or 

(ii) The difference between the total 
amount of tax for the taxable year of 
receipt and the 2 preceding taxable 
years computed by including one-third 
of such portion in gross income for 
each of the 3 taxable years, and the 
total amount of the tax for the taxable 
year of receipt and the 2 preceding tax-
able years computed by entirely ex-
cluding such portion from the gross in-
come of all 3 taxable years. 

For the definition of ‘‘taxable year’’, 
see section 441(b). This subparagraph 
shall not apply, for taxable years be-
ginning before January 1, 1964, to pay-
ments excepted from the application of 
section 72(e)(3), as in effect before such 
date, under the provisions of section 
402 or 403. See paragraph (a) of § 1.72–2 
and paragraph (d) of § 1.72–14. 

(2) For taxable years beginning after 
December 31, 1963, any amount includ-
ible in gross income to which this sec-
tion relates may be taken into account 
in computations under sections 1301 
through 1305 (relating to income aver-
aging). 

(h) Amounts deemed to be paid or re-
ceived by a transferee. Amounts deemed 
to have been paid or received by a 
transferee for the purposes of § 1.72–10 
shall also be deemed to have been so 
paid or received by such transferee for 
the purposes of this section. Thus, if a 
donee is deemed to have paid the pre-
miums or other consideration actually 
paid by his transferor for the purposes 
of section 72(g) and paragraph (b) of 
§ 1.72–10, such consideration shall be 
deemed premiums or other consider-

ation paid by the donee for the pur-
poses of this section. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6885, 31 FR 7798, June 2, 
1966; T.D. 8115, 51 FR 45734, Dec. 19, 1986] 

§ 1.72–12 Effect of taking an annuity in 
lieu of a lump sum upon the matu-
rity of a contract. 

If a contract to which section 72 ap-
plies provides for the payment of a 
lump sum in full discharge of the obli-
gation thereunder and the obligee enti-
tled thereto, prior to receiving any por-
tion of such lump sum and within 60 
days after the date on which such lump 
sum first becomes payable, exercises 
an option or irrevocably agrees with 
the obligor to take, in lieu thereof, 
payments which will constitute 
‘‘amounts received as an annuity’’, as 
that term is defined in paragraph (b) of 
§ 1.72–2, no part of such lump sum shall 
be deemed to have been received by the 
obligee at the time he was first enti-
tled thereto merely because he would 
have been entitled to such amount had 
he not exercised the option or made 
such an agreement with the obligor. 

§ 1.72–13 Special rule for employee 
contributions recoverable in three 
years. 

(a) Amounts received as an annuity. (1) 
Section 72(d) provides a special rule for 
the treatment of amounts received as 
an annuity by an employee (or by the 
beneficiary or beneficiaries of an em-
ployee) under a contract to which sec-
tion 72 applies. This special rule is ap-
plicable only in the event that: 

(i) At least part of the consideration 
paid for the contract is contributed by 
the employer, and 

(ii) The aggregate amount receivable 
as an annuity under such contract by 
the employee (or by his beneficiary or 
beneficiaries if the employee died be-
fore any amount was received as an an-
nuity under the contract) within the 3- 
year period beginning on the date 
(whether or not before January 1, 1954) 
on which an amount is first received as 
an annuity equals or exceeds the total 
consideration contributed (or deemed 
contributed under section 72(f) and 
§ 1.72–8) by the employee as of such date 
as reduced by all amounts previously 
received and excludable from the gross 
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income of the recipient under the ap-
plicable income tax law. 
In such an event, section 72(d) provides 
that all amounts received as an annu-
ity under the contract during a taxable 
year to which the Code applies shall be 
excluded from gross income until the 
total of the amounts excluded under 
that section plus all amounts excluded 
under prior income tax laws equals or 
exceeds the consideration contributed 
(or deemed contributed) by the em-
ployee. The excess, if any, and all 
amounts received by any recipient 
thereafter (whether or not received as 
an annuity), shall be fully included in 
gross income. See paragraph (b) of this 
section. 

(2) If the aggregate amount receiv-
able as an annuity under the contract 
within three years from the date on 
which an amount is first received as an 
annuity thereunder will not equal or 
exceed the consideration contributed 
(or deemed contributed) by the em-
ployee in accordance with the provi-
sions of § 1.72–8, computed as of such 
date, the special rule of section 72(d) 
shall not apply to amounts received as 
an annuity under the contract and the 
general rules of section 72 shall apply 
thereto. 

(3) The aggregate of the amounts re-
ceivable as an annuity within the pre-
scribed 3-year period shall be the total 
of all annuity payments anticipatable 
by an employee (or a beneficiary or 
beneficiaries of an employee, if the em-
ployee died before any amount was re-
ceived as an annuity) under the con-
tract as a whole as defined in para-
graph (a) of § 1.72–2. See paragraph 
(a)(3) of § 1.72–2 for rules for deter-
mining what constitutes ‘‘the con-
tract’’ in the case of distributions from 
an employees’ trust or plan. 

(4) If subparagraphs (1) and (3) of this 
paragraph apply to amounts received 
as an annuity under a contract, the 
rule prescribed in subparagraph (1) of 
this paragraph shall apply to all 
amounts so received thereunder regard-
less of the fact that they may be pay-
able (i) to more than one beneficiary, 
(ii) for the same or different intervals, 
(iii) in different sums, or (iv) for a dif-
ferent period certain, life, or lives. 

(5) For purposes of section 72(d), con-
tributions which are made with respect 

to a self-employed individual and 
which are allowed as a deduction under 
section 404(a) are not considered con-
tributions by the employee, but such 
contributions are considered contribu-
tions by the employer. A contribution 
which is deemed paid in a prior taxable 
year under the provisions of section 
404(a)(6) shall be considered made with 
respect to a self-employed individual if 
the individual on whose behalf the con-
tribution is made was self-employed for 
the taxable year in which the contribu-
tion is deemed paid, whether or not 
such individual is self-employed at the 
time the contribution is actually paid. 
Contributions with respect to a self- 
employed individual who is an owner- 
employee used to purchase life, acci-
dent, health, or other insurance protec-
tion for such owner-employee shall not 
be treated as consideration for the con-
tract contributed by the employee in 
computing the employee contributions 
for purposes of section 72(d). 

(b) Amounts not received as an annuity. 
If the rule of paragraph (a) of this sec-
tion applies to a contract and, after the 
date on which an annuity payment is 
first received, amounts are received 
other than as an annuity under such 
contract in a taxable year to which the 
Code applies, they shall be included in 
the gross income of the recipient in ac-
cordance with the provisions of § 1.72– 
11. Thus, if such amounts are received 
as a dividend or a similar distribution 
after the date on which an amount is 
first received as an annuity under the 
contract, they shall be included in the 
gross income of the recipient (in ac-
cordance with section 72(e)(1)(A) and 
paragraph (b)(2) of § 1.72–11. All other 
amounts not received as an annuity 
shall be included in the gross income of 
the recipient in accordance with the 
provisions of section 72(e)(1)(B) and 
paragraph (c), (d), or (f), whichever is 
applicable, of § 1.72–11. See section 
72(e)(2). 

(c) Amounts received after the exhaus-
tion of employee contributions. (1) 
Amounts received under a contract to 
which the rule of paragraph (a) of this 
section applies (whether or not such 
amounts are received as an annuity) 
shall be included in the gross income of 
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the recipient if such amounts are re-
ceived after the date on which the ag-
gregate of all amounts excluded from 
gross income by the recipients under 
section 72(d) and prior income tax laws 
equalled or exceeded the consideration 
contributed (or deemed contributed) by 
the employee. 

(2) If the rule of paragraph (a) of this 
section applies to amounts received by 
an employee (or his beneficiary or 
beneficiaries) under a joint and sur-
vivor annuity contract, payments 
made to a prior annuitant may entirely 
exhaust the amounts excludable from 
gross income. In such case, amounts 
paid to the surviving annuitant (or an-
nuitants) shall be included in gross in-
come by such recipients. 

(d) Application of section 72(d) to a con-
tract, trust, or plan providing for pay-
ments in a manner described in paragraph 
(b)(3)(i) of § 1.72–2. For the purpose of 
applying section 72(d) and this section, 
any amount received in the nature of a 
periodic payment under a contract, 
trust, or plan which provides for the 
payment of amounts in a manner de-
scribed in paragraph (b)(3)(i) of § 1.72–2 
shall be considered an amount received 
as an annuity notwithstanding the pro-
visions of any other section of the reg-
ulations under section 72. The special 
exclusion rule of section 72(d) and para-
graph (a) of this section shall apply to 
all amounts so received if the first 
amount received, when multiplied by 
the number of periodic payments to be 
made within the three years beginning 
on the date of its receipt, results in an 
amount in excess of the aggregate pre-
miums or other consideration contrib-
uted (or deemed contributed) by the 
employee as of that date. If more than 
one series of periodic payments is to be 
paid under the same contract, trust, or 
plan, all payments anticipatable, 
whether because fixed in amount or de-
terminable in the manner described in 
the preceding sentence, shall be aggra-
vated for the purpose of determining 
the applicability of section 72 (d) to the 
contract, trust, or plan as a whole. 

(e) Inapplicability of section 72(d) and 
this section. Section 72(d) and this sec-
tion do not apply to: 

(1) Amounts received as proceeds of a 
life insurance contract to which sec-
tion 101(a) applies, nor to 

(2) Amounts paid to a surviving an-
nuitant under a joint and survivor an-
nuity contract to which paragraph 
(b)(3) of § 1.72–5 applies, nor to 

(3) Amounts paid to an annuitant 
under Chapter 73 of title 10 of the 
United States Code with respect to 
which section 72(o) and § 1.122–1 apply. 
See also paragraph (d) of § 1.72–14. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6497, 25 FR 10021, Oct. 20, 
1960; T.D. 6676, 28 FR 10135, Sept. 17, 1963; 
T.D. 7043, 35 FR 8477, June 2, 1970] 

§ 1.72–14 Exceptions from application 
of principles of section 72. 

(a) Payments of interest. If any 
amount is received under an agreement 
to pay interest on a sum or sums held 
by the obligor, such amount shall not 
be excludable from the gross income of 
the recipient under the provisions of 
section 72 to the extent that it is an ac-
tual interest payment. See section 
72(j). An amount shall be considered to 
be held under an agreement to pay in-
terest thereon if the amount payable 
after the term of the annuity (whether 
for a term certain or for a life or lives) 
is substantially equal to or larger than 
the aggregate amount of premiums or 
other consideration paid therefor. For 
this purpose, however, the aggregate 
amount of premiums or other consider-
ation paid shall include all contribu-
tions made by an employer and not 
merely those to which section 72(f) ap-
plies. 

(b) Alimony payments. To the extent 
that payments made to a wife are in-
cludable in her gross income by reason 
of either or both section 71 and 682, 
they shall not be excluded from the 
wife’s gross income under the prin-
ciples of section 72 although made 
under a contract to which that section 
applies. However, section 72 shall apply 
in the case of amounts received under 
such a contract if a husband and wife 
are entitled to make and do make a 
single return jointly. 

(c) Certain ‘‘face-amount certificates.’’ 
The principles of section 72 do not 
apply to ‘‘face-amount certificates’’ de-
scribed in section 72(1) which were 
issued before January 1, 1955. 

(d) Employer plans. The provisions of 
§§ 1.72–1 to 1.72–13, inclusive, shall be 
disregarded to the extent that they are 
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inconsistent with the treatment of 
amounts received provided in section 
402 (relating to the taxability of a ben-
eficiary of an employees’ trust), sec-
tion 403 (relating to the taxation of em-
ployee annuities), or the regulations 
under either of such sections. 

§ 1.72–15 Applicability of section 72 to 
accident or health plans. 

(a) Applicability of section. This sec-
tion provides the rules for determining 
the taxation of amounts received from 
an employer-established plan which 
provides for distributions that are tax-
able under section 72 (or for distribu-
tions that are taxable under section 402 
(a)(2) or (e), or section 403(a)(2), in the 
case of lump sum distributions) and 
which also provides for distributions 
that may be excludable from gross in-
come under section 104 or 105 as acci-
dent or health benefits. For example, 
this section will apply to a pension 
plan described in section 401 and ex-
empt under section 501 which provides 
for the payment of pensions at retire-
ment and the payment of an earlier 
pension in the event of permanent dis-
ability. This section will also apply to 
a profit-sharing plan described in sec-
tion 401 and exempt under section 501 
which provides for periodic distribution 
of the amount standing to the account 
of a participant during any period that 
the participant is absent from work 
due to a personal injury or sickness 
and for the distribution of any balance 
standing to the account of the partici-
pant upon his separation from service. 
For purposes of this section, the term 
‘‘contributions of the employee’’ in-
cludes contributions by the employer 
which were includible in the employ-
ee’s gross income. Paragraphs (d), (h), 
and (i) of this section apply for taxable 
years beginning on or after January 1, 
2015. 

(b) General rule. Section 72 does not 
apply to any amount received as an ac-
cident or health benefit, and the tax 
treatment of any such amount shall be 
determined under sections 104 and 105. 
See paragraphs (c) and (d) of this sec-
tion, paragraph (d) of § 1.104–1, and 
§§ 1.105–1 through 1.105–5. Section 72 (or, 
in the case of certain total distribu-
tions, section 402(a)(2) or section 
403(a)(2)) does apply to any amount 

which is received under a plan to which 
this section applies and which is not an 
accident or health benefit. See para-
graph (e) of this section. 

(c) Accident or health benefits attrib-
utable to employee contributions. (1) If a 
plan to which this section applies pro-
vides that any portion of the accident 
or health benefits is attributable to the 
contributions of the employee to such 
plan, then such portion of such benefits 
is excludable from gross income under 
section 104(a)(3) and paragraph (d) of 
§ 1.104–1. Neither section 72 nor section 
105 applies to any accident or health 
benefits (whether paid before or after 
retirement) attributable to contribu-
tions of the employee. Since such por-
tion is excludable under section 
104(a)(3), such portion is not subject to 
the dollar limitation of section 105(d) 
and if such portion is payable after the 
retirement of the employee, it is ex-
cludable without regard to the provi-
sions of § 1.105–4 and section 72. 

(2) In determining the taxation of 
any amounts received as accident or 
health benefits from a plan to which 
this section applies, the first step is to 
determine the portion, if any, of the 
contributions of the employee which is 
used to provide the accident or health 
benefits and the portion of the accident 
or health benefits attributable to such 
portion of the employee’s contribu-
tions. If such a plan expressly provides 
that the accident or health benefits are 
provided in whole or in part by em-
ployee contributions and the portion of 
employee contributions to be used for 
such purpose, the contributions so used 
will be treated as used to provide acci-
dent or health benefits. However, if the 
plan does not expressly provide that 
the accident or health benefits are to 
be provided with employee contribu-
tions and the portion of employee con-
tributions to be used for such purpose, 
it will be presumed that none of the 
employee contributions is used to pro-
vide such benefits. Thus, in the case of 
a contributory pension plan, it will be 
presumed that the disability pension is 
provided by employer contributions, 
unless the plan expressly provides oth-
erwise, or in the case of a contributory 
profit-sharing plan providing that a 
portion of the amount standing to the 
account of each participant will be 
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used to purchase accident or health in-
surance, it will be presumed that such 
insurance is purchased with employer 
contributions, unless the plan ex-
pressly provides otherwise. Similarly, 
unless the plan expressly provides oth-
erwise, it will be presumed that if a 
contributory profit-sharing plan pro-
vides for periodic distributions from 
the account of a participant during any 
absence from work because of a per-
sonal injury or sickness, all such dis-
tributions which do not exceed the con-
tributions of the employer plus earn-
ings thereon are provided by employer 
contributions. 

(3) Any employee contributions that 
are treated under subparagraph (2) of 
this paragraph as used to provide acci-
dent or health benefits shall not be in-
cluded for any purpose under section 72 
as employee contributions or as aggre-
gate premiums or other consideration 
paid. Thus, in the case of a pension 
plan, or in the case of a profit-sharing 
plan providing that a portion of the 
amount standing to the account of 
each participant will be used to pur-
chase accident or health insurance, any 
employee whose contributions are so 
used must make the adjustment pro-
vided by this subparagraph irrespective 
of whether such employee receives any 
accident or health benefits under such 
plan. However, in the case of a profit- 
sharing plan providing for periodic dis-
tributions from the account of a partic-
ipant during any absence from work 
because of a personal injury or sick-
ness, an adjustment under this sub-
paragraph is required only when an em-
ployee receives distributions in excess 
of the employer contributions and 
earnings thereon or receives distribu-
tions consisting in whole or in part of 
his own contributions. 

(4) If any of the employee contribu-
tions are treated under subparagraph 
(2) of this paragraph as used to provide 
any of the accident or health benefits, 
the portion of the benefits attributable 
to employee contributions shall be de-
termined in accordance with § 1.105–1. 
Any accident or health benefits that 
are excludable under section 104(a)(3) 
shall not be included in the expected 
return for purposes of section 72. 

(d) Accident or health benefits attrib-
utable to employer contributions. Any 

amounts received as accident or health 
benefits and not attributable to con-
tributions of the employee are includ-
ible in gross income except to the ex-
tent that the amounts are excludable 
from gross income under section 105(b) 
or (c) and the regulations under those 
sections. See § 1.402(a)–1(e) for rules re-
lating to the use of a qualified plan 
under section 401(a) to pay premiums 
for accident or health insurance. 

(e) Other benefits under the plan. The 
taxability of amounts that are received 
under a plan to which this section ap-
plies and that are not accident or 
health benefits is determined under 
section 72 (or, in the case of certain 
total distributions, under section 
402(a)(2) or section 403(a)(2)) without re-
gard to any exclusion or inclusion of 
accident or health benefits under sec-
tions 104 and 105. For example, the in-
vestment in the contract or aggregate 
premiums paid is determined without 
regard to the exclusion of any amount 
under section 104 or 105, and the annu-
ity starting date is determined without 
regard to the receipt of any accident or 
health benefits. However, if any em-
ployee contributions are used to pro-
vide any accident or health benefits, 
the investment in the contract or ag-
gregate premiums paid must be ad-
justed as provided in paragraph (c)(3) of 
this section. 

(f) [Reserved] 
(g) Payments to or on behalf of a self- 

employed individual. A self-employed in-
dividual is not considered an employee 
for purposes of section 105, relating to 
amounts received by employees under 
accident and health plans, nor for pur-
poses of excluding under section 
104(a)(3) amounts received by him 
under an accident and health plan as 
referred to in section 105(e). See sec-
tion 105(g) and paragraph (a) of § 1.105– 
1. Therefore, the other paragraphs of 
this section are not applicable to 
amounts received by or on behalf of a 
self-employed individual. Except where 
accident or health benefits are pro-
vided through an insurance contract or 
an arrangement having the effect of in-
surance, all amounts received by or on 
behalf of a self-employed individual 
from a plan described in section 401(a) 
and exempt under section 501(a) or a 
plan described in section 403(a) shall be 
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taxed as otherwise provided in section 
72, 402, or 403. If the accident or health 
benefits are paid under an insurance 
contract or under an arrangement hav-
ing the effect of insurance, section 
104(a)(3) shall apply. Section 72 shall 
not apply to any amounts received 
under such circumstances. For the 
treatment of the amounts paid for such 
accident or health benefits, see section 
404(e)(3) and paragraph (f) of § 1.404(e)–1. 

(h) Medical benefits for retired employ-
ees, etc. See § 1.402(a)–1(e)(2) for rules re-
lating to the payment of medical bene-
fits described in section 401(h) under a 
qualified pension or annuity plan. 

(i) Special rules—(1) In general. For 
purposes of section 72(b) and (d) and 
this section, the taxpayer must main-
tain such records as are necessary to 
substantiate the amount treated as an 
investment in the taxpayer’s annuity 
contract. 

(2) Delegation to Commissioner. The 
Commissioner may prescribe a form 
and instructions with respect to the 
taxpayer’s past and current treatment 
of amounts received under section 72 or 
105, and the taxpayer’s computation, or 
recomputation, of the taxpayer’s in-
vestment in his or her annuity con-
tract. This form may be required to be 
filed with the taxpayer’s returns for 
years in which the amounts are ex-
cluded under section 72 or 105. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6676, 28 FR 10135, Sept. 17, 
1963; T.D. 6722, 29 FR 5069, Apr. 14, 1964; T.D. 
6770, 29 FR 15366, Nov. 17, 1964; T.D. 7352, 40 
FR 16664, Apr. 14, 1975; T.D. 9665, 79 FR 26841, 
May 12, 2014] 

§ 1.72–16 Life insurance contracts pur-
chased under qualified employee 
plans. 

(a) Applicability of section. This sec-
tion provides rules for the tax treat-
ment of premiums paid under qualified 
pension, annuity, or profit-sharing 
plans for the purchase of life insurance 
contracts and rules for the tax treat-
ment of the proceeds of such a life in-
surance contract and of annuity con-
tracts purchased under such plans. For 
purposes of this section, the term ‘‘life 
insurance contract’’ means a retire-
ment income, an endowment, or other 
contract providing life insurance pro-
tection. The rules of this section apply 

to plans covering only common-law 
employees as well as to plans covering 
self-employed individuals. 

(b) Treatment of cost of life insurance 
protection. (1) The rules of this para-
graph are applicable to any life insur-
ance contract— 

(i) Purchased as a part of a plan de-
scribed in section 403(a), or 

(ii) Purchased by a trust described in 
section 401(a) which is exempt from tax 
under section 501(a) if the proceeds of 
such contract are payable directly or 
indirectly to a participant in such 
trust or to a beneficiary of such partic-
ipant. 

The proceeds of a contract described in 
subdivision (ii) of this subparagraph 
will be considered payable indirectly to 
a participant or beneficiary of such 
participant where they are payable to 
the trustee but under the terms of the 
plan the trustee is required to pay over 
all of such proceeds to the beneficiary. 

(2) If under a plan or trust described 
in subparagraph (1) of this paragraph, 
amounts which were allowed as a de-
duction under section 404, or earnings 
of the trust, are applied toward the 
purchase of a life insurance contract 
described in subparagraph (1) of this 
paragraph, the cost of the life insur-
ance protection under such contract 
shall be included in the gross income of 
the participant for the taxable year or 
years in which such contributions or 
earnings are so applied. 

(3) If the amount payable upon death 
at any time during the year exceeds 
the cash value of the insurance policy 
at the end of the year, the entire 
amount of such excess is considered 
current life insurance protection. The 
cost of such insurance will be consid-
ered to be a reasonable net premium 
cost, as determined by the Commis-
sioner, for such amount of insurance 
for the appropriate period. 

(4) The amount includible in the 
gross income of the employee under 
this paragraph shall be considered as 
premiums or other consideration paid 
or contributed by the employee only 
with respect to any benefits attrib-
utable to the contract (within the 
meaning of paragraph (a)(3) of § 1.72–2) 
providing the life insurance protection. 
However, if under the rules of this 
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paragraph an owner-employee is re-
quired to include any amounts in his 
gross income, such amounts shall not 
in any case be treated as part of his in-
vestment in the contract. 

(5) The determination of the cost of 
life insurance protection may be illus-
trated by the following example: 

Example. An annual premium policy pur-
chased by a qualified trust for a common-law 
employee provides an annuity of $100 per 
month upon retirement at age 65, with a 
minimum death benefit of $10,000. The insur-
ance payable if death occurred in the first 
year would be $10,000. The cash value at the 
end of the first year is 0. The net insurance 
is therefore $10,000 minus 0, or $10,000. As-
suming that the Commissioner has deter-
mined that a reasonable net premium cost 
for the employee’s age is $5.85 per $1,000, the 
premium for $10,000 of life insurance is there-
fore $58.50, and this is the amount to be re-
ported as income by the employee for his 
taxable year in which the premium is paid. 
The balance of the premium is the amount 
contributed for the annuity, which is not 
taxable to the employee under a plan meet-
ing the requirements of section 401(a), except 
as provided under section 402(a). Assuming 
that the cash value at the end of the second 
year is $500, the net insurance would then be 
$9,500 for the second year. With a net 1-year 
term rate of $6.30 for the employee’s age in 
the second year, the amount to be reported 
as income to the employee would be $59.85. 

(6) This paragraph shall not apply if 
the trust has a right under any cir-
cumstances to retain any part of the 
proceeds of the life insurance contract. 
But see paragraph (c)(4) of this section 
relating to the taxability of the dis-
tribution of such proceeds to a bene-
ficiary. 

(c) Treatment of proceeds of life insur-
ance and annuity contracts. (1) If under 
a qualified pension, annuity, or profit- 
sharing plan, there is purchased ei-
ther— 

(i) A life insurance contract de-
scribed in paragraph (b)(1) of this sec-
tion, and the employee either paid the 
cost of the insurance or was taxable on 
the cost of the insurance under para-
graph (b) of this section, or 

(ii) An annuity contract, 
the amounts payable under any such 
contract by reason of the death of the 
employee are taxable under the rules of 
subparagraph (2) of this paragraph, ex-
cept in the case of a joint and survivor 
annuity. 

(2)(i) In the case of an annuity con-
tract, the death benefit is the accumu-
lation of the premiums (plus earnings 
thereon) which is intended to fund pen-
sion or other deferred benefits under a 
pension, annuity, or profit-sharing 
plan. Such death benefits are not in the 
nature of life insurance and are not ex-
cludable from gross income under sec-
tion 101(a). 

(ii) In the case of a life insurance 
contract under which there is a reserve 
accumulation which is intended to fund 
pension or other deferred benefits 
under a pension, annuity, or profit- 
sharing plan, such reserve accumula-
tion constitutes the source of the cash 
value of the contract and approximates 
the amount of such cash value. The 
portion of the proceeds paid upon the 
death of the insured employee which is 
equal to the cash value immediately 
before death is not excludable from 
gross income under section 101(a). The 
remaining portion, if any, of the pro-
ceeds paid to the beneficiary by reason 
of the death of the insured employee— 
that is, the amount in excess of the 
cash value—constitutes current insur-
ance protection and is excludable under 
section 101(a). 

(iii) The death benefit under an annu-
ity contract, or the portion of the 
death proceeds under a life insurance 
contract which is equal to the cash 
value of the contract immediately be-
fore death, constitutes a distribution 
under the plan consisting in whole or 
in part of deferred compensation and is 
taxable to the beneficiary in accord-
ance with section 72(m)(3) and the pro-
visions of this paragraph, except to the 
extent that the limited exclusion from 
income provided in section 101(b) is ap-
plicable. 

(iv) In the case of a life insurance 
contract under which the benefits are 
paid at a date or dates later than the 
death of the employee, section 101(d) is 
applicable only to the portion of the 
benefits which is attributable to the 
amount excludable under section 
101(a). The portion of such benefits 
which is attributable to the cash value 
of the contract immediately before 
death is taxable under section 72, and 
in such case, any amount excludable 
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under section 101(b) is treated as addi-
tional consideration paid by the em-
ployee in accordance with section 
101(b)(2)(D). 

(3) The application of the rules under 
subparagraph (2) of this paragraph with 
respect to the taxability of proceeds of 
a life insurance contract paid by reason 
of the death of an insured common-law 
employee who has paid no contribu-
tions under the plan is illustrated by 
the following examples: 

Example 1.  
Total face amount of the contract payable in a 

lump sum at time of death ................................... $25,000 
Cash value of the contract immediately before 

death .................................................................... 11,000 

Excess over cash value, excludable under section 
101(a) ................................................................... 14,000 

Cash value subject to limited exclusion under sec-
tion 101(b) ............................................................ 11,000 

Excludable under section 101(b) (assuming that 
there is no other death benefit paid by or on be-
half of any employer with respect to the em-
ployee) .................................................................. 5,000 

Balance taxable in accordance with section 
402(a)(2) or 403(a)(2) (assuming a total distribu-
tion in one taxable year of the distributee) .......... 6,000 

Portion of premiums taxed to employee under the 
provisions of paragraph (b) of this section and 
considered as contributions of the employee ...... 940 

Balance taxable as long-term capital gain .............. 5,060 

Example 2. The facts are the same as in ex-
ample (1), except that the contract provides 
that the beneficiary may elect within 60 days 
after the death of the employee either to 
take the $25,000 or to receive 10 annual in-
stallments of $3,000 each, and the beneficiary 
elects to receive the 10 installments. In addi-
tion, the employee’s rights to the cash value 
immediately before his death were forfeit-
able at least to the extent of $5,000. Section 
101(d) is applicable to the amount excludable 
under section 101(a), that is, $14,000. The por-
tion of each annual installment of $3,000 
which is attributable to this $14,000 is deter-
mined by allocating each installment in ac-
cordance with the ratio which this $14,000 
bears to the total amount which was payable 
at death ($25,000). Accordingly, the portion of 
each annual installment which is subject to 
section 101(d) is $1,680 (14⁄25 of $3,000), of which 
$1,400 (1⁄10 of $14,000) is excludable under sec-
tion 101(a), and the remaining $280 is includ-
ible in the gross income of the beneficiary. 
However, if the beneficiary is a surviving 
spouse as defined in section 101(d)(3), the ex-
clusion provided by section 101(d)(1)(B) is ap-
plicable to such $280. The remaining portion 
of each annual $3,000 installment, $1,320, is 
attributable to the cash value of the con-
tract and is treated under section 72, as fol-
lows: 

Amount actually contributed by the employee ........ 0 
Amount considered contributed by employee by 

reason of section 101(b) ...................................... $5,000 
Portion of premiums taxed to employee under the 

provisions of paragraph (b) of this section and 
considered as contributions of the employee ...... $940 

Investment in the contract ....................................... $5,940 
Expected return, 10×$1,320 .................................... $13,200 
Exclusion ratio, $5,940÷$13,200 ............................. 0.45 
Annual exclusion, 0.45×$1,320 ............................... $594 

Accordingly, $594 of the $1,320 portion of each 
annual installment is excludable each year 
under section 72, and the remaining $726 is 
includible. Thus, if the beneficiary is not a 
surviving spouse, a total of $1,006 ($280 plus 
$726) of each annual $3,000 installment is in-
cludible in income each year. If the bene-
ficiary is a surviving spouse, and can exclude 
all of the $280 under section 101(d)(1)(B), the 
amount includible in gross income each year 
is $726 of each annual $3,000 installment. 

(4) If an employee neither paid the 
total cost of the life insurance protec-
tion provided under a life insurance 
contract, nor was taxable under para-
graph (b) of this section with respect 
thereto, no part of the proceeds of such 
a contract which are paid to the bene-
ficiaries of the employee as a death 
benefit is excludable under section 
101(a). The entire distribution is tax-
able to the beneficiaries under section 
402(a) or 403(a) except to the extent 
that a limited exclusion may be allow-
able under section 101(b). 

[T.D. 6676, 28 FR 10135, Sept. 17, 1963] 

§ 1.72–17 Special rules applicable to 
owner-employees. 

(a) In general. Under section 401(c) 
and section 403(a), certain self-em-
ployed individuals may participate in 
qualified pension, annuity, and profit- 
sharing plans, and the amounts re-
ceived by such individuals from such 
plans are taxable under section 72. Sec-
tion 72(m) and this section contain spe-
cial rules for the taxation of amounts 
received from qualified pension, profit- 
sharing, or annuity plans covering an 
owner-employee. For purposes of sec-
tion 72 and the regulations thereunder, 
the term ‘‘employee’’ shall include the 
self-employed individual who is treated 
as an employee by section 401(c)(1) (see 
paragraph (b) of § 1.401–10), and the 
term ‘‘owner-employee’’ has the mean-
ing assigned to it in section 401(c)(3) 
(see paragraph (d) of § 1.401–10). See also 
paragraph (a)(2) of § 1.401–10 for the rule 
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for determining when a plan covers an 
owner-employee. For purposes of this 
section, a self-employed individual 
may not treat as consideration for the 
contract contributed by the employee 
any contributions under the plan for 
which deductions were allowed under 
section 404 and which, consequently, 
are considered employer contributions. 

(b) Certain amounts received before an-
nuity starting date. (1) The rules of this 
paragraph are applicable to amounts 
received from a qualified pension, prof-
it-sharing, or annuity plan by an em-
ployee (or his beneficiary) who is or 
was an owner-employee with respect to 
such plan when such amounts— 

(i) Are received before the annuity 
starting date; and 

(ii) Are not received as an annuity. 
For the definition of annuity starting 
date, see paragraph (b) of § 1.72–4 and 
subparagraph (4) of this paragraph. As 
to what constitutes amounts not re-
ceived as an annuity, see paragraphs 
(c) and (d) of § 1.72–11. 

(2) Amounts to which this paragraph 
applies shall be included in the recipi-
ent’s gross income for the taxable year 
in which received. However, the sum of 
the amounts so included under this 
subparagraph in all taxable years shall 
not exceed the aggregate deductions al-
lowed under section 404 for premiums 
or other consideration paid under the 
plan on behalf of the employee while he 
was an owner-employee, including any 
such deductions taken in the taxable 
year of receipt. 

(3) Any amounts to which this para-
graph applies and which are not includ-
ible in gross income under the rules of 
subparagraph (2) of this paragraph 
shall be subject to the provisions of 
section 72(e) and § 1.72–11. However, for 
taxable years beginning before January 
1, 1964, section 72(e)(3), as in effect be-
fore such date, shall not apply to such 
amounts. For taxable years beginning 
after December 31, 1963, such amounts 
(other than amounts subject to a pen-
alty under section 72(m)(5) and para-
graph (e) of this section) may be taken 
into account in computations under 
sections 1301 through 1305 (relating to 
income averaging). 

(4) Under section 401(d)(4), a qualified 
pension, profit-sharing, or annuity plan 
may not provide for distributions to an 

owner-employee before he reaches age 
591⁄2 years, except in the case of his ear-
lier disability. Therefore, in the case of 
a distribution from a qualified plan to 
an individual for whom contributions 
have been made to the plan as an 
owner-employee, the annuity starting 
date cannot be prior to the time such 
individual attains the age 591⁄2 years 
unless he is entitled to benefits before 
reaching such age because of his dis-
ability. For taxable years beginning 
after December 31, 1966, see section 
72(m)(7) and paragraph (f) of this sec-
tion for the meaning of disabled. For 
taxable years beginning before January 
1, 1967, see section 213(g)(3) for the 
meaning of disabled. 

(5) The rules of this paragraph are 
not applicable to amounts credited to 
an individual in his capacity as a pol-
icy-holder of an annuity, endowment, 
or life insurance contract which are in 
the nature of a dividend or refund of 
premium, and which are applied in ac-
cordance with paragraph (a)(4) of 
§ 1.404(a)–8 towards the purchase of ben-
efits under the policy. 

(6) The rules of this paragraph may 
be illustrated by the following exam-
ple: 

Example. B, a self-employed individual, re-
ceived $8,000 as a distribution under a quali-
fied pension plan before the annuity starting 
date. At the time of such distribution, $10,000 
had been contributed (the whole amount 
being allowed as a deduction) under the plan 
on behalf of such individual while he was a 
common-law employee and $5,000 had been 
contributed under the plan on his behalf 
while he was an owner-employee, of which 
$2,500 was allowed as a deduction. In addi-
tion, B had contributed $1,000 on his own be-
half as an employee under the plan. Of the 
$8,000, $2,500 (the amount allowed as a deduc-
tion with respect to contributions on behalf 
of the individual while he was an owner-em-
ployee) is includable in gross income under 
subparagraph (2) of this paragraph. With re-
spect to the remaining $5,500, B has a basis of 
$3,500, consisting of the $2,500 contributed on 
his behalf while he was an owner-employee 
which was not allowed as a deduction and 
the $1,000 which B contributed as an em-
ployee. The difference between the $5,500 and 
B’s basis of $3,500, or $2,000, is includable in 
gross income under section 72(e). 

(c) Amounts paid for life, accident, 
health, or other insurance. Amounts 
used to purchase life, accident, health, 
or other insurance protection for an 
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owner-employee shall not be taken into 
account in computing the following: 

(1) The aggregate amount of pre-
miums or other consideration paid for 
the contract for purposes of deter-
mining the investment in the contract 
under section 72(c)(1)(A) and § 1.72–6; 

(2) The consideration for the contract 
contributed by the employee for pur-
poses of section 72(d)(1) and § 1.72–13, 
which provide the method of taxing 
employees’ annuities where the em-
ployee’s contributions will be recover-
able within 3 years; and 

(3) The aggregate premiums or other 
consideration paid for purposes of sec-
tion 72(e)(1)(B) and § 1.72–11, which pro-
vide the rules for taxing amounts not 
received as annuities prior to the annu-
ity starting date. 
The cost of such insurance protection 
will be considered to be a reasonable 
net premium cost, as determined by 
the Commissioner, for the appropriate 
period. 

(d) Amounts constructively received. (1) 
If during any taxable year an owner- 
employee assigns or pledges (or agrees 
to assign or pledge) any portion of his 
interest in a trust described in section 
401(a) which is exempt from tax under 
section 501(a), or any portion of the 
value of a contract purchased as part of 
a plan described in section 403(a), such 
portion shall be treated as having been 
received by such owner-employee as a 
distribution from the trust or as an 
amount received under the contract 
during such taxable year. 

(2) If during any taxable year an 
owner-employee receives, either di-
rectly or indirectly, any amount from 
any insurance company as a loan under 
a contract purchased by a trust de-
scribed in section 401(a) which is ex-
empt from tax under section 501(a) or 
purchased as part of a plan described in 
section 403(a), and issued by such insur-
ance company, such amount shall be 
treated as an amount received under 
the contract during such taxable year. 
An owner-employee will be considered 
to have received an amount under a 
contract if a premium, which is other-
wise in default, is paid by the insur-
ance company in the form of a loan 
against the cash surrender value of the 
contract. Further, an owner-employee 
will be considered to have received an 

amount to which this subparagraph ap-
plies if an amount is received from the 
issuer of a face-amount certificate as a 
loan under such a certificate purchased 
as part of a qualified trust or plan. 

(e) Penalties applicable to certain 
amounts received by owner-employees. 
(1)(i) The rules of this paragraph are 
applicable to amounts, to the extent 
includable in gross income, received 
from a trust described in section 401(a) 
or under a plan described in section 
403(a) by or on behalf of an individual 
who is or has been an owner-employee 
with respect to such plan or trust— 

(a) Which are received before the 
owner-employee reaches the age 591⁄2 
years and which are attributable to 
contributions paid on behalf of such 
owner-employee (whether or not paid 
by him) while he was an owner-em-
ployee (see subdivision (ii) of this sub-
paragraph), 

(b) Which are in excess of the benefits 
provided for such owner-employee 
under the plan formula (see subdivision 
(iii) of this subparagraph), or 

(c) Which are received by reason of a 
distribution of the owner-employee’s 
entire interest under the provisions of 
section 401(e)(2)(E), relating to excess 
contributions on behalf of an owner- 
employee which are willfully made. 

(ii) The amounts referred to in sub-
division (i)(a) of this subparagraph do 
not include— 

(a) Amounts received by reason of 
the owner-employee becoming disabled, 
or 

(b) Amounts received by the owner- 
employee in his capacity as a policy- 
holder of an annuity, endowment, or 
life insurance contract which are in the 
nature of a dividend or similar dis-
tribution. 
Amounts attributable to contributions 
paid on behalf of an owner-employee 
and which are paid to a person other 
than the owner-employee before the 
owner-employee dies or reaches the age 
591⁄2 shall be considered received by the 
owner-employee for purposes of this 
paragraph. For taxable years beginning 
after December 31, 1966, see section 
72(m)(7) and paragraph (f) of this sec-
tion for the meaning of disabled. For 
taxable years beginning before January 
1, 1967, see section 213(g)(3) for the 
meaning of disabled. For taxable years 
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beginning after December 31, 1968, if an 
amount is not included in the amounts 
referred to in subdivision (i)(a) of this 
subparagraph solely by reason of the 
owner-employee becoming disabled and 
if a penalty would otherwise be appli-
cable with respect to all or a portion of 
such amount, then for the taxable year 
in which such amount is received, 
there must be submitted with the 
owner-employee’s income tax return a 
doctor’s statement as to the impair-
ment, and a statement by the owner- 
employee with respect to the effect of 
such impairment upon his substantial 
gainful activity and the date such im-
pairment occurred. For taxable years 
which are subsequent to the first tax-
able year beginning after December 31, 
1968, with respect to which the state-
ments referred to in the preceding sen-
tence are submitted, the owner-em-
ployee may, in lieu of such statements, 
submit a statement declaring the con-
tinued existence (without substantial 
diminution) of the impairment and its 
continued effect upon his substantial 
gainful activity. 

(iii) This paragraph applies to 
amounts described in subdivision (i)(b) 
of this subparagraph (relating to excess 
benefits) even though a portion of such 
amounts may be attributable to con-
tributions made on behalf of an indi-
vidual while he was not an owner-em-
ployee and even though the amounts 
are received by his successor. However, 
these amounts do not include the por-
tion of a distribution to which section 
402(a)(2) or 403(a)(2) (relating to certain 
total distributions in one taxable year) 
applies. 

(iv)(a) For purposes of subdivision 
(i)(a) of this subparagraph, the portion 
of any distribution or payment attrib-
utable to contributions on behalf of an 
employee-participant while he was an 
owner-employee includes the contribu-
tions made on his behalf while he was 
an owner-employee and the increments 
in value attributable to such contribu-
tions. 

(b) The increments in value of an in-
dividual’s account may be allocated to 
contributions on his behalf while he 
was an owner-employee either by main-
taining a separate account, or an ac-
counting, which reflects the actual in-
crement attributable to such contribu-

tions, or by the method described in (c) 
of this subdivision. 

(c) Where an individual is covered 
under the same plan both as an owner- 
employee and as a nonowner-employee, 
the portion of the increment in value 
of his interest attributable to contribu-
tions made on his behalf while he was 
an owner-employee may be determined 
by multiplying the total increment in 
value in his account by a fraction. The 
numerator of the fraction is the total 
contributions made on behalf of the in-
dividual as an owner-employee, weight-
ed for the number of years that each 
contribution was in the plan. The de-
nominator is the total contributions 
made on behalf of the individual, 
whether or not an owner-employee, 
weighted for the number of years each 
contribution was in the plan. The con-
tributions are weighted for the number 
of years in the plan by multiplying 
each contribution by the number of 
years it was in the plan. For purposes 
of this computation, any forfeiture al-
located to the account of the individual 
is treated as a contribution to the ac-
count made at the time so allocated. 

(d) The method described in (c) of 
this subdivision may be illustrated by 
the following example: 

Example. B was a member of the XYZ Part-
nership and a participant in the partner-
ship’s profit-sharing plan which was created 
in 1963. Until the end of 1967, B’s interest in 
the partnership was less than 10 percent. On 
January 1, 1968, B obtained an interest in ex-
cess of 10 percent in the partnership and con-
tinued to participate in the profit-sharing 
plan until 1972. During 1972, prior to the time 
he attained the age of 591⁄2 years and during 
a time when he was not disabled, B withdrew 
his entire interest in the profit-sharing plan. 
At that time his interest was $15,000, $9,600 
contributions and $5,400 increment attrib-
utable to the contributions. The portion of 
the increment attributable to contributions 
while B was an owner-employee is $667.80, de-
termined as follows: 

A B C 

Con-
tribution 

Number 
of years 
contribu-
tion was 

in 
trust— 

Con-
tribution 
weight-
ed for 

years in 
trust 

(A×B) 

1972 ..................................... $1,000 0 0 
1971 ..................................... 800 1 800 
1970 ..................................... 1,200 2 2,400 
1969 ..................................... 600 3 1,800 
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A B C 

Con-
tribution 

Number 
of years 
contribu-
tion was 

in 
trust— 

Con-
tribution 
weight-
ed for 

years in 
trust 

(A×B) 

1968 ..................................... 200 4 800 
1967 ..................................... 400 5 2,000 
1966 ..................................... 2,000 6 12,000 
1965 ..................................... 1,000 7 7,000 
1964 ..................................... 1,500 8 12,000 
1963 ..................................... 900 9 8,100 

Total ................................. $9,600 46,900 

Total weighted contributions as owner-em-
ployee (1968–1972)—5,800. 

Total weighted contributions—46,900. 
$5,400×(5,800÷46,900) = $667.80 

(2)(i) If the aggregate of the amounts 
to which this paragraph applies re-
ceived by any person in his taxable 
year equals or exceeds $2,500 the tax 
with respect to such amount shall be 
the greater of— 

(a) The increase in tax attributable 
to the inclusion of the amounts so re-
ceived in his gross income for the tax-
able year in which received, or 

(b) 110 percent of the aggregate in-
crease in taxes, for such taxable year 
and the four immediately preceding 
taxable years, which would have re-
sulted if such amounts had been in-
cluded in such person’s gross income 
ratably over such taxable years. How-
ever, if deductions were allowed under 
section 404 for contributions to the 
plan on behalf of the individual as an 
owner-employee for less than four prior 
taxable years (whether or not consecu-
tive), the number of immediately pre-
ceding taxable years taken into ac-
count shall be the number of prior tax-
able years in which such deductions 
were allowed. 

(ii) If the aggregate of the amounts 
to which this paragraph applies re-
ceived by any person in his taxable 
year is less than $2,500, the tax with re-
spect to such amounts shall be 110 per-
cent of the increase in tax which re-
sults from including such amounts in 
the person’s gross income for the tax-
able year in which received. 

(3)(i) For purposes of making the rat-
able inclusion computations of sub-
paragraph (2)(i) of this paragraph, the 
taxable income of the recipient for 
each taxable year involved (notwith-

standing section 63, relating to defini-
tion of taxable income) shall be treated 
as being not less than the amount re-
quired to be treated as includible in the 
taxable year pursuant to the ratable 
inclusion. 

(ii) For purposes of subparagraph 
(2)(i)(a) and (ii) of this paragraph, the 
recipient’s taxable income (notwith-
standing section 63, relating to defini-
tion of taxable income) shall be treated 
as being not less than the aggregate of 
the amounts to which this paragraph 
applies reduced by the deductions al-
lowed the recipient for such taxable 
year under section 151 (relating to de-
ductions for personal exemptions). 

(iii) In any case in which the applica-
tion of subdivision (i) or (ii) of this sub-
paragraph results in an increase in tax-
able income for any taxable year, the 
resulting increase in taxes imposed by 
section 1 or 3 for such taxable year 
shall be reduced by the credits against 
tax provided by section 31 (tax with-
held on wages) and section 39 (certain 
uses of gasoline and lubricating oil), 
but shall not be reduced by any other 
credits against tax. 

(4) The application of the rules of 
subparagraph (2)(i) and (3) of this para-
graph may be illustrated by the fol-
lowing example: 

Example. B, a sole proprietor and a cal-
endar-year basis taxpayer, established a 
qualified pension trust to which he made an-
nual contributions for 10 years of 10 percent 
of his earned income. B withdrew his entire 
interest in the trust during 1973 when he was 
55 years old and not disabled and for which, 
without regard to the distribution, he had a 
net operating loss and for which he is al-
lowed under section 151 a deduction for one 
personal exemption. The portion of the dis-
tribution includible in B’s gross income is 
$25,750. In addition, B had a net operating 
loss for 1972. The other 3 taxable years in-
volved in the computation under subpara-
graph (2)(i) of this paragraph were years of 
substantial income. For purposes of deter-
mining B’s increase in tax attributable to 
the receipt of the $25,750 (before the applica-
tion of the provisions of subparagraph 
(2)(i)(b) of this paragraph), B’s taxable in-
come for the year he received the $25,750 is 
treated, under subparagraph (3)(ii) of this 
paragraph, as being $25,000 ($25,750 minus 
$750, the amount of the deduction allowed for 
each personal exemption under section 151 
for 1973). For purposes of determining wheth-
er 110 percent of the aggregate increase in 
taxes which would have resulted if 20 percent 
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of the amount of the withdrawal had been in-
cluded in B’s gross income for the year of re-
ceipt and for each of the 4 preceding taxable 
years is greater (and thus is the amount of 
his increase in tax attributable to the re-
ceipt of the $25,750), B’s taxable income for 
the taxable year of receipt, and for the im-
mediately preceding taxable year, is treated, 
under subparagraph (3)(i) of this paragraph, 
as being $5,150 ($25,750 divided by 5). 

(f) Meaning of disabled. (1) For taxable 
years beginning after December 31, 
1966, section 72(m)(7) provides that an 
individual shall be considered to be dis-
abled if he is unable to engage in any 
substantial gainful activity by reason 
of any medically determinable physical 
or mental impairment which can be ex-
pected to result in death or to be of 
long-continued and indefinite duration. 
In determining whether an individual’s 
impairment makes him unable to en-
gage in any substantial gainful activ-
ity, primary consideration shall be 
given to the nature and severity of his 
impairment. Consideration shall also 
be given to other factors such as the 
individual’s education, training, and 
work experience. The substantial gain-
ful activity to which section 72(m)(7) 
refers is the activity, or a comparable 
activity, in which the individual cus-
tomarily engaged prior to the arising 
of the disability (or prior to retirement 
if the individual was retired at the 
time the disability arose). 

(2) Whether or not the impairment in 
a particular case constitutes a dis-
ability is to be determined with ref-
erence to all the facts in the case. The 
following are examples of impairments 
which would ordinarily be considered 
as preventing substantial gainful activ-
ity: 

(i) Loss of use of two limbs; 
(ii) Certain progressive diseases 

which have resulted in the physical 
loss or atrophy of a limb, such as dia-
betes, multiple sclerosis, or Buerger’s 
disease; 

(iii) Diseases of the heart, lungs, or 
blood vessels which have resulted in 
major loss of heart or lung reserve as 
evidenced by X-ray, electrocardiogram, 
or other objective findings, so that de-
spite medical treatment breathless-
ness, pain, or fatigue is produced on 
slight exertion, such as walking several 
blocks, using public transportation, or 
doing small chores; 

(iv) Cancer which is inoperable and 
progressive; 

(v) Damage to the brain or brain ab-
normality which has resulted in severe 
loss of judgment, intellect, orientation, 
or memory; 

(vi) Mental diseases (e.g. psychosis or 
severe psychoneurosis) requiring con-
tinued institutionalization or constant 
supervision of the individual; 

(vii) Loss or diminution of vision to 
the extent that the affected individual 
has a central visual acuity of no better 
than 20/200 in the better eye after best 
correction, or has a limitation in the 
fields of vision such that the widest di-
ameter of the visual fields subtends an 
angle no greater than 20 degrees; 

(viii) Permanent and total loss of 
speech; 

(ix) Total deafness uncorrectible by a 
hearing aid. 
The existence of one or more of the im-
pairments described in this subpara-
graph (or of an impairment of greater 
severity) will not, however, in and of 
itself always permit a finding that an 
individual is disabled as defined in sec-
tion 72(m)(7). Any impairment, whether 
of lesser or greater severity, must be 
evaluated in terms of whether it does 
in fact prevent the individual from en-
gaging in his customary or any com-
parable substantial gainful activity. 

(3) In order to meet the requirements 
of section 72(m)(7), an impairment 
must be expected either to continue for 
a long and indefinite period or to result 
in death. Ordinarily, a terminal illness 
because of disease or injury would re-
sult in disability. Indefinite is used in 
the sense that it cannot reasonably be 
anticipated that the impairment will, 
in the foreseeable future, be so dimin-
ished as no longer to prevent substan-
tial gainful activity. For example, an 
individual who suffers a bone fracture 
which prevents him from working for 
an extended period of time will not be 
considered disabled, if his recovery can 
be expected in the foreseeable future; if 
the fracture persistently fails to knit, 
the individual would ordinarily be con-
sidered disabled. 

(4) An impairment which is remedi-
able does not constitute a disability 
within the meaning of section 72(m)(7). 
An individual will not be deemed dis-
abled if, with reasonable effort and 
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safety to himself, the impairment can 
be diminished to the extent that the 
individual will not be prevented by the 
impairment from engaging in his cus-
tomary or any comparable substantial 
gainful activity. 

(g) Years to which this section applies. 
This section applies to taxable years 
ending before September 3, 1974. For 
taxable years ending after September 2, 
1974, see § 1.72–17A. 

[T.D. 6676, 28 FR 10136, Sept. 17, 1963, as 
amended by T.D. 6885, 31 FR 7800, June 2, 
1966; T.D. 6985, 33 FR 19811, Dec. 27, 1968; T.D. 
7114, 36 FR 9018, May 18, 1971; T.D. 7636, 44 FR 
47049, Aug. 10, 1979] 

§ 1.72–17A Special rules applicable to 
employee annuities and distribu-
tions under deferred compensation 
plans to self-employed individuals 
and owner-employees. 

(a) In general. Section 72(m) and this 
section contain special rules for the 
taxation of amounts received from 
qualified pension, profit-sharing, or an-
nuity plans covering an owner-em-
ployee. This section applies to such 
amounts for taxable years of the recipi-
ent ending after September 2, 1974, un-
less another date is specified. For pur-
poses of this section, the term ‘‘em-
ployee’’ shall include the self-employed 
individual who is treated as an em-
ployee by section 401(c)(1), and the 
term ‘‘owner-employee’’ has the mean-
ing assigned to it in section 401(c)(3). 
Paragraph (b) of this section provides 
rules dealing with the computation of 
consideration paid by self-employed in-
dividuals and paragraph (c) of this sec-
tion provides rules dealing with such 
computation when insurance is pur-
chased for owner-employees. Paragraph 
(d) of this section provides rules for 
constructive receipt and, for purposes 
of these rules, treats as an owner-em-
ployee an individual for whose benefit 
an individual retirement account or 
annuity described in section 408 (a) or 
(b) is maintained after December 31, 
1974. Paragraph (e) of this section pro-
vides rules for penalties provided by 
section 72(m)(5) with respect to certain 
distributions received by owner-em-
ployees or their successors. Paragraph 
(f) of this section provides rules for de-
termining whether a person is disabled 
within the meaning of section 72(m)(7). 
See § 1.72–16, relating to life insurance 

contracts purchased under qualified 
employee plans, for rules under section 
72(m)(3). 

(b) Computation of consideration paid 
by self-employed individuals. Under sec-
tion 72(m)(2), consideration paid or 
contributed for the contract by any 
self-employed individual shall for pur-
poses of section 72 be deemed not to in-
clude any contributions paid or con-
tributed under a plan described in para-
graph (a), or any other plan of deferred 
compensation described in section 
404(a) (whether or not qualified), if the 
contributions are— 

(1) Paid under such plan with respect 
to a time during which the employee 
was an employee only by reason of sec-
tions 401(c)(1) and 404(a)(8), and 

(2) Deductible under section 404 by 
the employer, including an employer 
within the meaning of sections 401(c)(4) 
and 404(a)(8), of such self-employed in-
dividual at the time of such payment, 
or subsequent to such time of payment. 
For purposes of this paragraph the 
term ‘‘consideration paid or contrib-
uted for the contract’’ has the same 
meaning as under subparagraphs (1), 
(2), and (3) of paragraph (c) of this sec-
tion. 

(c) Amounts paid for life, accident, 
health, or other insurance. Under section 
72(m)(2), amounts used to purchase life, 
accident, health, or other insurance 
protection for an owner-employee shall 
not be taken into account in com-
puting the following: 

(1) The aggregate amount of pre-
miums or other consideration paid for 
the contract for purposes of deter-
mining the investment in the contract 
under section 72(c)(1)(A) and § 1.72–6; 

(2) The consideration for the contract 
contributed by the employee for pur-
poses of section 72(d)(1) and § 1.72–13, 
which provide the method of taxing 
employee’s annuities where the em-
ployee’s contributions will be recover-
able within 3 years; and 

(3) The aggregate premiums or other 
consideration paid for purposes of sec-
tion 72(e)(1)(B) and § 1.72–11, which pro-
vide the rules for taxing amounts not 
received as annuities prior to the annu-
ity starting date. 
The cost of such insurance protection 
will be considered to be a reasonable 
net premium cost, as determined by 
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the Commissioner, for the appropriate 
period. 

(d) Amounts constructively received. (1) 
The references in this paragraph (d) to 
section 72(m)(4) are to that section as 
in effect on August 13, 1982. Section 
236(b)(1) of the Tax Equity and Fiscal 
Responsibility Act of 1982 (96 Stat. 324) 
repealed section 72(m)(4), generally ef-
fective for assignments, pledges and 
loans made after August 13, 1982, and 
added section 72(p). See section 72(p) 
and § 1.72(p)–1 for rules governing the 
income tax treatment of certain as-
signments, pledges and loans from 
qualified employer plans made after 
August 13, 1982. 

(2) Under section 72(m)(4)(A), if dur-
ing any taxable year an owner-em-
ployee assigns or pledges (or agrees to 
assign or pledge) any portion of his in-
terest in a trust described in section 
401(a) which is exempt from tax under 
section 501(a), or any portion of the 
value of a contract purchased as part of 
a plan described in section 403(a), such 
portion shall be treated as having been 
received by such owner-employee as a 
distribution from the trust or as an 
amount received under the contract 
during such taxable year. 

(3)(i) Under paragraphs (4)(A) and (6) 
of section 72(m), if after December 31, 
1974, during any taxable year an indi-
vidual for whose benefit an individual 
retirement account or annuity de-
scribed in section 408 (a) or (b) is main-
tained assigns or pledges (or agrees to 
assign or pledge) any portion of his in-
terest in such account or annuity, such 
portion shall be treated as having been 
received by such individual as a dis-
tribution from such account or trust 
during such taxable year. See sub-
sections (d) and (f) of section 408 and 
the regulations thereunder for the tax 
treatment of an amount treated as a 
distribution under this subparagraph. 

(ii) Notwithstanding subdivision (i) of 
this subparagraph, if an individual re-
tirement account or annuity, or por-
tion thereof, is subject to the addi-
tional tax imposed by section 408(f), 
that amount shall be deemed not to be 
a distribution under section 72(m)(4)(A) 
and subdivision (i) of this subpara-
graph. 

(4) Under section 72(m)(4)(B), if dur-
ing any taxable year an owner-em-

ployee receives, either directly or indi-
rectly, any amount from any insurance 
company as a loan under a contract 
purchased by a trust described in sec-
tion 401(a) which is exempt from tax 
under section 501(a) or purchased as 
part of a plan described in section 
403(a), and issued by such insurance 
company, such amount shall be treated 
as an amount received under the con-
tract during such taxable year. An 
owner-employee will be considered to 
have received an amount under a con-
tract if a premium, which is otherwise 
in default, is paid by the insurance 
company in the form of a loan against 
the cash surrender value of the con-
tract. Further, an owner-employee will 
be considered to have received an 
amount to which this subparagraph ap-
plies if an amount is received from the 
issuer of a face-amount certificate as a 
loan under such a certificate purchased 
as part of a qualified trust or plan. 

(e) Penalties applicable to certain 
amounts received with respect to owner- 
employees under section 72(m)(5). (1)(i) 
For taxable years of the recipient be-
ginning after December 31, 1975, if any 
person receives an amount to which 
subparagraph (2) of this paragraph ap-
plies, his tax under Chapter 1 for the 
taxable year in which such amount is 
received shall be increased by an 
amount equal to 10 percent of the por-
tion of the amount so received which is 
includible in his gross income for such 
taxable year. 

(ii) For taxable years of the recipient 
beginning before January 1, 1976, see 
subparagraph (3) of this paragraph. 

(2)(i) This subparagraph is applicable 
to amounts, to the extent includible in 
gross income, received from a qualified 
trust described in section 401(a) or 
under a plan described in section 403(a) 
by or on behalf of an individual who is 
or has been an owner-employee with re-
spect to such trust or plan— 

(A) Which are received before the 
owner-employee reaches the age of 591⁄2 
years, and which are attributable to 
contributions paid on behalf of such 
owner-employee by his employer (that 
is employer contributions within the 
meaning of section 401(c)(5)(A) and the 
increments in value attributable to 
such employer contributions) and the 
increments in value attributable to 
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contributions made by him as an 
owner-employee while he was an 
owner-employee (that is, the incre-
ments attributable to owner-employee 
contributions within the meaning of 
section 401(c)(5)(B), but not such con-
tributions; see subdivision (ii) of this 
subparagraph). 

(B) Which are in excess of the bene-
fits provided for such owner-employee 
under the plan formula (see subdivision 
(iii) of this subparagraph), or 

(C) Which are subject to the transi-
tional rules with respect to willful ex-
cess contributions made on behalf of an 
owner-employee in his employer’s tax-
able years which begin before January 
1, 1976 (see subdivision (v) of this sub-
paragraph). 

(ii) The amounts referred to in sub-
division (i)(A) of this subparagraph do 
not include— 

(A) Amounts received by reason of 
the owner-employee becoming disabled 
(see paragraph (f) of this section). 

(B) Amounts received by the owner- 
employee in his capacity as a policy-
holder of an annuity, endowment, or 
life insurance contract which are in the 
nature of a dividend or similar dis-
tribution, or 

(C) Amounts attributable to con-
tributions (and increments in value 
thereon) made for years for which the 
recipient was not an owner-employee. 
If an amount is not included in the 
amounts referred to in subdivision 
(i)(A) of this subparagraph solely by 
reason of the owner-employee’s becom-
ing disabled and if a penalty would oth-
erwise be applicable with respect to all 
or a portion of such amount, then for 
the owner-employee’s taxable year in 
which such amount is received, there 
must be submitted with his income tax 
return a doctor’s statement as to the 
impairment, and a statement by the 
owner-employee with respect to the ef-
fect of such impairment upon his sub-
stantial gainful activity and the date 
such impairment occurred. For taxable 
years which are subsequent to the first 

taxable year with respect to which the 
statements referred to in the preceding 
sentence are submitted, the owner-em-
ployee may, in lieu of such statements, 
submit a statement declaring the con-
tinued existence (without substantial 
diminution) of the impairment and its 
continued effect upon his substantial 
gainful activity. 

(iii) This subparagraph applies to 
amounts described in subdivision (i)(B) 
of this subparagraph (relating to bene-
fits in excess of the plan formula) even 
though a portion of such amounts may 
be attributable to contributions made 
on behalf of an individual while he was 
not an owner-employee and even if he 
is deceased and the amounts are re-
ceived by his successor. 

(iv)(A) The rules described in subdivi-
sions (i)(A) and (iii) of this subpara-
graph, relating to the treatment under 
section 72(m)(5)(A)(i) of certain pre-
mature distributions, may be illus-
trated by the following example: 

Example. (1) A was a member of the X part-
nership, consisting of partners A through I, 
and a participant in the partnership’s quali-
fied profit-sharing plan which was estab-
lished on January 1, 1972. A’s taxable years, 
the X partnership’s taxable years, the plan 
years, and other relevant years are all cal-
endar years at all relevant times. For the 
three calendar years, 1972 through 1974, A 
was an owner-employee in the X partnership. 
On January 1, 1975, new partners J and K be-
came partners in the X partnership, and as of 
that date, each of partners A through K held 
a 1⁄11 interest in the capital and profits of the 
X partnership. On that date, A became a 
partner who was not an owner-employee. A 
continued in this status for the 2 calendar 
years 1975 and 1976. On January 1, 1977, when 
A was 50 years old and not disabled, he liq-
uidated his interest in the X partnership and 
became an employee of an unrelated em-
ployer. On that date, A received a distribu-
tion representing his entire interest in the X 
partnership’s plan of $54,000 cash in violation 
of the plan provision required by section 
401(d)(4)(B). As of that date, the distribution 
was attributable to the following sources and 
times, computed by the plan in a manner 
consistent with the subparagraph: 

Calendar years 

A B C D 

X contributions on 
behalf of A de-
ductible under 

sec. 404 

A’s contributions 
made as an em-

ployee 

Increments in 
value attributable 

to column A yearly 
contributions 

Increments in 
value attributable 

to column B yearly 
contributions 

1977 .............................................................. 0 0 0 0 
1976 .............................................................. $7,500 $2,500 $900 $300 
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Calendar years 

A B C D 

X contributions on 
behalf of A de-
ductible under 

sec. 404 

A’s contributions 
made as an em-

ployee 

Increments in 
value attributable 

to column A yearly 
contributions 

Increments in 
value attributable 

to column B yearly 
contributions 

1975 .............................................................. 7,500 2,500 4,000 1,300 
1974 .............................................................. 7,500 2,500 1,800 700 
1973 .............................................................. 2,500 2,500 1,200 1,200 
1972 .............................................................. 2,500 2,500 1,300 1,300 

Totals .................................................. 27,500 12,500 9,200 4,800 

(2) The amount of the $54,000 distribution 
to which subdivision (i)(A) of this subpara-
graph applies is $20,000, computed as follows: 
X contributions on behalf of A made in years A 

was an owner-employee: 
1974 .................................................................. $7,500 
1973 .................................................................. 2,500 
1972 .................................................................. 2,500 

Total ........................................................... 12,500 

Increments in value attributable to such contribu-
tions: 

1974 .................................................................. 1,800 
1973 .................................................................. 1,200 
1972 .................................................................. 1,300 

Total ........................................................... 4,300 

Increments in value attributable to contributions 
made by A as an employee for years in which 
he was an owner-employee: 

1974 .................................................................. 700 
1973 .................................................................. 1,200 
1972 .................................................................. 1,300 

Total ........................................................... 3,200 

Grand total ................................................. 20,000 

In this example, the $20,000 amount com-
puted above would be includible in A’s gross 
income for 1977 and would be subject to the 
10 percent tax described in subparagraph 
(1)(i) of this paragraph. 

(3) Subdivision (i)(A) of this subparagraph 
does not apply to the contributions made by 
X on behalf of A for 1976 and 1975 ($7,500 each 
year, totaling $15,000) nor to the increments 
in value attributable to those contributions 
($900 for 1976 and $4,000 for 1975, totaling 
$4,900), because A was not an owner-em-
ployee with respect to these two years, 1976 
and 1975, on account of which these employer 
contributions were made. For the same rea-
son, subdivision (i)(A) of this subparagraph 
does not apply to the increments in value at-
tributable to A’s contributions for 1976 and 
1975 ($300 and $1,300, respectively, totaling 
$1,600). 
See section 4972(c) for the amount of em-
ployee contributions which is permitted to 
be contributed by an owner-employee (as an 
employee) without subjecting an owner-em-
ployee to the tax on excess contributions. 

(4) Subdivision (i)(A) of this subparagraph 
does not apply to the contributions made by 
A, as an employee during the years when he 
was an owner-employee ($2,500 during each of 
the years 1972, 1973, and 1974, totaling $7,500), 
because the distribution was received in a 
taxable year of A ending after September 2, 
1974; see subparagraph (3) of this paragraph. 
Furthermore, because the distribution of the 
amount of A’s contributions ($12,500) con-
stitutes consideration for the contract paid 
by A for purposes of section 72, the $7,500 
amount described in the preceding sentence 
is not includible in his gross income, and 
that amount is not subject to the rules of 
this subparagraph; see subdivision (i) of this 
subparagraph, and paragraphs (b) and (c) of 
this section. 

(B) The increments in value of an in-
dividual’s account may be allocated to 
contributions on his behalf, by his em-
ployer or by such individual as an 
owner-employee, while he was an 
owner-employee either by maintaining 
a separate account, or an accounting, 
which reflects the actual increment at-
tributable to such contributions, or by 
the method described in (C) of this sub-
division. 

(C) Where an individual is covered 
under the same plan both as an owner- 
employee and as a non-owner-em-
ployee, the portion of the increment in 
value of his interest attributable to 
contributions made on his behalf while 
he was an owner-employee may be de-
termined by multiplying the total in-
crement in value in his account by a 
fraction. The numerator of the fraction 
is the total contributions made on be-
half of the individual as an owner-em-
ployee, weighted for the number of 
years that each contribution was in the 
plan. The denominator is the total con-
tributions made on behalf of the indi-
vidual, whether or not as an owner-em-
ployee, weighted for the number of 
years each contribution was in the 
plan. The contributions are weighted 
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for the number of years in the plan by 
multiplying each contribution by the 
number of years it was in the plan. For 
purposes of this computation, any for-
feiture allocated to the account of the 
individual is treated as a contribution 
to the account made at the time so al-
located. For purposes of this computa-
tion, where the individual has received 
a prior distribution from such account, 
an appropriate adjustment must be 
made to reflect such prior distribution. 

(D) The method described in (C) of 
this subdivision may be illustrated by 
the following example: 

Example. B was a member of the XYZ Part-
nership and a participant in the partner-
ship’s profit-sharing plan which was created 
in 1973. Until the end of 1977, B’s interest in 
the partnership was less than 10 percent. On 
January 1, 1978, B obtained an interest in ex-
cess of 10 percent in the partnership and con-
tinued to participate in the profit-sharing 
plan until 1982. During 1982, prior to the time 
he attained the age of 591⁄2 years and during 
a time when he was not disabled, B, who had 
not received any prior plan distributions, 
withdrew his entire interest in the profit- 
sharing plan. At the time his interest was 
$15,000, $9,600 contributions and $5,400 incre-
ment attributable to the contributions. The 
portion of the increment attributable to con-
tributions while B was an owner-employee is 
$667.80, determined as follows: 

A B C 

Contribu-
tion 

Number of 
years con-

tribution 
was in trust 

Contribution 
weighted for 

years in 
trust (A×B) 

1982 ..................... $1,000 0 0 
1981 ..................... 800 1 800 
1980 ..................... 1,200 2 2,400 
1979 ..................... 600 3 1,800 
1978 ..................... 200 4 800 
1977 ..................... 400 5 2,000 
1976 ..................... 2,000 6 12,000 
1975 ..................... 1,000 7 7,000 
1974 ..................... 1,500 8 12,000 
1973 ..................... 900 9 8,100 

Total .......... 9,600 .................... 46,900 

Total weighted contributions as owner-em-
ployee (1978–1982)=$5,800. 

Total weighted contributions=$46,900. 

$5, ( , ,900) $667.400 5 800 46 80× ÷ =
(E)(1) The rules set forth in subdivi-

sion (iv)(E)(2) of this subparagraph 
shall be used to determine the amounts 
to which subdivision (i)(A) of this sub-
paragraph applies in the case of a dis-
tribution of less than the entire bal-

ance of the employee’s account from a 
plan in which he has been covered at 
different times as owner-employee or 
as an employee other than an owner- 
employee. 

(2) Distributions or payments from a 
plan for any employee taxable year 
shall be deemed to be attributable to 
contributions to the plan, and incre-
ments thereon, in the following order— 

(i) Excess contributions, within the 
meaning of section 4972 (b), designated 
as such by the trustee; 

(ii) Employee contributions; 
(iii) Employer contributions, other 

than those described in (i), and the in-
crements in value attributable to the 
employee’s own contributions and his 
employer’s contributions on the basis 
of the taxable years of his employer in 
succeeding order of time whether or 
not the employee was an owner-em-
ployee for any such year. 

For purposes of (iii) of this subdivision, 
the time of contributions made on the 
basis of any employer taxable year 
shall take into account the rule speci-
fied in section 404(a)(6), relating to 
time when contributions deemed made. 

(v) The amounts referred to in sub-
division (i)(C) of this subparagraph are 
amounts which are received by reason 
of a distribution of the owner-employ-
ee’s entire interest under the provi-
sions of section 401(e)(2)(E), as in effect 
on September 1, 1974, relating to excess 
contributions on behalf of an owner- 
employee which are willfully made. 
Notwithstanding the preceding sen-
tence, an owner-employee’s entire in-
terest in all plans with respect to 
which he is an owner-employee (within 
the meaning of subsections (d)(8)(C) 
and (e)(2)(E)(ii) of section 401, as in ef-
fect on September 1, 1974) does not in-
clude any distribution or payment at-
tributable to his employer’s contribu-
tions or his own contributions made 
with respect to his employer’s taxable 
years beginning after December 31, 
1975. However, his entire interest in all 
plans does include all of the distribu-
tion or payment attributable to his 
employer’s contributions and his own 
contributions made with respect to all 
of his employer’s taxable years begin-
ning before January 1, 1976, if any por-
tion thereof is attributable in whole or 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00289 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090 E
C

14
N

O
91

.1
69

<
/M

A
T

H
>

w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



278 

26 CFR Ch. I (4–1–15 Edition) § 1.72–17A 

in part to such a willful excess con-
tribution and such entire interest is re-
ceived because of a willful excess con-
tribution pursuant to section 
401(e)(2)(E)(ii). A distribution or pay-
ment is described in the preceding sen-
tence even though it is received in an 
owner-employee’s taxable year begin-
ning after December 31, 1975. For pur-
poses of computing the increments in 
value attributable to employer taxable 
years which begin before January 1, 
1976, and such increments attributable 
to such years beginning after December 
31, 1975, the rules specified in subdivi-
sion (iv)(B), (C), (D), and (E) of this 
subparagraph shall be applied to the 
extent applicable. See § 1.401(e)–4(c) for 
transitional rules with respect to con-
tributions described in this subdivi-
sion. 

(3)(i) For taxable years of the recipi-
ent beginning before January 1, 1976, 
the tax with respect to amounts to 
which subparagraph (2) of this para-
graph applies shall be computed under 
subparagraphs (B), (C), (D), and (E) of 
section 72(m)(5) as such subparagraphs 
were in effect prior to the amendments 
made by subsections (g)(1) and (2)(A) of 
section 2001 of the Employee Retire-
ment Income Security Act of 1974 (88 
Stat. 957) except as provided in subdivi-
sions (ii) and (iii) of this subparagraph 
(see paragraph (e) of § 1.72–17). For pur-
poses of the preceding sentence, 
amounts to which subparagraph (2) of 
this paragraph applies in the case of an 
amount described in section 
72(m)(5)(A)(i) shall be determined under 
subdivisions (i)(a) and (ii) of § 1.72– 
17(e)(1), except as provided in subdivi-
sion (ii) of this subparagraph. For pur-
poses of the first sentence of this sub-
division, amounts to which subpara-
graph (2) of this paragraph applies in 
the case of an amount described in sec-
tion 72(m)(5)(A)(ii) shall be determined 
under subdivisions (i)(b) and (iii) of 
§ 1.72–17(e)(1), except as provided in sub-
division (iii) of this subparagraph. 

(ii) For purposes of applying section 
72(m)(5)(A)(i), after the amendment 
made by section 2001(h)(3) of such Act, 
and subdivisions (i)(a) and (ii) of § 1.72– 
17(e)(1), to a distribution or payment 
received in recipient taxable years end-
ing after September 2, 1974, and begin-
ning before January 1, 1976, with re-

spect to contributions made on behalf 
of an owner-employee which were made 
by him as an owner-employee (that is, 
employee contributions within the 
meaning of section 401(c)(5)(B)) the por-
tion of any distribution or payment at-
tributable to such contributions shall 
not include such contributions but 
shall include the increments in value 
attributable to such contributions. 

(iii) For purposes of applying section 
72(m)(5)(D) and subdivisions (i)(b) and 
(iii) of § 1.72–17(e)(1) to recipient tax-
able years beginning after December 31, 
1973, and beginning before January 1, 
1976, in the case of distributions or pay-
ments made after December 31, 1973, 
the amounts to which section 402 (a)(2) 
or 403(a)(2) applies after the amend-
ments made by section 2005(b) (1) and 
(2) of such Act (88 Stat. 990 and 991) 
(which are amounts to which subdivi-
sion (i)(b) of § 1.72–17(e)(1) does not 
apply) shall be deemed to be the 
amount which is treated as a gain from 
the sale or exchange of a capital asset 
held for more than 6 months under ei-
ther of such sections. 

(f) Meaning of disabled. (1) Section 
72(m)(7) provides that an individual 
shall be considered to be disabled if he 
is unable to engage in any substantial 
gainful activity by reason of any medi-
cally determinable physical or mental 
impairment which can be expected to 
result in death or to be of long-contin-
ued and indefinite duration. In deter-
mining whether an individual’s impair-
ment makes him unable to engage in 
any substantial gainful activity, pri-
mary consideration shall be given to 
the nature and severity of his impair-
ment. Consideration shall also be given 
to other factors such as the individ-
ual’s education, training, and work ex-
perience. The substantial gainful activ-
ity to which section 72(m)(7) refers is 
the activity, or a comparable activity, 
in which the individual customarily en-
gaged prior to the arising of the dis-
ability or prior to retirement if the in-
dividual was retired at the time the 
disability arose. 

(2) Whether or not the impairment in 
a particular case constitutes a dis-
ability is to be determined with ref-
erence to all the facts in the case. The 
following are examples of impairments 
which would ordinarily be considered 
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as preventing substantial gainful activ-
ity: 

(i) Loss of use of two limbs; 
(ii) Certain progressive diseases 

which have resulted in the physical 
loss or atrophy of a limb, such as dia-
betes, multiple sclerosis, or Buerger’s 
disease; 

(iii) Diseases of the heart, lungs, or 
blood vessels which have resulted in 
major loss of heart or lung reserve as 
evidenced by X-ray, electrocardiogram, 
or other objective findings, so that de-
spite medical treatment breathless-
ness, pain, or fatigue is produced on 
slight exertion, such as walking several 
blocks, using public transportation, or 
doing small chores; 

(iv) Cancer which is inoperable and 
progressive; 

(v) Damage to the brain or brain ab-
normality which has resulted in severe 
loss of judgment, intellect, orientation, 
or memory; 

(vi) Mental diseases (e.g. psychosis or 
severe psychoneurosis) requiring con-
tinued institutionalization or constant 
supervision of the individual; 

(vii) Loss or diminution of vision to 
the extent that the affected individual 
has a central visual acuity of no better 
than 20/200 in the better eye after best 
correction, or has a limitation in the 
fields of vision such that the widest di-
ameter of the visual fields subtends an 
angle no greater than 20 degrees; 

(viii) Permanent and total loss of 
speech; 

(ix) Total deafness uncorrectible by a 
hearing aid. 
The existence of one or more of the im-
pairments described in this subpara-
graph (or of an impairment of greater 
severity) will not, however, in and of 
itself always permit a finding that an 
individual is disabled as defined in sec-
tion 72(m)(7). Any impairment, whether 
of lesser or greater severity, must be 
evaluated in terms of whether it does 
in fact prevent the individual from en-
gaging in his customary or any com-
parable substantial gainful activity. 

(3) In order to meet the requirements 
of section 72(m)(7), an impairment 
must be expected either to continue for 
a long and indefinite period or to result 
in death. Ordinarily, a terminal illness 
because of disease or injury would re-
sult in disability. The term ‘‘indefi-

nite’’ is used in the sense that it can-
not reasonably be anticipated that the 
impairment will, in the foreseeable fu-
ture, be so diminished as no longer to 
prevent substantial gainful activity. 
For example, an individual who suffers 
a bone fracture which prevents him 
from working for an extended period of 
time will not be considered disabled, if 
his recovery can be expected in the 
foreseeable future; if the fracture per-
sistently fails to knit, the individual 
would ordinarily be considered dis-
abled. 

(4) An impairment which is remedi-
able does not constitute a disability 
within the meaning of section 72(m)(7). 
An individual will not be deemed dis-
abled if, with reasonable effort and 
safety to himself, the impairment can 
be diminished to the extent that the 
individual will not be prevented by the 
impairment from engaging in his cus-
tomary or any comparable substantial 
gainful activity. 

[T.D. 7636, 44 FR 47049, Aug. 10, 1979, as 
amended by T.D. 8894, 65 FR 46591, July 31, 
2000] 

§ 1.72–18 Treatment of certain total 
distributions with respect to self- 
employed individuals. 

(a) In general. The Self-Employed In-
dividuals Tax Retirement Act of 1962 
permits self-employed individuals to be 
treated as employees for purposes of 
participation in pension, profit-shar-
ing, and annuity plans described in sec-
tions 401(a) and 403(a). In general, 
amounts received by a distributee or 
payee which are attributable to con-
tributions made on behalf of a partici-
pant while he was self-employed are 
taxed in the same manner as amounts 
which are attributable to contributions 
made on behalf of a common-law em-
ployee. However, such amounts which 
are paid in one taxable year rep-
resenting the total distributions pay-
able to a distributee or payee with re-
spect to an employee are not eligible 
for the capital gains treatment of sec-
tion 402(a)(2) or 403(a)(2). This section 
sets forth the treatment of such dis-
tributions, except where such a dis-
tribution is subject to the penalties of 
section 72(m)(5) and paragraph (e) of 
§ 1.72–17. 
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(b) Distributions to which this section 
applies. (1)(i) Except as provided in sub-
paragraphs (2) and (3) of this para-
graph, this section applies to amounts 
distributed to a distributee in one tax-
able year of the distributee in the case 
of an employees’ trust described in sec-
tion 401(a) which is exempt under sec-
tion 501(a), or to amounts paid to a 
payee in one taxable year of the payee 
in the case of an annuity plan de-
scribed in section 403(a), which con-
stitute the total distributions payable, 
or the total amounts payable, to the 
distributee or payee with respect to an 
employee. 

(ii) For the total distributions or 
amounts payable to a distributee or 
payee to be considered paid within one 
taxable year of the distributee or payee 
for purposes of this section, all 
amounts to the credit of the employee- 
participant through the end of such 
taxable year which are payable to the 
distributee or payee must be distrib-
uted or paid within such taxable year. 
Thus, the provisions of this section are 
not applicable to a distribution or pay-
ment to a distributee or payee if the 
trust or plan retains any amounts after 
the close of such taxable year which 
are payable to the same distributee or 
payee even though the amounts re-
tained may be attributable to contribu-
tions on behalf of the employee-partici-
pant while he was a common-law em-
ployee in the business with respect to 
which the plan was established. 

(iii) For purposes of this section, the 
total amounts payable to a distributee 
or the amounts to the credit of the em-
ployee do not include United States 
Retirement Plan Bonds held by a trust 
to the credit of the employee. Thus, a 
distribution to a distributee by a quali-
fied trust may constitute a distribu-
tion to which this section applies even 
though the trust retains retirement 
plan bonds registered in the name of 
the employee on whose behalf the dis-
tribution is made which are to be dis-
tributed to the same distributee. More-
over, the proceeds of a retirement bond 
received as part of a distribution which 
constitutes the total distributions pay-
able to the distributee are not entitled 
to the special tax treatment of this 
section. See section 405(d) and para-
graph (a)(1) of § 1.405–3. 

(iv) If the amounts payable to a dis-
tributee from a qualified trust with re-
spect to an employee-participant in-
cludes an annuity contract, such con-
tract must be distributed along with 
all other amounts payable to the dis-
tributee in order to have a distribution 
to which this section applies. However, 
the proceeds of an annuity contract re-
ceived in a total distribution will not 
be entitled to the tax treatment of this 
section unless the contract is surren-
dered in the taxable year of the dis-
tributee in which the total distribution 
was received. 

(v) In the case of a qualified annuity 
plan, the term ‘‘total amounts’’ means 
all annuities payable to a payee. If 
more than one annuity contract is re-
ceived under the plan by a distributee, 
this section shall not apply to an 
amount received on surrender of any 
such contracts unless all contracts 
under the plan payable to the payee are 
surrendered within one taxable year of 
the payee. 

(vi)(a) The provisions of this section 
are applicable where the total amounts 
payable to a distributee or payee are 
paid within one taxable year of the dis-
tributee or payee whether or not a por-
tion of the employee-participant’s in-
terest which is payable to another dis-
tributee or payee is paid within the 
same taxable year. However, a dis-
tributee or payee who, in prior taxable 
years received amounts (except 
amounts described in (b) of this sub-
division) after the employee-partici-
pant ceases to be eligible for additional 
contributions to be made on his behalf, 
does not receive a distribution or pay-
ment to which this section applies, 
even though the total amount remain-
ing to be paid to such distributee or 
payee with respect to such employee is 
paid within one taxable year. On the 
other hand, a distribution to a dis-
tributee or payee prior to the time that 
the employee-participant ceases to be 
eligible for additional contributions on 
his behalf does not preclude the appli-
cation of this section to a later dis-
tribution to the same distributee or 
payee. 

(b) The receipt of an amount which 
constitutes— 
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(1) A payment in the nature of a divi-
dend or similar distribution to an indi-
vidual in his capacity as a policyholder 
of an annuity, endowment, or life in-
surance contract, or 

(2) A return of excess contributions 
which were not willfully made, 
does not prevent the application of this 
section to a total distribution even 
though the amount is received after 
the employee-participant ceases to be 
eligible for additional contributions 
and in a taxable year other than the 
taxable year in which the total amount 
is received. 

(vii) For purposes of this section, the 
total amounts payable to a distributee 
or payee, or the amounts to the credit 
of the employee, do not include any 
amounts which have been placed in a 
separate account for the funding of 
medical benefits described in section 
401(h) as defined in paragraph (a) of 
§ 1.401–14. Thus, a distribution by a 
qualified trust or annuity plan may 
constitute a distribution to which this 
section applies even though amounts 
attributable to the funding of section 
401(h) medical benefits as defined in 
paragraph (a) of § 1.401–14 are not so 
distributed. 

(2) This section shall apply— 
(i) Only if the distribution or pay-

ment is made— 
(a) On account of the employee’s 

death at any time, 
(b) After the employee has attained 

the age 591⁄2 years, or 
(c) After the employee has become 

disabled; and 
(ii) Only to so much of the distribu-

tion or payment as is attributable to 
contributions made on behalf of an em-
ployee while he was a self-employed in-
dividual in the business with respect to 
which the plan was established. Any 
distribution or payment, or any por-
tion thereof, which is not so attrib-
utable shall be subject to the rules of 
taxation which apply to any distribu-
tion or payment that is attributable to 
contributions on behalf of common-law 
employees. 
For taxable years beginning after De-
cember 31, 1966, see section 72(m)(7) and 
paragraph (f) of § 1.72–17 for the mean-
ing of disabled. For taxable years be-
ginning before January 1, 1967, see sec-
tion 213(g)(3) for the meaning of dis-

abled. For taxable years beginning 
after December 31, 1968, if this section 
is applicable by reason of the distribu-
tion or payment being made after the 
employee has become disabled, then for 
the taxable year in which the amounts 
to which this section applies are dis-
tributed or paid, there shall be sub-
mitted with the recipient’s income tax 
return a doctor’s statement as to the 
nature and effect of the employee’s im-
pairment. 

(3) This section shall not apply to— 
(i) Distributions or payments to 

which the penalty provisions of section 
72(m)(5) and paragraph (e) of § 1.72–17 
apply, 

(ii) Distributions or payments from a 
trust or plan made to or on behalf of an 
individual prior to the time such indi-
vidual ceases to be eligible for addi-
tional contributions (except the con-
tribution attributable to the last year 
of service) to be made to the trust or 
plan on his behalf as a self-employed 
individual, and 

(iii) Distributions or payments made 
to the employee from a plan or trust 
unless contributions which were al-
lowed as a deduction under section 404 
have been made on behalf of such em-
ployee as a self-employed individual 
under such trust or plan for 5 or more 
taxable years (whether or not consecu-
tive) prior to the taxable year in which 
such distributions or payments are 
made. Distributions or payments to 
which this section does not apply by 
reason of this subdivision are taxed as 
otherwise provided in section 72. How-
ever, for taxable years beginning before 
January 1, 1964, section 72(e)(3), as in 
effect before such date, is not applica-
ble. For taxable years beginning after 
December 31, 1963, such distributions or 
payments may be taken into account 
in computations under sections 1301 
through 1305 (relating to income aver-
aging). 

(4) The portion of any distribution or 
payment attributable to contributions 
on behalf of an employee-participant 
while he was self-employed includes 
the contributions made on his behalf 
while he was self-employed and the in-
crements in value attributable to such 
contributions. Where the amounts to 
the credit of an employee-participant 
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include amounts attributable to con-
tributions on his behalf while he was a 
self-employed individual and amounts 
attributable to contributions on his be-
half while he was a common-law em-
ployee, the increment in value attrib-
utable to the employee-participant’s 
interest shall be allocated to the con-
tributions on his behalf while he was 
self-employed either by maintaining a 
separate account, or an accounting, 
which reflects the actual increment at-
tributable to such contributions, or by 
the method described in paragraph 
(e)(1)(iv)(c) of § 1.72–17. However, if the 
latter method is used, the numerator of 
the fraction is the total contributions 
made on behalf of the individual as a 
self-employed individual, weighted for 
the number of years that each con-
tribution was in the plan. 

(c) Amounts includible in gross income. 
(1) Where a total distribution or pay-
ment to which this section applies is 
made to one distributee or payee and 
includes the total amount remaining to 
the credit of the employee-participant 
on whose behalf the distribution or 
payment was made, the distributee or 
payee shall include in gross income an 
amount equal to the portion of the dis-
tribution or payment which exceeds 
the employee-participant’s investment 
in the contract. For purposes of this 
paragraph, the investment in the con-
tract shall be reduced by any amounts 
previously received from the plan or 
trust by or on behalf of the employee- 
participant which were excludable 
from gross income as a return of the 
investment in the contract. 

(2) In the case of a distribution to 
which this section applies and which is 
made to more than one distributee or 
payee, each element of the amounts to 
the credit of an employee-participant 
shall be allocated among the several 
distributees or payees on the basis of 
the ratio of the value of the 
distributee’s or payee’s distribution or 
payment to the total amount to the 
credit of the employee-participant. The 
elements to be so allocated include the 
investment in the contract, the incre-
ments in value, and the portion of the 
amounts to the credit of the employee- 
participant which is attributable to the 
contributions on behalf of the em-

ployee-participant while he was a self- 
employed individual. 

(d) Computation of tax. (1) The tax at-
tributable to the amounts to which 
this section applies for the taxable 
year in which such amounts are re-
ceived is the greater of— 

(i) 5 times the increase in tax which 
would result from the inclusion in 
gross income of the recipient of 20 per-
cent of so much of the amount so re-
ceived as is includible in gross income, 
or 

(ii) 5 times the increase which would 
result if the taxable income of the re-
cipient for such taxable year equaled 20 
percent of the excess of the aggregate 
of the amounts so received and includ-
ible in gross income over the amount of 
the deductions allowed the recipient 
for such taxable year under section 151 
(relating to deduction for personal ex-
emptions). 
In any case in which the application of 
subdivision (ii) of this subparagraph re-
sults in an increase in taxable income 
for any taxable year, the resulting in-
crease in taxes imposed by section 1 or 
3 for such taxable year shall be reduced 
by the credit against tax provided by 
section 31 (tax withheld on wages), but 
shall not be reduced by any other cred-
its against tax. 

(2) The application of the rules of 
this paragraph may be illustrated by 
the following example: 

Example. B, a sole proprietor and a cal-
endar-year basis taxpayer, established a 
qualified pension trust to which he made an-
nual contributions for 10 years of 10 percent 
of his earned income. B withdrew his entire 
interest in the trust during 1973, for which 
year, without regard to the distribution, he 
had a net operating loss and is allowed under 
section 151 a deduction for one personal ex-
emption. At the time of the withdrawal, B 
was 64 years old. The amount of the distribu-
tion that is includible in his gross income is 
$25,750. Because of B’s net operating loss, the 
tax attributable to the distribution is deter-
mined under the rule of subparagraph (1)(ii) 
of this paragraph. For purposes of deter-
mining the tax attributable to the $25,750, 
B’s taxable income for 1973 is treated, under 
subparagraph (1)(ii) of this paragraph, as 
being 20 percent of $25,000 ($25,750 minus $750, 
the amount of the deduction allowed for each 
personal exemption under section 151 for 
1973). Thus, under subparagraph (1) of this 
paragraph, the tax attributable to the $25,750 
would be 5 times the increase which would 
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result if the taxable income of B for the tax-
able year he received such amount equaled 
$5,000. B has had no amounts withheld from 
wages and thus is not entitled to reduce the 
increase in taxes by the credit against tax 
provided in section 31 and may not reduce 
the increase in taxes by any other credits 
against tax. 

[T.D. 6676, 28 FR 10138, Sept. 17, 1963, as 
amended by T.D. 6722, 29 FR 5070, Apr. 14, 
1964, T.D. 6885, 31 FR 7800, June 2, 1966, T.D. 
6985, 33 FR 19812, Dec. 27, 1968; T.D. 7114, 36 
FR 9018, May 18, 1971] 

§ 1.72(e)–1T Treatment of distributions 
where substantially all contribu-
tions are employee contributions 
(temporary). 

Q–1: How did the Tax Reform Act 
(TRA) of 1984 change the law with re-
gard to the treatment of non-annuity 
distributions (i.e., amounts distributed 
prior to the annuity starting date and 
not received as annuities) from a quali-
fied plan that is treated as a single 
contract under section 72 and under 
which substantially all of the contribu-
tions are employee contributions? 

A–1: (a) Prior to the amendment of 
section 72(e) by the TRA of 1984, non- 
annuity distributions from such a 
qualified plan generally were allocable, 
first, to nondeductible employee con-
tributions and thus were not includible 
in gross income. After distributions 
equaled the balance of nondeductible 
employee contributions, further non- 
annuity distributions generally were 
includible in gross income. 

(b) Pursuant to section 72(e)(7), as 
added by the TRA of 1984, non-annuity 
distributions from such a qualified plan 
that are allocable to investment in the 
plan after August 13, 1982 (as deter-
mined in accordance with section 
72(e)(5)(B)), generally will be treated, 
first, as allocable to income and, sec-
ond, as allocable to nondeductible em-
ployee contributions. Distributions al-
locable to income are includible in 
gross income. Distributions allocable 
to nondeductible employee contribu-
tions are not includible in gross in-
come. 

Q–2: To which qualified plans and 
contracts does section 72(e)(7) apply? 

A–2: Section 72(e)(7) applies to any 
plan or contract under which substan-
tially all of the contributions are em-
ployee contributions if— 

(a) Such plan is described in section 
401(a) and the related trust or trusts 
are exempt from tax under section 
501(a); or 

(b) Such contract is— 
(1) Purchased by a trust described in 

(a) above, 
(2) Purchased as part of a plan de-

scribed in section 403(a), or 
(3) Described in section 403(b). 
Q–3: What is the definition of a quali-

fied plan or contract under which sub-
stantially all of the contributions are 
employee contributions? 

A–3: (a) A qualified plan or contract 
under which substantially all of the 
contributions are employee contribu-
tions is a plan or contract with respect 
to which 85 percent or more of the 
total contributions during the ‘‘rep-
resentative period’’ are employee con-
tributions. The ‘‘representative period’’ 
means the five-plan-year period pre-
ceding the plan year during which a 
distribution occurs. However, if less 
than 85 percent of the total contribu-
tions for all plan years during which 
the plan or contract is in existence 
prior to the plan year of distribution 
are employee contributions, then the 
plan or contract is not one with respect 
to which substantially all of the con-
tributions are employee contributions. 

(b) For purposes of the 85 percent 
test, contributions made to a prede-
cessor plan or contract are aggregated 
with contributions made to the plan or 
contract to which the 85 percent test is 
being applied (the successor plan or 
contract). For purposes of the pre-
ceding sentence, a predecessor plan or 
contract is a plan or contract the 
terms of which are substantially the 
same as the successor plan or contract. 

Q–4: What is the definition of em-
ployee contributions for purposes of 
section 72(e)(7)? 

A–4: For purposes of section 72(e)(7), 
employee contributions are those 
amounts contributed by the employee 
and those amounts considered contrib-
uted by the employee under section 
72(f). For example, amounts contrib-
uted to a section 401(k) qualified cash 
or deferred arrangement, pursuant to 
an employee’s election to defer such 
amounts, are employer contributions 
to the extent that such amounts are 
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not currently includible in gross in-
come. In addition, deductible employee 
contributions under section 72(o) are 
disregarded in their entirety (i.e., 
treated as neither employee contribu-
tions nor employer contributions) in 
determining whether substantially all 
the contributions are employee con-
tributions. 

Q–5: How is the 85 percent test of sec-
tion 72(e)(7) applied to a qualified plan 
or contract? 

A–5: (a) Except as provided in para-
graphs (b), (c), and (d), the 85 percent 
test is applied separately with respect 
to each contract under section 72. 

(b) If a single qualified plan described 
in section 401(a) or section 403(a) com-
prises more than one contract under 
section 72, regardless of whether such 
plan includes multiple trusts or com-
binations of profit-sharing and pension 
features, these contracts are aggre-
gated for purposes of applying the 85 
percent test. Thus, if substantially all 
of the contributions under a qualified 
plan comprising two contracts under 
section 72 are employee contributions, 
section 72(e)(5)(D) shall not apply to 
non-annuity distributions under either 
of the contracts. 

(c) With respect to the plans main-
tained by the Federal Government or 
by instrumentalities of the Federal 
Government, the 85 percent test shall 
be applied by aggregating all such 
plans. This aggregation rule applies 
only to those plans that are actively 
administered by the Federal Govern-
ment or an instrumentality thereof. 
Thus, if a plan of the Federal Govern-
ment is administered by a commercial 
financial institution, it would not be 
aggregated with other plans of the Fed-
eral Government and its instrumental-
ities for purposes of applying the 85 
percent test. 

(d) In the case of a contract described 
in section 403(b), the 85 percent test is 
applied separately to each such con-
tract. 

Q–6: Is a loan from a qualified plan or 
contract described in section 72(e)(7) 
treated as a distribution under section 
72(e)(4)(A)? 

A–6: Yes. Pursuant to section 
72(e)(4)(A), if an employee receives, ei-
ther directly or indirectly, any amount 
as a loan from a qualified plan or con-

tract described in section 72(e)(7), such 
amount shall be treated as a distribu-
tion from the plan or contract of an 
amount not received as an annuity. 
Similarly, if an employee assigns or 
pledges, or agrees to assign or pledge, 
any portion of the value of any quali-
fied plan or contract, such portion 
shall be treated as a distribution from 
the plan or contract of an amount not 
received as an annuity. 

Q–7: Does the five percent penalty for 
premature distributions from annuity 
contracts, as described in section 72(q), 
apply to distributions from a qualified 
plan or contract described in section 
72(e)(7)? 

A–7: No. 
Q–8: When is section 72(e)(7) effec-

tive? 
A–8: Section 72(e)(7) is effective for 

amounts received or loans made on or 
after October 17, 1984. For purposes of 
this effective date provision, loan 
amounts outstanding on October 16, 
1984, which are renegotiated, extended, 
renewed, or revised after that date gen-
erally are treated as loans made on the 
date of the renegotiation, etc. 

[T.D. 8073, 51 FR 4314, Feb. 4, 1986; 51 FR 7262, 
Mar. 3, 1986] 

§ 1.72(p)–1 Loans treated as distribu-
tions. 

The questions and answers in this 
section provide guidance under section 
72(p) pertaining to loans from qualified 
employer plans (including government 
plans and tax-sheltered annuities and 
employer plans that were formerly 
qualified). The examples included in 
the questions and answers in this sec-
tion are based on the assumption that 
a bona fide loan is made to a partici-
pant from a qualified defined contribu-
tion plan pursuant to an enforceable 
agreement (in accordance with para-
graph (b) of Q&A–3 of this section), 
with adequate security and with an in-
terest rate and repayment terms that 
are commercially reasonable. (The par-
ticular interest rate used, which is 
solely for illustration, is 8.75 percent 
compounded annually.) In addition, un-
less the contrary is specified, it is as-
sumed in the examples that the 
amount of the loan does not exceed 50 
percent of the participant’s nonforfeit-
able account balance, the participant 
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has no other outstanding loan (and had 
no prior loan) from the plan or any 
other plan maintained by the partici-
pant’s employer or any other person re-
quired to be aggregated with the em-
ployer under section 414(b), (c) or (m), 
and the loan is not excluded from sec-
tion 72(p) as a loan made in the ordi-
nary course of an investment program 
as described in Q&A–18 of this section. 
The regulations and examples in this 
section do not provide guidance on 
whether a loan from a plan would re-
sult in a prohibited transaction under 
section 4975 of the Internal Revenue 
Code or on whether a loan from a plan 
covered by title I of the Employee Re-
tirement Income Security Act of 1974 
(88 Stat. 829) (ERISA) would be con-
sistent with the fiduciary standards of 
ERISA or would result in a prohibited 
transaction under section 406 of 
ERISA. The questions and answers are 
as follows: 

Q–1: In general, what does section 
72(p) provide with respect to loans from 
a qualified employer plan? 

A–1: (a) Loans. Under section 72(p), an 
amount received by a participant or 
beneficiary as a loan from a qualified 
employer plan is treated as having 
been received as a distribution from 
the plan (a deemed distribution), unless 
the loan satisfies the requirements of 
Q&A–3 of this section. For purposes of 
section 72(p) and this section, a loan 
made from a contract that has been 
purchased under a qualified employer 
plan (including a contract that has 
been distributed to the participant or 
beneficiary) is considered a loan made 
under a qualified employer plan. 

(b) Pledges and assignments. Under 
section 72(p), if a participant or bene-
ficiary assigns or pledges (or agrees to 
assign or pledge) any portion of his or 
her interest in a qualified employer 
plan as security for a loan, the portion 
of the individual’s interest assigned or 
pledged (or subject to an agreement to 
assign or pledge) is treated as a loan 
from the plan to the individual, with 
the result that such portion is subject 
to the deemed distribution rule de-
scribed in paragraph (a) of this Q&A–1. 
For purposes of section 72(p) and this 
section, any assignment or pledge of 
(or agreement to assign or to pledge) 
any portion of a participant’s or bene-

ficiary’s interest in a contract that has 
been purchased under a qualified em-
ployer plan (including a contract that 
has been distributed to the participant 
or beneficiary) is considered an assign-
ment or pledge of (or agreement to as-
sign or pledge) an interest in a quali-
fied employer plan. However, if all or a 
portion of a participant’s or bene-
ficiary’s interest in a qualified em-
ployer plan is pledged or assigned as se-
curity for a loan from the plan to the 
participant or the beneficiary, only the 
amount of the loan received by the par-
ticipant or the beneficiary, not the 
amount pledged or assigned, is treated 
as a loan. 

Q–2: What is a qualified employer 
plan for purposes of section 72(p)? 

A–2: For purposes of section 72(p) and 
this section, a qualified employer plan 
means— 

(a) A plan described in section 401(a) 
which includes a trust exempt from tax 
under section 501(a); 

(b) An annuity plan described in sec-
tion 403(a); 

(c) A plan under which amounts are 
contributed by an individual’s em-
ployer for an annuity contract de-
scribed in section 403(b); 

(d) Any plan, whether or not quali-
fied, established and maintained for its 
employees by the United States, by a 
State or political subdivision thereof, 
or by an agency or instrumentality of 
the United States, a State or a polit-
ical subdivision of a State; or 

(e) Any plan which was (or was deter-
mined to be) described in paragraph 
(a), (b), (c), or (d) of this Q&A–2. 

Q–3: What requirements must be sat-
isfied in order for a loan to a partici-
pant or beneficiary from a qualified 
employer plan not to be a deemed dis-
tribution? 

A–3: (a) In general. A loan to a partic-
ipant or beneficiary from a qualified 
employer plan will not be a deemed dis-
tribution to the participant or bene-
ficiary if the loan satisfies the repay-
ment term requirement of section 
72(p)(2)(B), the level amortization re-
quirement of section 72(p)(2)(C), and 
the enforceable agreement requirement 
of paragraph (b) of this Q&A–3, but 
only to the extent the loan satisfies 
the amount limitations of section 
72(p)(2)(A). 
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(b) Enforceable agreement requirement. 
A loan does not satisfy the require-
ments of this paragraph unless the loan 
is evidenced by a legally enforceable 
agreement (which may include more 
than one document) and the terms of 
the agreement demonstrate compliance 
with the requirements of section 
72(p)(2) and this section. Thus, the 
agreement must specify the amount 
and date of the loan and the repayment 
schedule. The agreement does not have 
to be signed if the agreement is en-
forceable under applicable law without 
being signed. The agreement must be 
set forth either— 

(1) In a written paper document; or 
(2) In a document that is delivered 

through an electronic medium under 
an electronic system that satisfies the 
requirements of § 1.401(a)–21 of this 
chapter. 

Q–4: If a loan from a qualified em-
ployer plan to a participant or bene-
ficiary fails to satisfy the requirements 
of Q&A–3 of this section, when does a 
deemed distribution occur? 

A–4: (a) Deemed distribution. For pur-
poses of section 72, a deemed distribu-
tion occurs at the first time that the 
requirements of Q&A–3 of this section 
are not satisfied, in form or in oper-
ation. This may occur at the time the 
loan is made or at a later date. If the 
terms of the loan do not require repay-
ments that satisfy the repayment term 
requirement of section 72(p)(2)(B) or 
the level amortization requirement of 
section 72(p)(2)(C), or the loan is not 
evidenced by an enforceable agreement 
satisfying the requirements of para-
graph (b) of Q&A–3 of this section, the 
entire amount of the loan is a deemed 
distribution under section 72(p) at the 
time the loan is made. If the loan satis-
fies the requirements of Q&A–3 of this 
section except that the amount loaned 
exceeds the limitations of section 
72(p)(2)(A), the amount of the loan in 
excess of the applicable limitation is a 
deemed distribution under section 72(p) 
at the time the loan is made. If the 
loan initially satisfies the require-
ments of section 72(p)(2)(A), (B) and (C) 
and the enforceable agreement require-
ment of paragraph (b) of Q&A–3 of this 
section, but payments are not made in 
accordance with the terms applicable 
to the loan, a deemed distribution oc-

curs as a result of the failure to make 
such payments. See Q&A–10 of this sec-
tion regarding when such a deemed dis-
tribution occurs and the amount there-
of and Q&A–11 of this section regarding 
the tax treatment of a deemed distribu-
tion. 

(b) Examples. The following examples 
illustrate the rules in paragraph (a) of 
this Q&A–4 and are based upon the as-
sumptions described in the introduc-
tory text of this section: 

Example 1. (i) A participant has a non-
forfeitable account balance of $200,000 and re-
ceives $70,000 as a loan repayable in level 
quarterly installments over five years. 

(ii) Under section 72(p), the participant has 
a deemed distribution of $20,000 (the excess of 
$70,000 over $50,000) at the time of the loan, 
because the loan exceeds the $50,000 limit in 
section 72(p)(2)(A)(i). The remaining $50,000 is 
not a deemed distribution. 

Example 2. (i) A participant with a non-
forfeitable account balance of $30,000 borrows 
$20,000 as a loan repayable in level monthly 
installments over five years. 

(ii) Because the amount of the loan is 
$5,000 more than 50% of the participant’s 
nonforfeitable account balance, the partici-
pant has a deemed distribution of $5,000 at 
the time of the loan. The remaining $15,000 is 
not a deemed distribution. (Note also that, if 
the loan is secured solely by the partici-
pant’s account balance, the loan may be a 
prohibited transaction under section 4975 be-
cause the loan may not satisfy 29 CFR 
2550.408b–1(f)(2).) 

Example 3. (i) The nonforfeitable account 
balance of a participant is $100,000 and a 
$50,000 loan is made to the participant repay-
able in level quarterly installments over 
seven years. The loan is not eligible for the 
section 72(p)(2)(B)(ii) exception for loans 
used to acquire certain dwelling units. 

(ii) Because the repayment period exceeds 
the maximum five-year period in section 
72(p)(2)(B)(i), the participant has a deemed 
distribution of $50,000 at the time the loan is 
made. 

Example 4. (i) On August 1, 2002, a partici-
pant has a nonforfeitable account balance of 
$45,000 and borrows $20,000 from a plan to be 
repaid over five years in level monthly in-
stallments due at the end of each month. 
After making monthly payments through 
July 2003, the participant fails to make any 
of the payments due thereafter. 

(ii) As a result of the failure to satisfy the 
requirement that the loan be repaid in level 
monthly installments, the participant has a 
deemed distribution. See paragraph (c) of 
Q&A–10 of this section regarding when such a 
deemed distribution occurs and the amount 
thereof. 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00298 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



287 

Internal Revenue Service, Treasury § 1.72(p)–1 

Q–5: What is a principal residence for 
purposes of the exception in section 
72(p)(2)(B)(ii) from the requirement 
that a loan be repaid in five years? 

A–5: Section 72(p)(2)(B)(ii) provides 
that the requirement in section 
72(p)(2)(B)(i) that a plan loan be repaid 
within five years does not apply to a 
loan used to acquire a dwelling unit 
which will within a reasonable time be 
used as the principal residence of the 
participant (a principal residence plan 
loan). For this purpose, a principal res-
idence has the same meaning as a prin-
cipal residence under section 121. 

Q–6: In order to satisfy the require-
ments for a principal residence plan 
loan, is a loan required to be secured 
by the dwelling unit that will within a 
reasonable time be used as the prin-
cipal residence of the participant? 

A–6: A loan is not required to be se-
cured by the dwelling unit that will 
within a reasonable time be used as the 
participant’s principal residence in 
order to satisfy the requirements for a 
principal residence plan loan. 

Q–7: What tracing rules apply in de-
termining whether a loan qualifies as a 
principal residence plan loan? 

A–7: The tracing rules established 
under section 163(h)(3)(B) apply in de-
termining whether a loan is treated as 
for the acquisition of a principal resi-
dence in order to qualify as a principal 
residence plan loan. 

Q–8: Can a refinancing qualify as a 
principal residence plan loan? 

A–8: (a) Refinancings. In general, no, a 
refinancing cannot qualify as a prin-
cipal residence plan loan. However, a 
loan from a qualified employer plan 
used to repay a loan from a third party 
will qualify as a principal residence 
plan loan if the plan loan qualifies as a 
principal residence plan loan without 
regard to the loan from the third 
party. 

(b) Example. The following example 
illustrates the rules in paragraph (a) of 
this Q&A–8 and is based upon the as-
sumptions described in the introduc-
tory text of this section: 

Example. (i) On July 1, 2003, a participant 
requests a $50,000 plan loan to be repaid in 
level monthly installments over 15 years. On 
August 1, 2003, the participant acquires a 
principal residence and pays a portion of the 
purchase price with a $50,000 bank loan. On 

September 1, 2003, the plan loans $50,000 to 
the participant, which the participant uses 
to pay the bank loan. 

(ii) Because the plan loan satisfies the re-
quirements to qualify as a principal resi-
dence plan loan (taking into account the 
tracing rules of section 163(h)(3)(B)), the plan 
loan qualifies for the exception in section 
72(p)(2)(B)(ii). 

Q–9: Does the level amortization re-
quirement of section 72(p)(2)(C) apply 
when a participant is on a leave of ab-
sence without pay? 

A–9: (a) Leave of absence. The level 
amortization requirement of section 
72(p)(2)(C) does not apply for a period, 
not longer than one year (or such 
longer period as may apply under sec-
tion 414(u) and paragraph (b) of this 
Q&A–9), that a participant is on a bona 
fide leave of absence, either without 
pay from the employer or at a rate of 
pay (after applicable employment tax 
withholdings) that is less than the 
amount of the installment payments 
required under the terms of the loan. 
However, the loan (including interest 
that accrues during the leave of ab-
sence) must be repaid by the latest per-
missible term of the loan and the 
amount of the installments due after 
the leave ends must not be less than 
the amount required under the terms 
of the original loan. 

(b) Military service. In accordance 
with section 414(u)(4), if a plan sus-
pends the obligation to repay a loan 
made to an employee from the plan for 
any part of a period during which the 
employee is performing service in the 
uniformed services (as defined in 38 
U.S.C. chapter 43), whether or not 
qualified military service, such suspen-
sion shall not be taken into account for 
purposes of section 72(p) or this sec-
tion. Thus, if a plan suspends loan re-
payments for any part of a period dur-
ing which the employee is performing 
military service described in the pre-
ceding sentence, such suspension shall 
not cause the loan to be deemed dis-
tributed even if the suspension exceeds 
one year and even if the term of the 
loan is extended. However, the loan 
will not satisfy the repayment term re-
quirement of section 72(p)(2)(B) and the 
level amortization requirement of sec-
tion 72(p)(2)(C) unless loan repayments 
resume upon the completion of such pe-
riod of military service and the loan is 
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repaid thereafter by amortization in 
substantially level installments over a 
period that ends not later than the lat-
est permissible term of the loan. 

(c) Latest permissible term of a loan. 
For purposes of this Q&A–9, the latest 
permissible term of a loan is the latest 
date permitted under section 72(p)(2)(B) 
(i.e., five years from the date of the 
loan, assuming that the replacement 
loan does not qualify for the exception 
at section 72(p)(2)(B)(ii) for principal 
residence plan loans) plus any addi-
tional period of suspension permitted 
under paragraph (b) of this Q&A–9. 

(d) Examples. The following examples 
illustrate the rules of this Q&A–9 and 
are based upon the assumptions de-
scribed in the introductory text of this 
section: 

Example 1. (i) On July 1, 2003, a participant 
with a nonforfeitable account balance of 
$80,000 borrows $40,000 to be repaid in level 
monthly installments of $825 each over 5 
years. The loan is not a principal residence 
plan loan. The participant makes 9 monthly 
payments and commences an unpaid leave of 
absence that lasts for 12 months. The partici-
pant was not performing military service 
during this period. Thereafter, the partici-
pant resumes active employment and re-
sumes making repayments on the loan until 
the loan is repaid. The amount of each 
monthly installment is increased to $1,130 in 
order to repay the loan by June 30, 2008. 

(ii) Because the loan satisfies the require-
ments of section 72(p)(2), the participant 
does not have a deemed distribution. Alter-
natively, section 72(p)(2) would be satisfied if 
the participant continued the monthly in-
stallments of $825 after resuming active em-
ployment and on June 30, 2008 repaid the full 
balance remaining due. 

Example 2. (i) The facts are the same as in 
Example 1, except the participant was on 
leave of absence performing service in the 
uniformed services (as defined in chapter 43 
of title 38, United States Code) for two years 
and the rate of interest charged during this 
period of military service is reduced to 6 per-
cent compounded annually under 50 App. sec-
tion 526 (relating to the Soldiers’ and Sail-
ors’ Civil Relief Act Amendments of 1942). 
After the military service ends on April 2, 
2006, the participant resumes active employ-
ment on April 19, 2006, continues the month-
ly installments of $825 thereafter, and on 
June 30, 2010, repays the full balance remain-
ing due ($6,487). 

(ii) Because the loan satisfies the require-
ments of section 72(p)(2) and paragraph (b) of 
this Q&A–9, the participant does not have a 
deemed distribution. Alternatively, section 
72(p)(2) would also be satisfied if the amount 

of each monthly installment after April 19, 
2006, is increased to $930 in order to repay the 
loan by June 30, 2010 (without any balance 
remaining due then). 

Q–10: If a participant fails to make 
the installment payments required 
under the terms of a loan that satisfied 
the requirements of Q&A–3 of this sec-
tion when made, when does a deemed 
distribution occur and what is the 
amount of the deemed distribution? 

A–10: (a) Timing of deemed distribution. 
Failure to make any installment pay-
ment when due in accordance with the 
terms of the loan violates section 
72(p)(2)(C) and, accordingly, results in a 
deemed distribution at the time of such 
failure. However, the plan adminis-
trator may allow a cure period and sec-
tion 72(p)(2)(C) will not be considered 
to have been violated if the install-
ment payment is made not later than 
the end of the cure period, which period 
cannot continue beyond the last day of 
the calendar quarter following the cal-
endar quarter in which the required in-
stallment payment was due. 

(b) Amount of deemed distribution. If a 
loan satisfies Q&A–3 of this section 
when made, but there is a failure to 
pay the installment payments required 
under the terms of the loan (taking 
into account any cure period allowed 
under paragraph (a) of this Q&A–10), 
then the amount of the deemed dis-
tribution equals the entire outstanding 
balance of the loan (including accrued 
interest) at the time of such failure. 

(c) Example. The following example 
illustrates the rules in paragraphs (a) 
and (b) of this Q&A–10 and is based 
upon the assumptions described in the 
introductory text of this section: 

Example. (i) On August 1, 2002, a participant 
has a nonforfeitable account balance of 
$45,000 and borrows $20,000 from a plan to be 
repaid over 5 years in level monthly install-
ments due at the end of each month. After 
making all monthly payments due through 
July 31, 2003, the participant fails to make 
the payment due on August 31, 2003 or any 
other monthly payments due thereafter. The 
plan administrator allows a three-month 
cure period. 

(ii) As a result of the failure to satisfy the 
requirement that the loan be repaid in level 
installments pursuant to section 72(p)(2)(C), 
the participant has a deemed distribution on 
November 30, 2003, which is the last day of 
the three-month cure period for the August 
31, 2003 installment. The amount of the 
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deemed distribution is $17,157, which is the 
outstanding balance on the loan at Novem-
ber 30, 2003. Alternatively, if the plan admin-
istrator had allowed a cure period through 
the end of the next calendar quarter, there 
would be a deemed distribution on December 
31, 2003 equal to $17,282, which is the out-
standing balance of the loan at December 31, 
2003. 

Q–11: Does section 72 apply to a 
deemed distribution as if it were an ac-
tual distribution? 

A–11: (a) Tax basis. If the employee’s 
account includes after-tax contribu-
tions or other investment in the con-
tract under section 72(e), section 72 ap-
plies to a deemed distribution as if it 
were an actual distribution, with the 
result that all or a portion of the 
deemed distribution may not be tax-
able. 

(b) Section 72(t) and (m). Section 72(t) 
(which imposes a 10 percent tax on cer-
tain early distributions) and section 
72(m)(5) (which imposes a separate 10 
percent tax on certain amounts re-
ceived by a 5-percent owner) apply to a 
deemed distribution under section 72(p) 
in the same manner as if the deemed 
distribution were an actual distribu-
tion. 

Q–12: Is a deemed distribution under 
section 72(p) treated as an actual dis-
tribution for purposes of the qualifica-
tion requirements of section 401, the 
distribution provisions of section 402, 
the distribution restrictions of section 
401(k)(2)(B) or 403(b)(11), or the vesting 
requirements of § 1.411(a)–7(d)(5) (which 
affects the application of a graded vest-
ing schedule in cases involving a prior 
distribution)? 

A–12: No; thus, for example, if a par-
ticipant in a money purchase plan who 
is an active employee has a deemed dis-
tribution under section 72(p), the plan 
will not be considered to have made an 
in-service distribution to the partici-
pant in violation of the qualification 
requirements applicable to money pur-
chase plans. Similarly, the deemed dis-
tribution is not eligible to be rolled 
over to an eligible retirement plan and 
is not considered an impermissible dis-
tribution of an amount attributable to 
elective contributions in a section 
401(k) plan. See also § 1.402(c)–2, Q&A– 
4(d) and § 1.401(k)–1(d)(5)(iii). 

Q–13: How does a reduction (offset) of 
an account balance in order to repay a 

plan loan differ from a deemed dis-
tribution? 

A–13: (a) Difference between deemed 
distribution and plan loan offset amount. 
(1) Loans to a participant from a quali-
fied employer plan can give rise to two 
types of taxable distributions— 

(i) A deemed distribution pursuant to 
section 72(p); and 

(ii) A distribution of an offset 
amount. 

(2) As described in Q&A–4 of this sec-
tion, a deemed distribution occurs 
when the requirements of Q&A–3 of 
this section are not satisfied, either 
when the loan is made or at a later 
time. A deemed distribution is treated 
as a distribution to the participant or 
beneficiary only for certain tax pur-
poses and is not a distribution of the 
accrued benefit. A distribution of a 
plan loan offset amount (as defined in 
§ 1.402(c)–2, Q&A–9(b)) occurs when, 
under the terms governing a plan loan, 
the accrued benefit of the participant 
or beneficiary is reduced (offset) in 
order to repay the loan (including the 
enforcement of the plan’s security in-
terest in the accrued benefit). A dis-
tribution of a plan loan offset amount 
could occur in a variety of cir-
cumstances, such as where the terms 
governing the plan loan require that, 
in the event of the participant’s re-
quest for a distribution, a loan be re-
paid immediately or treated as in de-
fault. 

(b) Plan loan offset. In the event of a 
plan loan offset, the amount of the ac-
count balance that is offset against the 
loan is an actual distribution for pur-
poses of the Internal Revenue Code, not 
a deemed distribution under section 
72(p). Accordingly, a plan may be pro-
hibited from making such an offset 
under the provisions of section 401(a), 
401(k)(2)(B) or 403(b)(11) prohibiting or 
limiting distributions to an active em-
ployee. See § 1.402(c)–2, Q&A–9(c), Exam-
ple 6. See also Q&A–19 of this section 
for rules regarding the treatment of a 
loan after a deemed distribution. 

Q–14: How is the amount includible in 
income as a result of a deemed dis-
tribution under section 72(p) required 
to be reported? 

A–14: The amount includible in in-
come as a result of a deemed distribu-
tion under section 72(p) is required to 
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be reported on Form 1099–R (or any 
other form prescribed by the Commis-
sioner). 

Q–15: What withholding rules apply 
to plan loans? 

A–15: To the extent that a loan, when 
made, is a deemed distribution or an 
account balance is reduced (offset) to 
repay a loan, the amount includible in 
income is subject to withholding. If a 
deemed distribution of a loan or a loan 
repayment by benefit offset results in 
income at a date after the date the 
loan is made, withholding is required 
only if a transfer of cash or property 
(excluding employer securities) is made 
to the participant or beneficiary from 
the plan at the same time. See 
§§ 35.3405–1, f–4, and 31.3405(c)–1, Q&A–9 
and Q&A–11, of this chapter for further 
guidance on withholding rules. 

Q–16: If a loan fails to satisfy the re-
quirements of Q&A–3 of this section 
and is a prohibited transaction under 
section 4975, is the deemed distribution 
of the loan under section 72(p) a correc-
tion of the prohibited transaction? 

A–16: No, a deemed distribution is 
not a correction of a prohibited trans-
action under section 4975. See 
§§ 141.4975–13 and 53.4941(e)–1(c)(1) of 
this chapter for guidance concerning 
correction of a prohibited transaction. 

Q–17: What are the income tax con-
sequences if an amount is transferred 
from a qualified employer plan to a 
participant or beneficiary as a loan, 
but there is an express or tacit under-
standing that the loan will not be re-
paid? 

A–17: If there is an express or tacit 
understanding that the loan will not be 
repaid or, for any reason, the trans-
action does not create a debtor-cred-
itor relationship or is otherwise not a 
bona fide loan, then the amount trans-
ferred is treated as an actual distribu-
tion from the plan for purposes of the 
Internal Revenue Code, and is not 
treated as a loan or as a deemed dis-
tribution under section 72(p). 

Q–18: If a qualified employer plan 
maintains a program to invest in resi-
dential mortgages, are loans made pur-
suant to the investment program sub-
ject to section 72(p)? 

A–18: (a) Residential mortgage loans 
made by a plan in the ordinary course 
of an investment program are not sub-

ject to section 72(p) if the property ac-
quired with the loans is the primary se-
curity for such loans and the amount 
loaned does not exceed the fair market 
value of the property. An investment 
program exists only if the plan has es-
tablished, in advance of a specific in-
vestment under the program, that a 
certain percentage or amount of plan 
assets will be invested in residential 
mortgages available to persons pur-
chasing the property who satisfy com-
mercially customary financial criteria. 
A loan will not be considered as made 
under an investment program if— 

(1) Any of the loans made under the 
program matures upon a participant’s 
termination from employment; 

(2) Any of the loans made under the 
program is an earmarked asset of a 
participant’s or beneficiary’s indi-
vidual account in the plan; or 

(3) The loans made under the pro-
gram are made available only to par-
ticipants or beneficiaries in the plan. 

(b) Paragraph (a)(3) of this Q&A–18 
shall not apply to a plan which, on De-
cember 20, 1995, and at all times there-
after, has had in effect a loan program 
under which, but for paragraph (a)(3) of 
this Q&A–18, the loans comply with the 
conditions of paragraph (a) of this 
Q&A–18 to constitute residential mort-
gage loans in the ordinary course of an 
investment program. 

(c) No loan that benefits an officer, 
director, or owner of the employer 
maintaining the plan, or their bene-
ficiaries, will be treated as made under 
an investment program. 

(d) This section does not provide 
guidance on whether a residential 
mortgage loan made under a plan’s in-
vestment program would result in a 
prohibited transaction under section 
4975, or on whether such a loan made 
by a plan covered by title I of ERISA 
would be consistent with the fiduciary 
standards of ERISA or would result in 
a prohibited transaction under section 
406 of ERISA. See 29 CFR 2550.408b–1. 

Q–19: If there is a deemed distribu-
tion under section 72(p), is the interest 
that accrues thereafter on the amount 
of the deemed distribution an indirect 
loan for income tax purposes and what 
effect does the deemed distribution 
have on subsequent loans? 
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A–19: (a) General rule. Except as pro-
vided in paragraph (b) of this Q&A–19, a 
deemed distribution of a loan is treated 
as a distribution for purposes of section 
72. Therefore, a loan that is deemed to 
be distributed under section 72(p) 
ceases to be an outstanding loan for 
purposes of section 72, and the interest 
that accrues thereafter under the plan 
on the amount deemed distributed is 
disregarded for purposes of applying 
section 72 to the participant or the 
beneficiary. Even though interest con-
tinues to accrue on the outstanding 
loan (and is taken into account for pur-
poses of determining the tax treatment 
of any subsequent loan in accordance 
with paragraph (b) of this Q&A–19), this 
additional interest is not treated as an 
additional loan (and thus, does not re-
sult in an additional deemed distribu-
tion) for purposes of section 72(p). How-
ever, a loan that is deemed distributed 
under section 72(p) is not considered 
distributed for all purposes of the In-
ternal Revenue Code. See Q&A–11 
through Q&A–16 of this section. 

(b) Effect on subsequent loans—(1) Ap-
plication of section 72(p)(2)(A). A loan 
that is deemed distributed under sec-
tion 72(p) (including interest accruing 
thereafter) and that has not been re-
paid (such as by a plan loan offset) is 
considered outstanding for purposes of 
applying section 72(p)(2)(A) to deter-
mine the maximum amount of any sub-
sequent loan to the participant or ben-
eficiary. 

(2) Additional security for subsequent 
loans. If a loan is deemed distributed to 
a participant or beneficiary under sec-
tion 72(p) and has not been repaid (such 
as by a plan loan offset), then no pay-
ment made thereafter to the partici-
pant or beneficiary is treated as a loan 
for purposes of section 72(p)(2) unless 
the loan otherwise satisfies section 
72(p)(2) and this section and either of 
the following conditions is satisfied: 

(i) There is an arrangement among 
the plan, the participant or bene-
ficiary, and the employer, enforceable 
under applicable law, under which re-
payments will be made by payroll with-
holding. For this purpose, an arrange-
ment will not fail to be enforceable 
merely because a party has the right to 
revoke the arrangement prospectively. 

(ii) The plan receives adequate secu-
rity from the participant or beneficiary 
that is in addition to the participant’s 
or beneficiary’s accrued benefit under 
the plan. 

(3) Condition no longer satisfied. If, fol-
lowing a deemed distribution that has 
not been repaid, a payment is made to 
a participant or beneficiary that satis-
fies the conditions in paragraph (b)(2) 
of this Q&A–19 for treatment as a plan 
loan and, subsequently, before repay-
ment of the second loan, the conditions 
in paragraph (b)(2) of this Q&A–19 are 
no longer satisfied with respect to the 
second loan (for example, if the loan 
recipient revokes consent to payroll 
withholding), the amount then out-
standing on the second loan is treated 
as a deemed distribution under section 
72(p). 

Q–20: May a participant refinance an 
outstanding loan or have more than 
one loan outstanding from a plan? 

A–20: (a) Refinancings and multiple 
loans—(1) General rule. A participant 
who has an outstanding loan that satis-
fies section 72(p)(2) and this section 
may refinance that loan or borrow ad-
ditional amounts if, under the facts 
and circumstances, the loans collec-
tively satisfy the amount limitations 
of section 72(p)(2)(A) and the prior loan 
and the additional loan each satisfy 
the requirements of section 72(p)(2)(B) 
and (C) and this section. For this pur-
pose, a refinancing includes any situa-
tion in which one loan replaces another 
loan. 

(2) Loans that repay a prior loan and 
have a later repayment date. For pur-
poses of section 72(p)(2) and this sec-
tion (including the amount limitations 
of section 72(p)(2)(A)), if a loan that 
satisfies section 72(p)(2) is replaced by 
a loan (a replacement loan) and the 
term of the replacement loan ends 
after the latest permissible term of the 
loan it replaces (the replaced loan), 
then the replacement loan and the re-
placed loan are both treated as out-
standing on the date of the trans-
action. For purposes of the preceding 
sentence, the latest permissible term 
of the replaced loan is the latest date 
permitted under section 72(p)(2)(C) (i.e., 
five years from the original date of the 
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replaced loan, assuming that the re-
placed loan does not qualify for the ex-
ception at section 72(p)(2)(B)(ii) for 
principal residence plan loans and that 
no additional period of suspension ap-
plied to the replaced loan under Q&A– 
9 (b) of this section). Thus, for example, 
if the term of the replacement loan 
ends after the latest permissible term 
of the replaced loan and the sum of the 
amount of the replacement loan plus 
the outstanding balance of all other 
loans on the date of the transaction, 
including the replaced loan, fails to 
satisfy the amount limitations of sec-
tion 72(p)(2)(A), then the replacement 
loan results in a deemed distribution. 
This paragraph (a)(2) does not apply to 
a replacement loan if the terms of the 
replacement loan would satisfy section 
72(p)(2) and this section determined as 
if the replacement loan consisted of 
two separate loans, the replaced loan 
(amortized in substantially level pay-
ments over a period ending not later 
than the last day of the latest permis-
sible term of the replaced loan) and, to 
the extent the amount of the replace-
ment loan exceeds the amount of the 
replaced loan, a new loan that is also 
amortized in substantially level pay-
ments over a period ending not later 
than the last day of the latest permis-
sible term of the replacement loan. 

(b) Examples. The following examples 
illustrate the rules of this Q&A–20 and 
are based on the assumptions described 
in the introductory text of this section: 

Example 1. (i) A participant with a vested 
account balance that exceeds $100,000 bor-
rows $40,000 from a plan on January 1, 2005, 
to be repaid in 20 quarterly installments of 
$2,491 each. Thus, the term of the loan ends 
on December 31, 2009. On January 1, 2006, 
when the outstanding balance on the loan is 
$33,322, the loan is refinanced and is replaced 
by a new $40,000 loan from the plan to be re-
paid in 20 quarterly installments. Under the 
terms of the refinanced loan, the loan is to 
be repaid in level quarterly installments (of 
$2,491 each) over the next 20 quarters. Thus, 
the term of the new loan ends on December 
31, 2010. 

(ii) Under section 72(p)(2)(A), the amount of 
the new loan, when added to the outstanding 
balance of all other loans from the plan, 
must not exceed $50,000 reduced by the excess 
of the highest outstanding balance of loans 
from the plan during the 1-year period end-
ing on December 31, 2005, over the out-
standing balance of loans from the plan on 

January 1, 2006, with such outstanding bal-
ance to be determined immediately prior to 
the new $40,000 loan. Because the term of the 
new loan ends later than the term of the 
loan it replaces, under paragraph (a)(2) of 
this Q&A–20, both the new loan and the loan 
it replaces must be taken into account for 
purposes of applying section 72(p)(2), includ-
ing the amount limitations in section 
72(p)(2)(A). The amount of the new loan is 
$40,000, the outstanding balance on January 
1, 2006, of the loan it replaces is $33,322, and 
the highest outstanding balance of loans 
from the plan during 2005 was $40,000. Accord-
ingly, under section 72(p)(2)(A), the sum of 
the new loan and the outstanding balance on 
January 1, 2006, of the loan it replaces must 
not exceed $50,000 reduced by $6,678 (the ex-
cess of the $40,000 maximum outstanding 
loan balance during 2005 over the $33,322 out-
standing balance on January 1, 2006, deter-
mined immediately prior to the new loan) 
and, thus, must not exceed $43,322. The sum 
of the new loan ($40,000) and the outstanding 
balance on January 1, 2006, of the loan it re-
places ($33,322) is $73,322. Since $73,322 ex-
ceeds the $43,322 limit under section 
72(p)(2)(A) by $30,000, there is a deemed dis-
tribution of $30,000 on January 1, 2006. 

(iii) However, no deemed distribution 
would occur if, under the terms of the refi-
nanced loan, the amount of the first 16 in-
stallments on the refinanced loan were equal 
to $2,907, which is the sum of the $2,491 origi-
nally scheduled quarterly installment pay-
ment amount under the first loan, plus $416 
(which is the amount required to repay, in 
level quarterly installments over 5 years be-
ginning on January 1, 2006, the excess of the 
refinanced loan over the January 1, 2006, bal-
ance of the first loan ($40,000 minus $33,322 
equals $6,678)), and the amount of the 4 re-
maining installments was equal to $416. The 
refinancing would not be subject to para-
graph (a)(2) of this Q&A–20 because the terms 
of the new loan would satisfy section 72(p)(2) 
and this section (including the substantially 
level amortization requirements of section 
72(p)(2)(B) and (C)) determined as if the new 
loan consisted of 2 loans, one of which is in 
the amount of the first loan ($33,322) and is 
amortized in substantially level payments 
over a period ending December 31, 2009 (the 
last day of the term of the first loan) and the 
other of which is in the additional amount 
($6,678) borrowed under the new loan. Simi-
larly, the transaction also would not result 
in a deemed distribution (and would not be 
subject to paragraph (a)(2) of this Q&A–20) if 
the terms of the refinanced loan provided for 
repayments to be made in level quarterly in-
stallments (of $2,990 each) over the next 16 
quarters. 

Example 2. (i) The facts are the same as in 
Example 1(i), except that the applicable in-
terest rate used by the plan when the loan is 
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refinanced is significantly lower due to a re-
duction in market rates of interest and, 
under the terms of the refinanced loan, the 
amount of the first 16 installments on the re-
financed loan is equal to $2,848 and the 
amount of the next 4 installments on the re-
financed loan is equal to $406. The $2,848 
amount is the sum of $2,442 to repay the first 
loan by December 31, 2009 (the term of the 
first loan), plus $406 (which is the amount to 
repay, in level quarterly installments over 5 
years beginning on January 1, 2006, the $6,678 
excess of the refinanced loan over the Janu-
ary 1, 2006, balance of the first loan). 

(ii) The transaction does not result in a 
deemed distribution (and is not subject to 
paragraph (a)(2) of this Q&A–20) because the 
terms of the new loan would satisfy section 
72(p)(2) and this section (including the sub-
stantially level amortization requirements 
of section 72(p)(2)(B) and (C)) determined as 
if the new loan consisted of 2 loans, one of 
which is in the amount of the first loan 
($33,322) and is amortized in substantially 
level payments over a period ending Decem-
ber 31, 2009 (the last day of the term of the 
first loan), and the other of which is in the 
additional amount ($6,678) borrowed under 
the new loan. The transaction would also not 
result in a deemed distribution (and not be 
subject to paragraph (a)(2) of this Q&A–20) if 
the terms of the new loan provided for repay-
ments to be made in level quarterly install-
ments (of $2,931 each) over the next 16 quar-
ters. 

Q–21: Is a participant’s tax basis 
under the plan increased if the partici-
pant repays the loan after a deemed 
distribution? 

A–21: (a) Repayments after deemed dis-
tribution. Yes, if the participant or ben-
eficiary repays the loan after a deemed 
distribution of the loan under section 
72(p), then, for purposes of section 
72(e), the participant’s or beneficiary’s 
investment in the contract (tax basis) 
under the plan increases by the amount 
of the cash repayments that the partic-
ipant or beneficiary makes on the loan 
after the deemed distribution. How-
ever, loan repayments are not treated 
as after-tax contributions for other 
purposes, including sections 401(m) and 
415(c)(2)(B). 

(b) Example. The following example 
illustrates the rules in paragraph (a) of 
this Q&A–21 and is based on the as-
sumptions described in the introduc-
tory text of this section: 

Example. (i) A participant receives a $20,000 
loan on January 1, 2003, to be repaid in 20 
quarterly installments of $1,245 each. On De-
cember 31, 2003, the outstanding loan balance 

($19,179) is deemed distributed as a result of 
a failure to make quarterly installment pay-
ments that were due on September 30, 2003 
and December 31, 2003. On June 30, 2004, the 
participant repays $5,147 (which is the sum of 
the three installment payments that were 
due on September 30, 2003, December 31, 2003, 
and March 31, 2004, with interest thereon to 
June 30, 2004, plus the installment payment 
due on June 30, 2004). Thereafter, the partici-
pant resumes making the installment pay-
ments of $1,245 from September 30, 2004 
through December 31, 2007. The loan repay-
ments made after December 31, 2003 through 
December 31, 2007 total $22,577. 

(ii) Because the participant repaid $22,577 
after the deemed distribution that occurred 
on December 31, 2003, the participant has in-
vestment in the contract (tax basis) equal to 
$22,577 (14 payments of $1,245 each plus a sin-
gle payment of $5,147) as of December 31, 
2007. 

Q–22: When is the effective date of 
section 72(p) and the regulations in this 
section? 

A–22: (a) Statutory effective date. Sec-
tion 72(p) generally applies to assign-
ments, pledges, and loans made after 
August 13, 1982. 

(b) Regulatory effective date. This sec-
tion applies to assignments, pledges, 
and loans made on or after January 1, 
2002. 

(c) Loans made before the regulatory ef-
fective date—(1) General rule. A plan is 
permitted to apply Q&A–19 and Q&A–21 
of this section to a loan made before 
the regulatory effective date in para-
graph (b) of this Q&A–22 (and after the 
statutory effective date in paragraph 
(a) of this Q&A–22) if there has not 
been any deemed distribution of the 
loan before the transition date or if the 
conditions of paragraph (c)(2) of this 
Q&A–22 are satisfied with respect to 
the loan. 

(2) Consistency transition rule for cer-
tain loans deemed distributed before the 
regulatory effective date. (i) The rules in 
this paragraph (c)(2) of this Q&A–22 
apply to a loan made before the regu-
latory effective date in paragraph (b) of 
this Q&A–22 (and after the statutory ef-
fective date in paragraph (a) of this 
Q&A–22) if there has been any deemed 
distribution of the loan before the 
transition date. 

(ii) The plan is permitted to apply 
Q&A–19 and Q&A–21 of this section to 
the loan beginning on any January 1, 
but only if the plan reported, in Box 1 
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of Form 1099–R, for a taxable year no 
later than the latest taxable year that 
would be permitted under this section 
(if this section had been in effect for all 
loans made after the statutory effec-
tive date in paragraph (a) of this Q&A– 
22), a gross distribution of an amount 
at least equal to the initial default 
amount. For purposes of this section, 
the initial default amount is the 
amount that would be reported as a 
gross distribution under Q&A–4 and 
Q&A–10 of this section and the transi-
tion date is the January 1 on which a 
plan begins applying Q&A–19 and Q&A– 
21 of this section to a loan. 

(iii) If a plan applies Q&A–19 and 
Q&A–21 of this section to such a loan, 
then the plan, in its reporting and 
withholding on or after the transition 
date, must not attribute investment in 
the contract (tax basis) to the partici-
pant or beneficiary based upon the ini-
tial default amount. 

(iv) This paragraph (c)(2)(iv) of this 
Q&A–22 applies if— 

(A) The plan attributed investment 
in the contract (tax basis) to the par-
ticipant or beneficiary based on the 
deemed distribution of the loan; 

(B) The plan subsequently made an 
actual distribution to the participant 
or beneficiary before the transition 
date; and 

(C) Immediately before the transition 
date, the initial default amount (or, if 
less, the amount of the investment in 
the contract so attributed) exceeds the 
participant’s or beneficiary’s invest-
ment in the contract (tax basis). If this 
paragraph (c)(2)(iv) of this Q&A–22 ap-
plies, the plan must treat the excess 
(the loan transition amount) as a loan 
amount that remains outstanding and 
must include the excess in the partici-
pant’s or beneficiary’s income at the 
time of the first actual distribution 
made on or after the transition date. 

(3) Examples. The rules in paragraph 
(c)(2) of this Q&A–22 are illustrated by 
the following examples, which are 
based on the assumptions described in 
the introductory text of this section 
(and, except as specifically provided in 
the examples, also assume that no dis-
tributions are made to the participant 
and that the participant has no invest-
ment in the contract with respect to 
the plan). Example 1, Example 2, and Ex-

ample 4 of this paragraph (c)(3) of this 
Q&A–22 illustrate the application of 
the rules in paragraph (c)(2) of this 
Q&A–22 to a plan that, before the tran-
sition date, did not treat interest ac-
cruing after the initial deemed dis-
tribution as resulting in additional 
deemed distributions under section 
72(p). Example 3 of this paragraph (c)(3) 
of this Q&A–22 illustrates the applica-
tion of the rules in paragraph (c)(2) of 
this Q&A–22 to a plan that, before the 
transition date, treated interest accru-
ing after the initial deemed distribu-
tion as resulting in additional deemed 
distributions under section 72(p). The 
examples are as follows: 

Example 1. (i) In 1998, when a participant’s 
account balance under a plan is $50,000, the 
participant receives a loan from the plan. 
The participant makes the required repay-
ments until 1999 when there is a deemed dis-
tribution of $20,000 as a result of a failure to 
repay the loan. For 1999, as a result of the 
deemed distribution, the plan reports, in Box 
1 of Form 1099–R, a gross distribution of 
$20,000 (which is the initial default amount 
in accordance with paragraph (c)(2)(ii) of this 
Q&A–22) and, in Box 2 of Form 1099–R, a tax-
able amount of $20,000. The plan then records 
an increase in the participant’s tax basis for 
the same amount ($20,000). Thereafter, the 
plan disregards, for purposes of section 72, 
the interest that accrues on the loan after 
the 1999 deemed distribution. Thus, as of De-
cember 31, 2001, the total taxable amount re-
ported by the plan as a result of the deemed 
distribution is $20,000 and the plan’s records 
show that the participant’s tax basis is the 
same amount ($20,000). As of January 1, 2002, 
the plan decides to apply Q&A–19 of this sec-
tion to the loan. Accordingly, it reduces the 
participant’s tax basis by the initial default 
amount of $20,000, so that the participant’s 
remaining tax basis in the plan is zero. 
Thereafter, the amount of the outstanding 
loan is not treated as part of the account 
balance for purposes of section 72. The par-
ticipant attains age 591⁄2 in the year 2003 and 
receives a distribution of the full account 
balance under the plan consisting of $60,000 
in cash and the loan receivable. At that 
time, the plan’s records reflect an offset of 
the loan amount against the loan receivable 
in the participant’s account and a distribu-
tion of $60,000 in cash. 

(ii) For the year 2003, the plan must report 
a gross distribution of $60,000 in Box 1 of 
Form 1099–R and a taxable amount of $60,000 
in Box 2 of Form 1099–R. 

Example 2. (i) The facts are the same as in 
Example 1, except that in 1999, immediately 
prior to the deemed distribution, the partici-
pant’s account balance under the plan totals 
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$50,000 and the participant’s tax basis is 
$10,000. For 1999, the plan reports, in Box 1 of 
Form 1099–R, a gross distribution of $20,000 
(which is the initial default amount in ac-
cordance with paragraph (c)(2)(ii) of this 
Q&A–22) and reports, in Box 2 of Form 1099– 
R, a taxable amount of $16,000 (the $20,000 
deemed distribution minus $4,000 of tax basis 
($10,000 times ($20,000/$50,000)) allocated to 
the deemed distribution). The plan then 
records an increase in tax basis equal to the 
$20,000 deemed distribution, so that the par-
ticipant’s remaining tax basis as of Decem-
ber 31, 1999, totals $26,000 ($10,000 minus $4,000 
plus $20,000). Thereafter, the plan disregards, 
for purposes of section 72, the interest that 
accrues on the loan after the 1999 deemed 
distribution. Thus, as of December 31, 2001, 
the total taxable amount reported by the 
plan as a result of the deemed distribution is 
$16,000 and the plan’s records show that the 
participant’s tax basis is $26,000. As of Janu-
ary 1, 2002, the plan decides to apply Q&A–19 
of this section to the loan. Accordingly, it 
reduces the participant’s tax basis by the 
initial default amount of $20,000, so that the 
participant’s remaining tax basis in the plan 
is $6,000. Thereafter, the amount of the out-
standing loan is not treated as part of the 
account balance for purposes of section 72. 
The participant attains age 591⁄2 in the year 
2003 and receives a distribution of the full ac-
count balance under the plan consisting of 
$60,000 in cash and the loan receivable. At 
that time, the plan’s records reflect an offset 
of the loan amount against the loan receiv-
able in the participant’s account and a dis-
tribution of $60,000 in cash. 

(ii) For the year 2003, the plan must report 
a gross distribution of $60,000 in Box 1 of 
Form 1099–R and a taxable amount of $54,000 
in Box 2 of Form 1099–R. 

Example 3. (i) In 1993, when a participant’s 
account balance in a plan is $100,000, the par-
ticipant receives a loan of $50,000 from the 
plan. The participant makes the required 
loan repayments until 1995 when there is a 
deemed distribution of $28,919 as a result of a 
failure to repay the loan. For 1995, as a result 
of the deemed distribution, the plan reports, 
in Box 1 of Form 1099–R, a gross distribution 
of $28,919 (which is the initial default amount 
in accordance with paragraph (c)(2)(ii) of this 
Q&A–22) and, in Box 2 of Form 1099–R, a tax-
able amount of $28,919. For 1995, the plan also 
records an increase in the participant’s tax 
basis for the same amount ($28,919). Each 
year thereafter through 2001, the plan re-
ports a gross distribution equal to the inter-
est accruing that year on the loan balance, 
reports a taxable amount equal to the inter-
est accruing that year on the loan balance 
reduced by the participant’s tax basis allo-
cated to the gross distribution, and records a 
net increase in the participant’s tax basis 
equal to that taxable amount. As of Decem-
ber 31, 2001, the taxable amount reported by 

the plan as a result of the loan totals $44,329 
and the plan’s records for purposes of section 
72 show that the participant’s tax basis to-
tals the same amount ($44,329). As of January 
1, 2002, the plan decides to apply Q&A–19 of 
this section. Accordingly, it reduces the par-
ticipant’s tax basis by the initial default 
amount of $28,919, so that the participant’s 
remaining tax basis in the plan is $15,410 
($44,329 minus $28,919). Thereafter, the 
amount of the outstanding loan is not treat-
ed as part of the account balance for pur-
poses of section 72. The participant attains 
age 591⁄2 in the year 2003 and receives a dis-
tribution of the full account balance under 
the plan consisting of $180,000 in cash and the 
loan receivable equal to the $28,919 out-
standing loan amount in 1995 plus interest 
accrued thereafter to the payment date in 
2003. At that time, the plan’s records reflect 
an offset of the loan amount against the loan 
receivable in the participant’s account and a 
distribution of $180,000 in cash. 

(ii) For the year 2003, the plan must report 
a gross distribution of $180,000 in Box 1 of 
Form 1099–R and a taxable amount of $164,590 
in Box 2 of Form 1099–R ($180,000 minus the 
remaining tax basis of $15,410). 

Example 4. (i) The facts are the same as in 
Example 1, except that in 2000, after the 
deemed distribution, the participant receives 
a $10,000 hardship distribution. At the time 
of the hardship distribution, the partici-
pant’s account balance under the plan totals 
$50,000. For 2000, the plan reports, in Box 1 of 
Form 1099–R, a gross distribution of $10,000 
and, in Box 2 of Form 1099–R, a taxable 
amount of $6,000 (the $10,000 actual distribu-
tion minus $4,000 of tax basis ($10,000 times 
($20,000/$50,000)) allocated to this actual dis-
tribution). The plan then records a decrease 
in tax basis equal to $4,000, so that the par-
ticipant’s remaining tax basis as of Decem-
ber 31, 2000, totals $16,000 ($20,000 minus 
$4,000). After 1999, the plan disregards, for 
purposes of section 72, the interest that ac-
crues on the loan after the 1999 deemed dis-
tribution. Thus, as of December 31, 2001, the 
total taxable amount reported by the plan as 
a result of the deemed distribution plus the 
2000 actual distribution is $26,000 and the 
plan’s records show that the participant’s 
tax basis is $16,000. As of January 1, 2002, the 
plan decides to apply Q&A–19 of this section 
to the loan. Accordingly, it reduces the par-
ticipant’s tax basis by the initial default 
amount of $20,000, so that the participant’s 
remaining tax basis in the plan is reduced 
from $16,000 to zero. However, because the 
$20,000 initial default amount exceeds $16,000, 
the plan records a loan transition amount of 
$4,000 ($20,000 minus $16,000). Thereafter, the 
amount of the outstanding loan, other than 
the $4,000 loan transition amount, is not 
treated as part of the account balance for 
purposes of section 72. The participant at-
tains age 591⁄2 in the year 2003 and receives a 
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distribution of the full account balance 
under the plan consisting of $60,000 in cash 
and the loan receivable. At that time, the 
plan’s records reflect an offset of the loan 
amount against the loan receivable in the 
participant’s account and a distribution of 
$60,000 in cash. 

(ii) In accordance with paragraph (c)(2)(iv) 
of this Q&A–22, the plan must report in Box 
1 of Form 1099–R a gross distribution of 
$64,000 and in Box 2 of Form 1099–R a taxable 
amount for the participant for the year 2003 
equal to $64,000 (the sum of the $60,000 paid in 
the year 2003 plus $4,000 as the loan transi-
tion amount). 

(d) Effective date for Q&A–19(b)(2) and 
Q&A–20. Q&A–19(b)(2) and Q&A–20 of 
this section apply to assignments, 
pledges, and loans made on or after 
January 1, 2004. 

[T.D. 8894, 65 FR 46591, July 31, 2000, as 
amended by T.D. 9021, 67 FR 71824, Dec. 3, 
2002; 68 FR 9532, 9535, Feb. 28, 2003; T.D. 9169, 
69 FR 78153, Dec. 29, 2004; T.D. 9294, 71 FR 
61883, Oct. 20, 2006] 

§ 1.73–1 Services of child. 
(a) Compensation for personal serv-

ices of a child shall, regardless of the 
provisions of State law relating to who 
is entitled to the earnings of the child, 
and regardless of whether the income is 
in fact received by the child, be deemed 
to be the gross income of the child and 
not the gross income of the parent of 
the child. Such compensation, there-
fore, shall be included in the gross in-
come of the child and shall be reflected 
in the return rendered by or for such 
child. The income of a minor child is 
not required to be included in the gross 
income of the parent for income tax 
purposes. For requirements for making 
the return by such child, or for such 
child by his guardian, or other person 
charged with the care of his person or 
property, see section 6012. 

(b) In the determination of taxable 
income or adjusted gross income, as 
the case may be, all expenditures made 
by the parent or the child attributable 
to amounts which are includible in the 
gross income of the child and not of the 
parent solely by reason of section 73 
are deemed to have been paid or in-
curred by the child. In such determina-
tion, the child is entitled to take de-
ductions not only for expenditures 
made on his behalf by his parent which 
would be commonly considered as busi-

ness expenses, but also for other ex-
penditures such as charitable contribu-
tions made by the parent in the name 
of the child and out of the child’s earn-
ings. 

(c) For purposes of section 73, the 
term ‘‘parent’’ includes any individual 
who is entitled to the services of the 
child by reason of having parental 
rights and duties in respect of the 
child. See section 6201(c) and the regu-
lations in Part 301 of this chapter (Pro-
cedure and Administration) for assess-
ment of tax against the parent in cer-
tain cases. 

§ 1.74–1 Prizes and awards. 
(a) Inclusion in gross income. (1) Sec-

tion 74(a) requires the inclusion in 
gross income of all amounts received 
as prizes and awards, unless such prizes 
or awards qualify as an exclusion from 
gross income under subsection (b), or 
unless such prize or award is a scholar-
ship or fellowship grant excluded from 
gross income by section 117. Prizes and 
awards which are includible in gross in-
come include (but are not limited to) 
amounts received from radio and tele-
vision giveaway shows, door prizes, and 
awards in contests of all types, as well 
as any prizes and awards from an em-
ployer to an employee in recognition of 
some achievement in connection with 
his employment. 

(2) If the prize or award is not made 
in money but is made in goods or serv-
ices, the fair market value of the goods 
or services is the amount to be in-
cluded in income. 

(b) Exclusion from gross income. Sec-
tion 74(b) provides an exclusion from 
gross income of any amount received 
as a prize or award, if (1) such prize or 
award was made primarily in recogni-
tion of past achievements of the recipi-
ent in religious, charitable, scientific, 
educational, artistic, literary, or civic 
fields; (2) the recipient was selected 
without any action on his part to enter 
the contest or proceedings; and (3) the 
recipient is not required to render sub-
stantial future services as a condition 
to receiving the prize or award. Thus, 
such awards as the Nobel prize and the 
Pulitzer prize would qualify for the ex-
clusion. Section 74(b) does not exclude 
prizes or awards from an employer to 
an employee in recognition of some 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00308 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



297 

Internal Revenue Service, Treasury § 1.75–1 

achievement in connection with his 
employment. 

(c) Scholarships and fellowship grants. 
See section 117 and the regulations 
thereunder for provisions relating to 
scholarships and fellowship grants. 

§ 1.75–1 Treatment of bond premiums 
in case of dealers in tax-exempt se-
curities. 

(a) In general. (1) Section 75 requires 
certain adjustments to be made by 
dealers in securities with respect to 
premiums paid on municipal bonds 
which are held for sale to customers in 
the ordinary course of the trade or 
business. The adjustments depend upon 
the method of accounting used by the 
taxpayer in computing the gross in-
come from the trade or business. See 
paragraphs (b) and (c) of this section. 

(2) The term ‘‘municipal bond’’ under 
section 75 means any obligation issued 
by a government or political subdivi-
sion thereof if the interest on the obli-
gation is excludable from gross income 
under section 103. However, such term 
does not include an obligation— 

(i) If the earliest maturity or call 
date of the obligation is more than 5 
years from the date of acquisition by 
the taxpayer or the obligation is sold 
or otherwise disposed of by the tax-
payer within 30 days after the date of 
acquisition by him, and 

(ii) If, in case of an obligation ac-
quired after December 31, 1957, the 
amount realized upon its sale (or, in 
the case of any other disposition, its 
fair market value at the time of dis-
position) is higher than its adjusted 
basis. 

For purposes of this subparagraph, the 
amount realized on the sale of the obli-
gation, or the fair market value of the 
obligation, shall not include any 
amount attributable to interest, and 
the adjusted basis shall be computed 
without regard to any adjustment for 
amortization of bond premium required 
under section 75 and section 1016(a)(6). 
For purposes of determining whether 
the obligation is sold or otherwise dis-
posed of by the taxpayer within 30 days 
after the date of its acquisition by him, 
it is immaterial whether or not such 
30-day period is entirely within one 
taxable year. 

(3) The term ‘‘cost of securities sold’’ 
means the amount ascertained by sub-
tracting the inventory value of the 
closing inventory of a taxable year 
from the sum of the inventory value of 
the opening inventory for such year 
and the cost of securities and other 
property purchased during such year 
which would properly be included in 
the inventory of the taxpayer if on 
hand at the close of the taxable year. 

(b) Inventories not valued at cost. (1) In 
the case of a dealer in securities who 
computes gross income from his trade 
or business by the use of inventories 
and values such inventories on any 
basis other than cost, the adjustment 
required by section 75 is, except as pro-
vided in subparagraph (2) of this para-
graph, the reduction of ‘‘cost of securi-
ties sold’’ by the amount equal to the 
amortizable bond premium which 
would be disallowed as a deduction 
under section 171(a)(2) with respect to 
the municipal bond if the dealer were 
an ordinary investor holding such 
bond. Such amortizable bond premium 
is computed under section 171(b) by ref-
erence to the cost or other original 
basis of the bond on the date of acquisi-
tion (determined without regard to sec-
tion 1013, relating to inventory value 
on a subsequent date). 

(2) With respect to an obligation ac-
quired after December 31, 1957, which 
has as its earliest maturity or call date 
a date more than five years from the 
date on which it was acquired by the 
taxpayer, the following rules shall 
apply: 

(i) If the taxpayer holds the obliga-
tion at the end of the taxable year, he 
is not required by section 75 to reduce 
the ‘‘cost of securities sold’’ for such 
year with respect to the obligation. 

(ii) If the taxpayer sells or otherwise 
disposes of the obligation during the 
taxable year, he shall reduce the ‘‘cost 
of securities sold’’ for the taxable year 
of the sale or disposition unless he sold 
the obligation for more than its ad-
justed basis or otherwise disposed of it 
when its fair market value was more 
than its adjusted basis. For purposes of 
determining whether or not the tax-
payer sold the obligation for more than 
its adjusted basis, or otherwise dis-
posed of it when its fair market value 
was more than its adjusted basis, the 
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amount realized on the sale of the obli-
gation, or the fair market value of the 
obligation, shall not include any 
amount attributable to interest, and 
the adjusted basis shall be computed 
without regard to any adjustment for 
amortization of bond premium required 
under sections 75 and 1016(a)(6). The 
amount of the reduction referred to in 
the first sentence of this subdivision is 
the total amount by which the ad-
justed basis of the obligation would be 
required to be reduced under section 
1016(a)(5) were the obligation subject to 
the amortizable bond premium provi-
sions of section 171; that is, the amount 
of the amortizable bond premium at-
tributable to the period during which 
the obligation was held which would be 

disallowed as a deduction under section 
171(a)(2) if the taxpayer were an ordi-
nary investor. 

(3) This paragraph may be illustrated 
by the following examples: 

Example 1. X, a dealer in securities who 
values his inventories on a basis other than 
cost, makes his income tax returns on the 
calendar year basis. On July 1, 1954, he 
bought, for $1,060 each, three municipal 
bonds (A, B, an C) having a face obligation of 
$1,000, and maturing on July 1, 1959. Bond A 
is sold on December 31, 1954, bond B is sold 
on December 31, 1955, and bond C is sold on 
June 30, 1956. For each bond the amortizable 
bond premium to maturity is $60, the period 
from date of acquisition to maturity is 60 
months, and the amortizable bond premium 
per month is $1. The adjustment for each of 
the years 1954, 1955, and 1956 is as follows: 

Bond Date acquired Date sold 

Adjustment to ‘‘cost of securi-
ties sold’’ for— 

1954 1955 1956 

A .................... July 1, 1954 ........................................ Dec. 31, 1954 ..................................... $6 
B .................... July 1, 1954 ........................................ Dec. 31, 1955 ..................................... 6 $12 
C .................... July 1, 1954 ........................................ Jun. 30, 1956 ..................................... 6 12 $6 

Total ...................................................................................................................................... 18 24 6 

Example 2. Y is a dealer in securities who 
values his inventories on a basis other than 
cost. He makes his income tax returns on the 
calendar year basis. On January 1, 1958, Y 
bought five bonds (D, E, F, G, and H) issued 
by various municipalities. Each bond has a 
face obligation of $1,000 and was purchased 
for $1,060. The interest on each is excludable 
from gross income under section 103. Bonds 
D, E, and F mature on December 31, 1962, and 

bonds G and H mature on December 31, 1967. 
The amortizable bond premium per month is 
$1 with respect to bonds D, E, and F, and is 
$.50 with respect to bonds G and H. The fol-
lowing table indicates the reduction in ‘‘cost 
of securities sold’’ which Y should make for 
the years shown, assuming that he sells the 
bonds on the dates and for the prices set 
forth: 

Bond Date sold Sale 
price 

Adjustment to ‘‘cost of securi-
ties sold’’ for— 

1958 1959 1960 

D ............................... Feb. 1, 1959 ........................................................................... $1,090 $12 $1 
E ............................... Jan. 30, 1958 ......................................................................... 1,100 None 
F ............................... Jan. 30, 1958 ......................................................................... 1,000 1 
G ............................... Dec. 31, 1960 ........................................................................ 1,065 None None None 
H ............................... Dec. 31, 1960 ........................................................................ 1,050 None None $18 

Total ....................................................................................................................... .............. 13 1 18 

An adjustment to ‘‘cost of securities sold’’ 
must be made with respect to bond D (even 
though it was ultimately sold at a gain) be-
cause the bond neither had an earliest matu-
rity or call date of more than 5 years from 
the date on which Y acquired it, nor was it 
disposed of within 30 days after such date. An 
adjustment must be made for the years 1958 
and 1959 since section 75(a)(1) requires that 

an adjustment be made with respect to such 
a bond at the close of each taxable year in 
which it is held. On the other hand, since 
bonds E, F, G, and H either were disposed of 
within 30 days after the date of such acquisi-
tion or had an earliest maturity or call date 
more than 5 years from the date of acquisi-
tion, and were acquired after December 31, 
1957, it is necessary to determine whether Y 
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disposed of them at a loss so as to require an 
adjustment under section 75. No adjustment 
is necessary with respect to bonds E and G 
because they were sold at a gain. An adjust-
ment to ‘‘cost of securities sold’’ is required 
with respect to bonds F and H because they 
were sold at a loss. As in the case of bond D, 
an adjustment with respect to bond F is 
made in 1958 in accordance with section 
75(a)(1); however, the adjustment with re-
spect to bond H is made entirely in 1960, the 
taxable year in which Y sold that bond, in 
accordance with the last sentence of section 
75(a). If Y had acquired bonds before January 
1, 1958, it would be unnecessary to determine 
whether they were disposed of at a loss since 
that factor is significant only with respect 
to bonds acquired on or after that date. 

(c) Inventories not used or inventories 
valued at cost. (1) In the case of a dealer 
in securities who computes gross in-
come from his trade or business with-
out the use of inventories or by use of 
inventories valued at cost, the adjust-
ment required by section 75 is a reduc-
tion of the adjusted basis of each mu-
nicipal bond sold or otherwise disposed 
of during the taxable year. The amount 
of such reduction is the total amount 

by which the adjusted basis of the bond 
would be required to be reduced under 
section 1016(a)(5) were the bond subject 
to the amortizable bond premium pro-
visions of section 171; that is, the 
amount of the amortizable bond pre-
mium attributable to the period during 
which the bond was held which would 
be disallowed as a deduction under sec-
tion 171(a)(2) if the taxpayer were an 
ordinary investor. 

(2) Subparagraph (1) of this para-
graph may be illustrated by the fol-
lowing example: 

Example. Z, a dealer in securities who val-
ues his inventories on the basis of cost, 
makes his income tax returns on the cal-
endar year basis. On January 1, 1954, he buys, 
for $1,060 each, three municipal bonds (I, J, 
and K) having a face obligation of $1,000, and 
maturing on January 1, 1959. Bond I is sold 
on December 31, 1954, bond J is sold on June 
30, 1955, and bond K is sold on December 31, 
1956. For each bond, the amortizable bond 
premium to maturity is $60, the period from 
the date of acquisition to maturity is 60 
months, and the amortizable bond premium 
per month is $1. 

Bond Date acquired Date sold 
Adjustment for— 

1954 1955 1956 

I ...................... Jan. 1, 1954 .................................... Dec. 31,1954 ...................................... $12 
J ..................... Jan. 1,1954 ..................................... June 30,1955 ..................................... None $18 
K .................... Jan. 1,1954 ..................................... Dec. 31,1956 ...................................... None None $36 

(d) Bonds acquired before July 1, 1950. 
Under section 203(c) of the Revenue Act 
of 1950, adjustment is required for a 
municipal bond acquired before July 1, 
1950, only with respect to taxable years 
beginning on or after that date. Ac-
cordingly, if the municipal bond was 
acquired before July 1, 1950, then for 
purposes of section 75 the amortizable 
bond premium under section 171 must 
be computed after adjusting the bond 
premium to the extent proper to reflect 
unamortized bond premium for so 
much of the holding period (as deter-
mined under section 1223) as precedes 
the taxable year of the dealer begin-
ning on or after July 1, 1950. Thus, in 
example (1) of paragraph (b) and in the 
example in paragraph (c) of this sec-
tion, the first taxable year beginning 
on or after July 1, 1950, is, for each 
dealer, the taxable year beginning Jan-
uary 1, 1951. If each dealer had pur-

chased for $1,060 on April 1, 1950, a mu-
nicipal bond having a face obligation of 
$1,000 and maturing April 1, 1955, and 
had sold such bond on February 28, 
1955, the adjustment under section 75 
would be computed as follows: 

Dealer X Dealer Z 

Bond premium ....................................... $60 $60 
Adjustment for holding period prior to 

Jan. 1, 1951 ....................................... 9 9 

Amortizable bond premium to maturity, 
as adjusted ........................................ 51 51 

Amortizable bond premium per month .. 1 1 
Total adjustments under sec. (o), 1939 

Code, for years 1951–53 ................... 36 None 
Adjustment under sec. 75 for 1954 ....... 12 None 
Adjustment under sec. 75 for 1955 ....... 2 50 

[T.D. 6647, 28 FR 3519, Apr. 11, 1963] 
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§ 1.77–1 Election to consider Com-
modity Credit Corporation loans as 
income. 

A taxpayer who receives a loan from 
the Commodity Credit Corporation 
may, at his election, include the 
amount of such loan in his gross in-
come for the taxable year in which the 
loan is received. If a taxpayer makes 
such an election (or has made such an 
election under section 123 of the Inter-
nal Revenue Code of 1939 or under sec-
tion 223(d) of the Revenue Act of 1939 
(53 Stat. 897)), then for subsequent tax-
able years he shall include in his gross 
income all amounts received during 
those years as loans from the Com-
modity Credit Corporation, unless he 
secures the permission of the Commis-
sioner to change to a different method 
of accounting. Application for permis-
sion to change such method of account-
ing and the basis upon which the re-
turn is made shall be filed with the 
Commission of Internal Revenue, 
Washington, D.C. 20224, within 90 days 
after the beginning of the taxable year 
to be covered by the return. 

§ 1.77–2 Effect of election to consider 
commodity credit loans as income. 

(a) If a taxpayer elects or has elected 
under section 77, section 123 of the In-
ternal Revenue Code of 1939, or section 
223(d) of the Revenue Act of 1939 (53 
Stat. 897), as amended, to include in his 
gross income the amount of a loan 
from the Commodity Credit Corpora-
tion for the taxable year in which it is 
received, then— 

(1) No part of the amount realized by 
the Commodity Credit Corporation 
upon the sale or other disposition of 
the commodity pledged for such loan 
shall be recognized as income to the 
taxpayer, unless the taxpayer receives 
an amount in addition to that ad-
vanced to him as the loan, in which 
event such additional amount shall be 
included in the gross income of the tax-
payer for the taxable year in which it 
is received, and 

(2) No deductible loss to the taxpayer 
shall be recognized on account of any 
deficiency realized by the Commodity 
Credit Corporation on such loan if the 
taxpayer was relieved from liability for 
such deficiency. 

(b) The application of paragraph (a) 
of this section may be illustrated by 
the following example: 

Example. A, a taxpayer who elected for his 
taxable year 1952 to include in gross income 
amounts received as loans from the Com-
modity Credit Corporation, received as loans 
$500 in 1952, $700 in 1953, and $900 in 1954. In 
1956 all the pledged commodity was sold by 
the Commodity Credit Corporation for an 
amount $100 and $200 less than the loans with 
respect to the commodity pledged in 1952 and 
1953, respectively, and for an amount $150 
greater than the loan with respect to the 
commodity pledged in 1954. A, in making his 
return for 1956, shall include in gross income 
the sum of $150 if it is received during that 
year, but will not be allowed a deduction for 
the deficiencies of $100 and $200 unless he is 
required to satisfy such deficiencies and does 
satisfy them during that year. 

§ 1.78–1 Dividends received from cer-
tain foreign corporations by certain 
domestic corporations choosing the 
foreign tax credit. 

(a) Taxes deemed paid by certain domes-
tic corporations treated as a section 78 
dividend. Any reduction under section 
907(a) of the foreign income taxes 
deemed to be paid with respect to for-
eign oil and gas extraction income does 
not affect the amount treated as a sec-
tion 78 dividend. If a domestic corpora-
tion chooses to have the benefits of the 
foreign tax credit under section 901 for 
any taxable year, an amount which is 
equal to the foreign income taxes 
deemed to be paid by such corporation 
for such year under section 902(a) in ac-
cordance with §§ 1.902–1 and 1.902–2 and 
§ 1.902(b)(2), or under section 960(a)(1) in 
accordance with § 1.960–7, shall, to the 
extent provided by this section, be 
treated as a dividend (hereinafter re-
ferred to as a section 78 dividend) re-
ceived by such domestic corporation 
from the foreign corporation described 
in section 902(a) in accordance with 
§§ 1.902–1 and 1.902–2 or section 960(c)(1) 
in accordance with § 1.960–7, as the case 
may be. A section 78 dividend shall be 
treated as a dividend for all purposes of 
the Code, except that it shall not be 
treated as a dividend under section 245, 
relating to dividends received from cer-
tain foreign corporations, or increase 
the earnings and profits of the domes-
tic corporation. For purposes of deter-
mining the source of a section 78 divi-
dend in computing the limitation on 
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the foreign tax credit under section 904, 
see § 1.902(h)(1) and the regulations 
under section 960. For special rules re-
lating to the determination of the for-
eign tax credit under section 902 with 
respect to certain minimum distribu-
tions received from controlled foreign 
corporations and the effect of such 
rules upon the gross-up under section 
78, see paragraph (c) of § 1.963–4. For 
rules respecting the reduction of for-
eign income taxes under section 6038(b) 
in applying section 902(a) in accordance 
with §§ 1.902–1 and 1.902–2 or section 
960(c)(1) in accordance with § 1.960–7, 
where there has been a failure to fur-
nish certain information and for an il-
lustration of the effect of such reduc-
tion upon the amount of a section 78 
dividend, see paragraph (l) of § 1.6038–2. 

(b) Certain taxes not treated as a sec-
tion 78 dividend. Foreign income taxes 
deemed paid by a domestic corporation 
under section 902(a) in accordance with 
§§ 1.902–1 and 1.902–2 or section 960(c)(1) 
in accordance with § 1.960–7, shall not, 
to the extent provided by paragraph (b) 
of § 1.960–3, be treated as a section 78 
dividend where such taxes are imposed 
on certain distributions from the earn-
ings and profits of a controlled foreign 
corporation attributable to an amount 
which is, or has been, included in gross 
income of the domestic corporation 
under section 951. 

(c) United Kingdom income tax included 
in gross income under treaty. Any 
amount of United Kingdom income tax 
appropriate to a dividend paid by a cor-
poration which is a resident of the 
United Kingdom shall not be treated as 
a section 78 dividend by a domestic cor-
poration to the extent that such tax is 
included in the gross income of such 
domestic corporation in accordance 
with Article XIII (1) of the income tax 
convention between the United States 
and the United Kingdom, as amended 
by Article II of the supplementary pro-
tocol between such Governments 
signed on August 19, 1957 (9 UST 1331). 
See § 507.117 of this chapter, relating to 
credit against United States tax liabil-
ity for income tax paid or deemed to 
have been paid to the United Kingdom. 

(d) Taxable year in which section 78 
dividend is received. A section 78 divi-
dend shall be considered received in the 

taxable year of a domestic corporation 
in which— 

(1) The corporation receives the divi-
dend by reason of which there are 
deemed paid under section 902(a) in ac-
cordance with §§ 1.902–1 and 1.902–2 the 
foreign income taxes which give rise to 
such section 78 dividend, or 

(2) The corporation includes in gross 
income under section 951(a) the 
amounts by reason of which there are 
deemed paid under section 960(a)(1) in 
accordance with § 1.960–7 the foreign in-
come taxes which give rise to such sec-
tion 78 dividend, notwithstanding that 
such foreign income taxes may be car-
ried back or carried over to another 
taxable year under section 904(d) and 
are deemed to be paid or accrued in 
such other taxable year. 

(e) Effective dates for the application of 
section 78—(1) In general. This section 
shall apply to amounts of foreign in-
come taxes deemed paid under section 
902(a) in accordance with §§ 1.902–1 and 
1.902–2, or under section 960(a)(1) in ac-
cordance with § 1.960–7, by reason of a 
distribution received by a domestic 
corporation— 

(i) After December 31, 1964, or 
(ii) Before January 1, 1965, in a tax-

able year of such domestic corporation 
beginning after December 31, 1962, but 
only to the extent that such distribu-
tion is made out of the accumulated 
profits of a foreign corporation for a 
taxable year of such foreign corpora-
tion beginning after December 31, 1962. 

For special rules relating to deter-
mination of accumulated profits for 
such purposes, see the regulation under 
section 902. 

(2) Amounts under section 951 treated as 
distributions. For purposes of this para-
graph, any amount attributable to the 
earnings and profits for the taxable 
year of a first-tier corporation (as de-
fined in paragraph (b)(1) of § 1.960–1) 
which is included in the gross income 
of a domestic corporation under sec-
tion 951(a) shall be treated as a dis-
tribution received by such domestic 
corporation on the last day in such 
taxable year on which such first-tier 
corporation is a controlled foreign cor-
poration. 

(f) Illustrations. The application of 
this section may be illustrated by the 
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examples provided in § 1.902–1, § 1.904–5, 
§ 1.960–3, § 1.960–4, and § 1.963–4. 

[T.D. 6805, 30 FR 3208, Mar. 9, 1965, as amend-
ed by T.D. 7120, 36 FR 10859, June 4, 1971; 36 
FR 11924, June 23, 1971; T.D. 7481, 42 FR 20130, 
Apr. 18, 1977; T.D. 7490; 42 FR 30497, June 15, 
1977; 42 FR 32536, June 27, 1977; T.D. 7649, 44 
FR 60086, Oct. 18, 1979; T.D. 7961, 49 FR 26225, 
June 27, 1984] 

§ 1.79–0 Group-term life insurance— 
definitions of certain terms. 

The following definitions apply for 
purposes of section 79, this section, and 
§§ 1.79–1, 1.79–2, and 1.79–3. 

Carried directly or indirectly. A policy 
of life insurance is ‘‘carried directly or 
indirectly’’ by an employer if— 

(a) The employer pays any part of the 
cost of the life insurance directly or 
through another person; or 

(b) The employer or two or more em-
ployers arrange for payment of the cost 
of the life insurance by their employ-
ees and charge at least one employee 
less than the cost of his or her insur-
ance, as determined under Table I of 
§ 1.79–3(d)(2), and at least one other em-
ployee more than the cost of his or her 
insurance, determined in the same 
way. 

Employee. An ‘‘employee’’ is— 
(a) A person who performs services if 

his or her relationship to the person for 
whom services are performed is the 
legal relationship of employer and em-
ployee described in § 31.3401(c)–1; or 

(b) A full-time life insurance sales-
person described in section 7701(a)(20); 
or 

(c) A person who formerly performed 
services as an employee. 
A person who formerly performed serv-
ices as an employee and currently per-
forms services for the same employer 
as an independent contractor is consid-
ered an employee only with respect to 
insurance provided because of the per-
son’s former services as an employee. 

Group of employees. A ‘‘group of em-
ployees’’ is all employees of an em-
ployer, or less than all employees if 
membership in the group is determined 
solely on the basis of age, marital sta-
tus, or factors related to employment. 
Examples of factors related to employ-
ment are membership in a union some 
or all of whose members are employed 
by the employer, duties performed, 

compensation received, and length of 
service. Ordinarily the purchase of 
something other than group-term life 
insurance is not a factor related to em-
ployment. For example, if an employer 
provides credit life insurance to all em-
ployees who purchase automobiles, 
these employees are not a ‘‘group of 
employees’’ because membership is not 
determined solely on the basis of age, 
marital status, or factors related to 
employment. On the other hand, par-
ticipation in an employer’s pension, 
profit-sharing or accident and health 
plan is considered a factor related to 
employment even if employees are re-
quired to contribute to the cost of the 
plan. Ownership of stock in the em-
ployer corporation is not a factor re-
lated to employment. However, partici-
pation in an employer’s stock bonus 
plan may be a factor related to employ-
ment and a ‘‘group of employees’’ may 
include employees who own stock in 
the employer corporation. 

Permanent benefit. A ‘‘permanent ben-
efit’’ is an economic value extending 
beyond one policy year (for example, a 
paid-up or cash surrender value) that is 
provided under a life insurance policy. 
However, the following features are not 
permanent benefits: 

(a) A right to convert (or continue) 
life insurance after group life insur-
ance coverage terminates; 

(b) Any other feature that provides 
no economic benefit (other than cur-
rent insurance protection) to the em-
ployee; or 

(c) A feature under which term life 
insurance is provided at a level pre-
mium for a period of five years or less. 

Policy. The term ‘‘policy’’ includes 
two or more obligations of an insurer 
(or its affiliates) that are sold in con-
junction. Obligations that are offered 
or available to members of a group of 
employees are sold in conjunction if 
they are offered or available because of 
the employment relationship. The ac-
tuarial sufficiency of the premium 
charged for each obligation is not 
taken into account in determining 
whether the obligations are sold in 
conjunction. In addition, obligations 
may be sold in conjunction even if the 
obligations are contained in separate 
documents, each document is filed with 
and approved by the applicable state 
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insurance commission, or each obliga-
tion is independent of any other obliga-
tion. Thus, a group of individual con-
tracts under which life insurance is 
provided to a group of employees may 
be a policy. Similarly, two benefits 
provided to a group of employees, one 
term life insurance and the other a per-
manent benefit, may be a policy, even 
if one of the benefits is provided only 
to employees who decline the other 
benefit. However, an employer may 
elect to treat two or more obligations 
each of which provides no permanent 
benefits as separate policies if the pre-
miums are properly allocated among 
such policies. An employer also may 
elect to treat an obligation which pro-
vides permanent benefits as a separate 
policy if— 

(a) The insurer sells the obligation 
directly to the employee who pays the 
full cost thereof; 

(b) The participation of the employer 
with respect to sales of the obligation 
to employees is limited to selection of 
the insurer and the type of coverage 
and to sales assistance activities such 
as providing employee lists to the in-
surer, permitting the insurer to use the 
employer’s premises for solicitation, 
and collecting premiums through pay-
roll deduction; 

(c) The insurer sells the obligation on 
the same terms and in substantial 
amounts to individuals who do not pur-
chase (and whose employers do not pur-
chase) any other obligation from the 
insurer; and 

(d) No employer-provided benefit is 
conditioned on purchase of the obliga-
tion. 

[T.D. 7623, 44 FR 28797, May 17, 1979, as 
amended by T.D. 7917, 48 FR 45762, Oct. 7, 
1983] 

§ 1.79–1 Group-term life insurance— 
general rules. 

(a) What is group-term life insurance? 
Life insurance is not group-term life 
insurance for purposes of section 79 un-
less it meets the following conditions: 

(1) It provides a general death benefit 
that is excludable from gross income 
under section 101(a). 

(2) It is provided to a group of em-
ployees. 

(3) It is provided under a policy car-
ried directly or indirectly by the em-
ployer. 

(4) The amount of insurance provided 
to each employee is computed under a 
formula that precludes individual se-
lection. This formula must be based on 
factors such as age, years of service, 
compensation, or position. This condi-
tion may be satisfied even if the 
amount of insurance provided is deter-
mined under a limited number of alter-
native schedules that are based on the 
amount each employee elects to con-
tribute. However, the amount of insur-
ance provided under each schedule 
must be computed under a formula 
that precludes individual selection. 

(b) May group-term life insurance be 
combined with other benefits? No part of 
the life insurance provided under a pol-
icy that provides a permanent benefit 
is group-term life insurance unless— 

(1) The policy or the employer des-
ignates in writing the part of the death 
benefit provided to each employee that 
is group-term life insurance; and 

(2) The part of the death benefit that 
is provided to an employee and des-
ignated as the group-term life insur-
ance benefit for any policy year is not 
less than the difference between the 
total death benefit provided under the 
policy and the employee’s deemed 
death benefit (DDB) at the end of the 
policy year determined under para-
graph (d)(3) of this section. 

(c) May a group include fewer than 10 
employees? (1) As a general rule, life in-
surance provided to a group of employ-
ees cannot qualify as group-term life 
insurance for purposes of section 79 un-
less, at some time during the calendar 
year, it is provided to at least 10 full- 
time employees who are members of 
the group of employees. For purposes 
of this rule, all life insurance provided 
under policies carried directly or indi-
rectly by the employer is taken into 
account in determining the number of 
employees to whom life insurance is 
provided. 

(2) The general rule of paragraph 
(c)(1) of this section does not apply if 
the following conditions are met: 

(i) The insurance is provided to all 
full-time employees of the employer or, 
if evidence of insurability affects eligi-
bility, to all full-time employees who 
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provide evidence of insurability satis-
factory to the insurer. 

(ii) The amount of insurance provided 
is computed either as a uniform per-
centage of compensation or on the 
basis of coverage brackets established 
by the insurer. However, the amount 
computed under either method may be 
reduced in the case of employees who 
do not provide evidence of insurability 
satisfactory to the insurer. In general, 
no bracket may exceed 21⁄2 times the 
next lower bracket and the lowest 
bracket must be at least 10 percent of 
the highest bracket. However, the in-
surer may establish a separate sched-
ule of coverage brackets for employees 
who are over age 65, but no bracket in 
the over-65 schedule may exceed 21⁄2 
times the next lower bracket and the 
lowest bracket in the over-65 schedule 
must be at least 10 percent of the high-
est bracket in the basic schedule. 

(iii) Evidence of insurability affect-
ing employee’s eligibility for insurance 
or the amount of insurance provided to 
that employee is limited to a medical 
questionnaire completed by the em-
ployee that does not require a physical 
examination. 

(3) The general rule of paragraph 
(c)(1) of this section does not apply if 
the following conditions are met: 

(i) The insurance is provided under a 
common plan to the employees of two 
or more unrelated employers. 

(ii) The insurance is restricted to, 
but mandatory for, all employees of 
the employer who belong to or are rep-
resented by an organization (such as a 
union) that carries on substantial ac-
tivities in addition to obtaining insur-
ance. 

(iii) Evidence of insurability does not 
affect an employee’s eligibility for in-
surance or the amount of insurance 
provided to that employee. 

(4) For purposes of paragraph (c) (2) 
and (3) of this section, employees are 
not taken into account if they are de-
nied insurance for the following rea-
sons: 

(i) They are not eligible for insurance 
under the terms of the policy because 
they have not been employed for a 
waiting period, specified in the policy, 
which does not exceed six months. 

(ii) They are part-time employees. 
Employees whose customary employ-

ment is for not more than 20 hours in 
any week, or 5 months in any calendar 
year, are presumed to be part-time em-
ployees. 

(iii) They have reached the age of 65. 
(5) For purposes of paragraph (c) (1) 

and (2) of this section, insurance is con-
sidered to be provided to an employee 
who elects not to receive insurance un-
less, in order to receive the insurance, 
the employee is required to contribute 
to the cost of benefits other than term 
life insurance. Thus, if an employee 
could receive term life insurance by 
contributing to its cost, the employee 
is taken into account in determining 
whether the insurance is provided to 10 
or more employees even if such em-
ployee elects not to receive the insur-
ance. However, an employee who must 
contribute to the cost of permanent 
benefits to obtain term life insurance 
is not taken into account in deter-
mining whether the term life insurance 
is provided to 10 or more employees un-
less the term life insurance is actually 
provided to such employee. 

(d) How much must an employee receiv-
ing permanent benefits include in in-
come?—(1) In general. If an insurance 
policy that meets the requirements of 
this section provides permanent bene-
fits to an employee, the cost of the per-
manent benefits reduced by the 
amount paid for permanent benefits by 
the employee is included in the em-
ployee’s income. The cost of the per-
manent benefits is determined under 
the formula in paragraph (d)(2) of this 
section. 

(2) Formula for determining cost of the 
permanent benefits. In each policy year 
the cost of the permanent benefits for 
any particular employee must be no 
less than: 

X(DDB2¥DDB1) 

where 
DDB2 is the employee’s deemed death benefit 

at the end of the policy year: 
DDB1 is the employee’s deemed death benefit 

at the end of the preceding policy year; 
and 

X is the net single premium for insurance 
(the premium for one dollar of paid-up 
whole-life insurance) at the employee’s 
attained age at the beginning of the pol-
icy year. 

(3) Formula for determining deemed 
death benefit. The deemed death benefit 
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(DDB) at the end of any policy year for 
any particular employee is equal to— 

R/Y 
Where— 
R is the net level premium reserve at the end 

of that policy year for all benefits pro-
vided to the employee by the policy or, if 
greater, the fair market value of the pol-
icy at the end of that policy year; and 

Y is the net single premium for insurance 
(the premium for one dollar of paid-up, 
whole life insurance) at the employee’s 
age at the end of that policy year. 

(4) Mortality tables and interest rates 
used. For purposes of paragraph (d) (2) 
and (3) of this section, the net level 
premium reserve (R) and the net single 
premium (X or Y) shall be based on the 
1958 CSO Mortality Table and 4 percent 
interest. 

(5) Dividends. If an insurance policy 
that meets the requirements of this 
section provides permanent benefits, 
part or all of the dividends under the 
policy may be includible in the em-
ployee’s income. If the employee pays 
nothing for the permanent benefits, all 
dividends under the policy that are ac-
tually or constructively received by 
the employee are includible in the em-
ployee’s income. In all other cases, the 
amount of dividends included in the 
employee’s income is equal to: 

(D+C)¥(PI+DI+AP) 

where 
D is the total amount of dividends actually 

or constructively received under the pol-
icy by the employee in the current and 
all preceding taxable years of the em-
ployee; 

C is the total cost of the permanent benefits 
for the current and all preceding taxable 
years of the employee determined under 
the formulas in paragraph (d) (2) and (6) 
of this section: 

PI is the total amount of premium included 
in the employee’s income under para-
graph (d)(1) of this section for the cur-
rent and all preceding taxable years of 
the employee; 

DI is the total amount of dividends included 
in the employee’s income under this 
paragraph (d)(5) in all preceding taxable 
years of the employee; and 

AP is the total amount paid for permanent 
benefits by the employee in the current 
and all preceding taxable years of the 
employee. 

(6) Different policy and taxable years. 
(i) If a policy year begins in one em-

ployee taxable year and ends in an-
other employee taxable year, the cost 
of the permanent benefits, determined 
under the formula in paragraph (d)(2) 
of this section, is allocated between the 
employee taxable years. 

(ii) The cost of permanent benefits 
for a policy year is allocated first to 
the employee taxable year in which the 
policy year begins. The cost of perma-
nent benefits allocated to that policy 
year is equal to: 

F×C 

where 
F is the fraction of the premium for that pol-

icy year that is paid on or before the last 
day of the employee taxable year; and 

C is the cost of permanent benefits for the 
policy year determined under the for-
mula in paragraph (d)(2) of this section. 

(iii) Any part of the cost of perma-
nent benefits that is not allocated to 
the employee taxable year in which the 
policy year begins is allocated to the 
subsequent employee taxable year. 

(iv) The cost of permanent benefits 
for an employee taxable year is the 
sum of the costs of permanent benefits 
allocated to that year under paragraph 
(d)(6) (ii) and (iii) of this section. 

(7) Example. The provisions of this 
paragraph may be illustrated by the 
following example: 

Example. An employer provides insurance 
to employee A under a policy that meets the 
requirements of this section. Under the pol-
icy, A, who is 47 years old, received $70,000 of 
group-term life insurance and elects to re-
ceive a permanent benefit under the policy. 
A pays $2 for each $1,000 of group-term life 
insurance through payroll deductions and 
the employer pays the remainder of the pre-
mium for the group-term life insurance. The 
employer also pays one half of the premium 
specified in the policy for the permanent 
benefit. A pays the other half of the pre-
mium for the permanent benefit through 
payroll deductions. The policy specifies that 
the annual premium paid for the permanent 
benefit is $300. However, the amount of pre-
mium allocated to the permanent benefit by 
the formula in paragraph (d)(2) of this sec-
tion is $350. A is a calendar year taxpayer; 
the policy year begins January 1. In year 
2000, $200 is includible in A’s income because 
of insurance provided by the employer. This 
amount is computed as follows: 
(1) Cost of permanent benefits ................................ $350 
(2) Amounts considered paid by A for permanent 

benefits (1⁄2 × $300) ............................................. 150 
(3) Line (1) minus line (2) ........................................ 200 
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(4) Cost of $70,000 of group-term life insurance 
under Table I of § 1.79–3 ..................................... 126 

(5) Cost of $50,000 of group-term life insurance 
under Table I of § 1.79–3 ..................................... 90 

(6) Cost of group-term insurance in excess of 
$50,000 (line (4) minus line(5)) ............................ 36 

(7) Amount considered paid by A for group-term 
life insurance (70 × $2) ........................................ 140 

(8) Line (6) minus line (7) (but not less than 0) ...... 0 
(9) Amount includible in income (line (3) plus line 

(8)) ........................................................................ 200 

(e) What is the effect of State law lim-
its? Section 79 does not apply to life in-
surance in excess of the limits under 
applicable state law on the amount of 
life insurance that can be provided to 
an employee under a single contract of 
group-term life insurance. 

(f) Cross references. (1) See section 
79(b) and § 1.79–2 for rules relating to 
group-term life insurance provided to 
certain retired individuals. 

(2) See section 61(a) and the regula-
tions thereunder for rules relating to 
life insurance not meeting the require-
ments of section 79, this section, or 
§ 1.79–2, such as insurance provided on 
the life of a non-employee (for exam-
ple, an employee’s spouse), insurance 
not provided as compensation for per-
sonal services performed as an em-
ployee, insurance not provided under a 
policy carried directly or indirectly by 
the employer, or permanent benefits. 

(3) See sections 106 and § 1.106–1 for 
rules relating to certain insurance that 
does not provide general death bene-
fits, such as travel insurance or acci-
dent and health insurance (including 
amounts payable under a double in-
demnity clause or rider). 

(g) [Reserved] 
(h) Effective date. Section 1.79–0 ap-

plies to insurance provided in employee 
taxable years beginning on or after 
January 1, 1977 (except as provided in 
26 CFR 1.79–1(g) (revised as of April 1, 
1983) with respect to insurance pro-
vided in employee taxable years begin-
ning in 1977). Sections 1.79–1 through 
1.79–3 apply to insurance provided in 
employee taxable years beginning after 
December 31, 1982. See 26 CFR 1.79–1 
through 1.79–3 (revised as of April 1, 
1983) for rules applicable to insurance 

provided in employee taxable years be-
ginning before January 1, 1983. 

(Secs. 79(c) and 7805 of the Internal Revenue 
Code of 1954 (78 Stat. 36, 26 U.S.C. 79(c); 68A 
Stat. 917, 26 U.S.C. 7805)) 

[T.D. 7623, 44 FR 28797, May 17, 1979, as 
amended by T.D. 7917, 48 FR 45762, Oct. 7, 
1983; T.D. 7924, 48 FR 54595, Dec. 6, 1983; T.D. 
8821, 64 FR 29790, June 3, 1999; T.D. 9223, 70 
FR 50971, Aug. 29, 2005] 

§ 1.79–2 Exceptions to the rule of inclu-
sion. 

(a) In general. (1) Section 79(b) pro-
vides exceptions for the cost of group- 
term life insurance provided under cer-
tain policies otherwise described in 
section 79(a). The policy or policies of 
group-term life insurance which are de-
scribed in section 79(a) but which qual-
ify for one of the exceptions set forth 
in section 79(b) are described in para-
graphs (b) through (d) of this section. 
Paragraph (b) of this section discusses 
the exception provided in section 79(b) 
(1); paragraph (c) of this section dis-
cusses the exception provided in sec-
tion 79(b)(2); and paragraph (d) of this 
section discusses the exception pro-
vided in section 79(b)(3). 

(2)(i) If a policy of group-term life in-
surance qualifies for an exception pro-
vided by section 79(b), then the amount 
equal to the cost of such insurance is 
excluded from the application of the 
provisions of section 79(a). 

(ii) If a policy, or portion of a policy 
of group-term life insurance qualifies 
for an exception provided by section 
79(b), the amount (if any) paid by the 
employee toward the purchase of such 
insurance is not to be taken into ac-
count as an amount referred to in sec-
tion 79 (a)(2). In the case of a policy or 
policies of group-term life insurance 
which qualify for an exception provided 
by section 79(b) (1) or (3), the amount 
paid by the employee which is not to be 
taken into account as an amount re-
ferred to in section 79(a) (2) is the 
amount paid by the employee for the 
particular policy or policies of group- 
term life insurance which qualify for 
an exception provided under such sec-
tion. If the exception provided in sec-
tion 79(b)(2) is applicable only to a por-
tion of the group-term life insurance 
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on the employee’s life, the amount con-
sidered to be paid by the employee to-
ward the purchase of such portion is 
the amount equal to the excess of the 
cost of such portion of the insurance 
over the amount otherwise includible 
in the employee’s gross income with re-
spect to the group-term life insurance 
on his life carried directly or indirectly 
by such employer. 

(iii) The rules of this subparagraph 
may be illustrated by the following ex-
ample: 

Example. A is an employee of X Corpora-
tion and is also an employee of Y Corpora-
tion, a subsidiary of X Corporation. A is pro-
vided, under a separate plan arranged by 
each of his employers, group-term life insur-
ance on his life. During his taxable year, 
under the group-term life insurance plan of 
X Corporation, A is provided $60,000 of group- 
term life insurance on his life, and A pays 
$360.00 toward the purchase of such insur-
ance. Under the group-term life insurance 
plan of Y Corporation, A is provided $65,000 
of group-term life insurance on his life, but 
does not pay any part of the cost of such in-
surance. At the beginning of his taxable 
year, A terminates his employment with the 
X Corporation after he has reached the re-
tirement age with respect to such employer, 
and the policy carried by the X Corporation 
qualifies for the exception provided by sec-
tion 79(b)(1). For that taxable year, the cost 
of the group-term life insurance on A’s life 
which is provided under the plan of X Cor-
poration is not taken into account in deter-
mining the amount includible in A’s gross 
income under section 79(a), and A may not 
take into account as an amount described in 
section 79(a)(2) the $360.00 he pays toward the 
purchase of such insurance. 

(b) Retired and disabled employees—(1) 
In general. Section 79(b)(1) provides an 
exception for the cost of group-term 
life insurance on the life of an indi-
vidual which is provided under a policy 
or policies otherwise described in sec-
tion 79(a) if the individual has termi-
nated his employment (as defined in 
subparagraph (2) of this paragraph) 
with such employer and either has 
reached the retirement age with re-
spect to such employer (as defined in 
subparagraph (3) of this paragraph), or 
has become disabled (as defined in sub-
paragraph (4)(i) of this paragraph). If 
an individual who has terminated his 
employment attains retirement age or 
has become disabled during his taxable 
year, or if an employee who has at-

tained retirement age or has become 
disabled terminates his employment 
during the taxable year, the exception 
provided by section 79(b)(1) applies 
only to the portion of the cost of 
group-term life insurance which is pro-
vided subsequent to the happening of 
the last event which qualifies the pol-
icy of insurance on the employee’s life 
for the exception provided in such sec-
tion. 

(2) Termination of employment. For 
purposes of section 79(b)(1), an indi-
vidual has terminated his employment 
with an employer providing such indi-
vidual group-term life insurance when 
such individual no longer renders serv-
ices to that employer as an employee 
of such employer. 

(3) Retirement age. For purposes of 
section 79(b)(1) and this section, the 
meaning of the term ‘‘retirement age’’ 
is determined in accordance with the 
following rules— 

(i)(a) If the employee is covered 
under a written pension or annuity 
plan of the employer providing such in-
dividual group-term life insurance on 
his life (whether or not such plan is 
qualified under section 401(a) or 403(a)), 
then his retirement age shall be consid-
ered to be the earlier of— 

(1) The earliest age indicated by such 
plan at which an active employee has 
the right (or an inactive individual 
would have the right had he continued 
in employment) to retire without dis-
ability and without the consent of his 
employer and receive immediate retire-
ment benefits computed at either the 
full rate or a rate proportionate to 
completed service as set forth in the 
normal retirement formula of the plan, 
i.e., without actuarial or similar reduc-
tion because of retirement before some 
later specified age, or 

(2) The age at which it has been the 
practice of the employer to terminate, 
due to age, the services of the class of 
employees to which he last belonged. 

(b) For purposes of (a) of this subdivi-
sion, if an employee is covered under 
more than one pension or annuity plan 
of the employer, his retirement age 
shall be determined with regard to that 
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plan which covers that class of employ-
ees of the employer to which the em-
ployee last belonged. If the class of em-
ployees to which the employee last be-
longed is covered under more than one 
pension or annuity plan, then the em-
ployee’s retirement age shall be deter-
mined with regard to that plan which 
covers the greatest number of the em-
ployer’s employees. 

(ii) In the absence of a written em-
ployee’s pension or annuity plan de-
scribed in subdivision (i) of this sub-
paragraph, retirement age is the age, if 
any, at which it has been the practice 
of the employer to terminate, due to 
age, the services of the class of employ-
ees to which the particular employee 
last belonged, provided such age is rea-
sonable in view of all the pertinent 
facts and circumstances. 

(iii) If neither subdivision (i) or (ii) of 
this subparagraph applies, the retire-
ment age is considered to be age 65. 

(4) Disabled. (i) For taxable years be-
ginning after December 31, 1966, an in-
dividual is considered disabled for pur-
poses of section 79(b)(1) and subpara-
graph (1) of this paragraph if he is dis-
abled within the meaning of section 
72(m)(7) and paragraph (f) of § 1.72–17. 
For taxable years beginning before 
January 1, 1967, an individual is consid-
ered disabled for purposes of section 
79(b)(1) and subparagraph (1) of this 
paragraph if he is disabled within the 
meaning of section 213(g)(3), relating to 
the meaning of disabled, but the deter-
mination of the individual’s status 
shall be made without regard to the 
provisions of section 213(g)(4), relating 
to the determination of status. 

(ii)(a) In any taxable year in which 
an individual seeks to apply the excep-
tion set forth in section 79(b)(1) by rea-
son of his being disabled within the 
meaning of subdivision (i) of this sub-
paragraph, and in which the aggregate 
amount of insurance on the individ-
ual’s life subject to the rule of inclu-
sion set forth in section 79(a), but de-
termined without regard to the amount 
of any insurance subject to any excep-
tion set forth in section 79(b), is great-
er than $50,000 of such insurance, the 
substantiation required by (b) or (c) of 
this subdivision must be submitted 
with the individual’s tax return. 

(b) For the first taxable year for 
which the individual seeks to apply the 
exception set forth in section 79(b)(1) 
by reason of his being disabled within 
the meaning of subdivision (i) of this 
subparagraph, there must be submitted 
with his income tax return a doctor’s 
statement as to his impairment. There 
must also be submitted with the return 
a statement by the individual with re-
spect to the effect of the impairment 
upon his substantial gainful activity, 
and the date such impairment oc-
curred. For subsequent taxable years, 
the taxpayer may, in lieu of such state-
ments, submit a statement declaring 
the continued existence (without sub-
stantial diminution) of the impairment 
and its continued effect upon his sub-
stantial gainful activity. 

(c) In lieu of the substantiation re-
quired to be submitted by (b) of this 
subdivision for the taxable year, the in-
dividual may submit a signed state-
ment issued to him by the insurer to 
the effect that the individual is dis-
abled within the meaning of subdivi-
sion (i) of this paragraph. Such state-
ment must set forth the basis for the 
insurer’s determination that the indi-
vidual was so disabled, and, for the 
first taxable year in which the indi-
vidual is so disabled, the date such dis-
ability occurred. 

(c) Employer or charity a beneficiary— 
(1) General rule. Section 79(b)(2) pro-
vides an exception with respect to the 
amounts referred to in section 79 (a) for 
the cost of any portion of the group- 
term life insurance on the life of an 
employee provided during part or all of 
the taxable year of the employee under 
which the employer is directly or indi-
rectly the beneficiary, or under which 
a person described in section 170(c) (re-
lating to definition of charitable con-
tributions) is the sole beneficiary, for 
the entire period during such taxable 
year for which the employee receives 
such insurance. 

(2) Employer is a beneficiary. For pur-
poses of section 79(b)(2) and subpara-
graph (1) of this paragraph, the deter-
mination of whether the employer is 
directly or indirectly the beneficiary 
under a policy or policies of group- 
term life insurance depends upon the 
facts and circumstances of the par-
ticular case. Such determination is not 
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made solely with regard to whether the 
employer possesses all the incidents of 
ownership in the policy. Thus, for ex-
ample, if the employer is the nominal 
beneficiary under a policy of group- 
term life insurance on the life of his 
employee but there is an arrangement 
whereby the employer is required to 
pay over all (or a portion) of the pro-
ceeds of such policy to the employee’s 
estate or his beneficiary, the employer 
is not considered a beneficiary under 
such policy (or such portion of the pol-
icy). 

(3) Charity a beneficiary. (i) For pur-
poses of section 79(b)(2) and subpara-
graph (1) of this paragraph, a person 
described in section 170(c) is a bene-
ficiary under a policy providing group- 
term life insurance if such person is 
designated the beneficiary under the 
policy by any assignment or designa-
tion of beneficiary under the policy 
which, under the law of the jurisdiction 
which is applicable to the policy, has 
the effect of making such person the 
beneficiary under such policy (whether 
or not such designation is revocable 
during the taxable year). Such a des-
ignation may be made by the employee 
with respect to any portion of the 
group-term life insurance on his life. 
However, no deduction is allowed under 
section 170, relating to charitable, etc., 
contributions and gifts, with respect to 
any such assignment or designation. 

(ii) A person described in section 
170(c) must be designated the sole bene-
ficiary under the policy or portion of 
the policy. Such requirement is satis-
fied if the person described in section 
170(c) is the beneficiary under such pol-
icy or portion of the policy, and there 
is no contingent or similar beneficiary 
under such policy or such portion other 
than a person described in section 
170(c). A general ‘‘preference bene-
ficiary clause’’ in a policy governing 
payment where there is no designated 
beneficiary in existence at the death of 
the employee will not of itself be con-
sidered to create a contingent or simi-
lar beneficiary. A person described in 
section 170(c) may be designated the 
beneficiary under a portion of the pol-
icy if such person is designated the sole 
beneficiary under a beneficiary des-
ignation which is expressed, for exam-

ple, as a fraction of the amount of in-
surance on the insured’s life. 

(iii) If a person described in section 
170(c) is designated, before May 1, 1964, 
the beneficiary under the policy (or 
portion thereof) and such person re-
mains the beneficiary for the period be-
ginning May 1, 1964, and ending with 
the close of the first taxable year of 
the employee ending after April 30, 
1964, such person shall be treated as the 
beneficiary under the policy (or the 
portion thereof) for the period begin-
ning January 1, 1964, and ending April 
30, 1964. 

(d) Insurance contracts purchased 
under qualified employee plans. (1) Sec-
tion 79(b)(3) provides an exception with 
respect to the cost of any group-term 
life insurance which is provided under 
a life insurance contract purchased as 
a part of a plan described in section 
403(a), or purchased by a trust de-
scribed in section 401(a) which is ex-
empt from tax under section 501(a) if 
the proceeds of such contract are pay-
able directly or indirectly to a partici-
pant in such trust or to a beneficiary of 
such participant. The provisions of sec-
tion 72(m)(3) and § 1.72–16 apply to the 
cost of such group-term life insurance, 
and, therefore, no part of such cost is 
excluded from the gross income of the 
employee by reason of the provisions of 
section 79. 

(2) Whether the life insurance protec-
tion on an employee’s life is provided 
under a qualified employee plan re-
ferred to in subparagraph (1) of this 
paragraph depends upon the provisions 
of such plan. In determining whether a 
pension, profit-sharing, stock bonus, or 
annuity plan satisfies the requirements 
for qualification set forth in sections 
401(a) or 403(a), only group-term life in-
surance which is provided under such 
plan is taken into account. 

[T.D. 6888, 31 FR 9201, July 6, 1966, as amend-
ed by T.D. 6919, 32 FR 7390, May 18, 1967; T.D. 
6985, 33 FR 19812, Dec. 27, 1968; T.D. 7623, 44 
FR 28800, May 17, 1979] 

§ 1.79–3 Determination of amount 
equal to cost of group-term life in-
surance. 

(a) In general. This section prescribes 
the rules for determining the amount 
equal to the cost of group-term life in-
surance on an employee’s life which is 
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to be included in his gross income pur-
suant to the rule of inclusion set forth 
in section 79(a). Such amount is deter-
mined by— 

(1) Computing the cost of the portion 
of the group-term life insurance on the 
employee’s life to be taken into ac-
count (determined in accordance with 
the rules set forth in paragraph (b) of 
this section) for each ‘‘period of cov-
erage’’ (as defined in paragraph (c) of 
this section) and aggregating the costs 
so determined, then 

(2) Reducing the amount determined 
under subparagraph (1) of this para-
graph by the amount determined in ac-
cordance with the rules set forth in 
paragraph (e) of this section, relating 
to the amount paid by the employee to-
ward the purchase of group-term life 
insurance. 

(b) Determination of the portion of the 
group-term life insurance on the employ-
ee’s life to be taken into account. (1) For 
each ‘‘period of coverage’’ (as defined 
in paragraph (c) of this section), the 
portion of the group-term life insur-
ance to be taken into account in com-
puting the amount includible in an em-
ployee’s gross income for purposes of 
paragraph (a)(1) of this section is the 
sum of the proceeds payable upon the 
death of the employee under each pol-
icy, or portion of a policy, of group- 
term life insurance on such employee’s 
life to which the rule of inclusion set 
forth in section 79(a) applies, less 
$50,000 of such insurance. Thus, the 
amount of any proceeds payable under 
a policy, or portion of a policy, which 
qualifies for one of the exceptions to 
the rule of inclusion provided by sec-
tion 79(b) is not taken into account. 
For the regulations relating to such ex-
ceptions to the rule of inclusion, see 
§ 1.79–2. 

(2) For purposes of making the com-
putation required by subparagraph (1) 
of this paragraph in any case in which 
the amount payable under the policy, 
or portion thereof, varies during the 
period of coverage, the amount payable 
under such policy during such period is 
considered to be the average of the 
amount payable under such policy at 
the beginning and the end of such pe-
riod. 

(3)(i) For purposes of making the 
computation required by subparagraph 

(1) of this paragraph in any case in 
which the amount payable under the 
policy is not payable as a specific 
amount upon the death of the em-
ployee in full discharge of the liability 
of the insurer, and such form of pay-
ment is not one of alternative methods 
of payment, the amount payable under 
such policy is the present value of the 
agreement by the insurer under the 
policy to make the payments to the 
beneficiary or beneficiaries entitled to 
such amounts upon the employee’s 
death. For each period of coverage, 
such present value is to be determined 
as if the first and last day of such pe-
riod is the date of death of the em-
ployee. 

(ii) The present value of the agree-
ment by the insurer under the policy to 
make payments shall be determined by 
the use of the mortality tables and in-
terest rate employed by the insurer 
with respect to such a policy in calcu-
lating the amount held by the insurer 
(as defined in section 101(d)(2)), unless 
the Commissioner otherwise deter-
mines that a particular mortality table 
and interest rate, representative of the 
mortality table and interest rate used 
by commercial insurance companies 
with respect to such policies, shall be 
used to determine the present value of 
the policy for purposes of this subdivi-
sion. 

(iii) For purposes of making the com-
putation required by subdivision (i) of 
this subparagraph in any case in which 
it is necessary to determine the age of 
an employee’s beneficiary and such 
beneficiary remains the same (under 
the policy, or the portion of the policy, 
with respect to which the determina-
tion of the present value of the agree-
ment of the insurer to pay benefits is 
being made) for the entire period dur-
ing the employee’s taxable year for 
which such policy is in effect, the age 
of such beneficiary is such bene-
ficiary’s age at his nearest birthday on 
June 30th of the calendar year. 

(iv) If the policy of group-term life 
insurance on the employee’s life is such 
that the present value of the agree-
ment by the insurer under the policy to 
pay benefits cannot be determined by 
the rules prescribed in this subpara-
graph, the taxpayer may submit with 
his return a computation of such 
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present value, consistent with the ac-
tuarial and other assumptions set forth 
in this subparagraph, showing the ap-
propriate factors applied in his case. 
Such computation shall be subject to 
the approval of the Commissioner upon 
examination of such return. 

(c) Period of coverage. For purposes of 
this section, the phrase ‘‘period of cov-
erage’’ means any one calendar month 
period, or part thereof, during the em-
ployee’s taxable year during which the 
employee is provided group-term life 
insurance on his life to which the rule 
of inclusion set forth in section 79(a) 
applies. The phrase ‘‘part thereof’’ as 
used in the preceding sentence means 
any continuous period which is less 
than the one calendar month period re-
ferred to in the preceding sentence for 
which premiums are charged by the in-
surer. 

(d) The cost of the portion of the group- 
term life insurance on an employee’s life. 
(1) This paragraph sets forth the rules 
for determining the cost, for each pe-
riod of coverage, of the portion of the 
group-term life insurance on the em-
ployee’s life to be taken into account 
in computing the amount includible in 
the employee’s gross income for pur-
poses of paragraph (a)(1) of this sec-
tion. The portion of the group-term life 
insurance on the employee’s life to be 
taken into account is determined in ac-
cordance with the provisions of para-
graph (b) of this section. Table I, which 
is set forth in subparagraph (2) of this 
paragraph, determines the cost for 
each $1,000 of such portion of the 
group-term life insurance on the em-
ployee’s life for each one-month period. 
The cost of the portion of the group- 
term life insurance on the employee’s 
life for each period of coverage of one 
month is obtained by multiplying the 
number of thousand dollars of such in-
surance computed to the nearest tenth 
which is provided during such period by 
the appropriate amount set forth in 
Table I. In any case in which group- 
term life insurance is provided for a pe-
riod of coverage of less than one 
month, the amount set forth in Table I 
is prorated over such period of cov-
erage. 

(2) For the cost of group-term life in-
surance provided after June 30, 1999, 
the following table sets forth the cost 

of $1,000 of group-term life insurance 
provided for one month, computed on 
the basis of 5-year age brackets. See 26 
CFR 1.79–3(d)(2) in effect prior to July 
1, 1999, and contained in the 26 CFR 
part 1 edition revised as of April 1, 1999, 
for a table setting forth the cost of 
group-term life insurance provided be-
fore July 1, 1999. For purposes of Table 
I, the age of the employee is the em-
ployee’s attained age on the last day of 
the employee’s taxable year. 

TABLE I—UNIFORM PREMIUMS FOR $1,000 OF 
GROUP-TERM LIFE INSURANCE PROTECTION 

5-year age bracket 

Cost per 
$1,000 of 

protection for 
one month 

Under 25 .......................................................... $0.05 
25 to 29 ........................................................... .06 
30 to 34 ........................................................... .08 
35 to 39 ........................................................... .09 
40 to 44 ........................................................... .10 
45 to 49 ........................................................... .15 
50 to 54 ........................................................... .23 
55 to 59 ........................................................... .43 
60 to 64 ........................................................... .66 
65 to 69 ........................................................... 1.27 
70 and above ................................................... 2.06 

(3) The net premium cost of group- 
term life insurance as provided in 
Table I of subparagraph (2) of this para-
graph applies only to the cost of group- 
term life insurance subject to the rule 
of inclusion set forth in section 79(a). 
Therefore, such net premium cost is 
not applicable to the determination of 
the cost of group-term life insurance 
provided under a policy which is not 
subject to such rule of inclusion. 

(e) Effective date—(1) General effective 
date for table. Except as provided in 
paragraph (e)(2) of this section, the 
table in paragraph (d)(2) of this section 
is applicable July 1, 1999. Until Janu-
ary 1, 2000, an employer may calculate 
imputed income for all its employees 
under age 30 using the 5-year age 
bracket for ages 25 to 29. 

(2) Effective date for table for purposes 
of § 1.79–0. For a policy of life insurance 
issued under a plan in existence on 
June 30, 1999, which would not be treat-
ed as carried directly or indirectly by 
an employer under § 1.79–0 (taking into 
account the Table I in effect on that 
date), until January 1, 2003, an em-
ployer may use either the table in 
paragraph (d)(2) of this section or the 
table in effect prior to July 1, 1999 (as 
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described in paragraph (d)(2) of this 
section) for determining if the policy is 
carried directly or indirectly by the 
employer. 

(f) Amount paid by the employee toward 
the purchase of group-term life insurance. 
(1) Except as otherwise provided in sub-
paragraph (2) of this paragraph, if an 
employee pays any amount toward the 
purchase of group-term life insurance 
provided for a taxable year which is 
subject to the rule of inclusion set 
forth in paragraph (a)(2) of § 1.79–1, the 
sum of all such amounts is the amount 
referred to in section 79(a)(2) and para-
graph (a)(2) of this section. The rule of 
the preceding sentence applies even 
though the payments made by the em-
ployee are made with respect to a pe-
riod of coverage during which no por-
tion of the group-term life insurance 
on his life is taken into account under 
paragraph (b)(1) of this section. 

(2) In determining the amount paid 
by the employee for purposes of section 
79(a)(2) and paragraph (a)(2) of this sec-
tion, there is not taken into account 
any amounts paid by the employee for 
group-term life insurance provided (or 
to be provided) for a different taxable 
year (other than amounts applicable to 
regular pay periods extending into the 
next taxable year). Thus, for example, 
if part of an employee’s payment dur-
ing a taxable year represents a prepay-
ment for insurance to be provided after 
his retirement, such part does not re-
duce the amount includible in his gross 
income for the current taxable year. 
Furthermore, in determining such 
amount, there is not taken into ac-
count any amount paid by an employee 
toward the purchase of group-term life 
insurance which qualifies for one of the 
exceptions described in section 79(b). 
The amount paid by an employee to-
ward the purchase of group-term life 
insurance which qualifies for one of the 
exceptions described in section 79(b) is 
determined under the rules of para-
graph (a)(2) of § 1.79–2. 

(3) If payments are made by the em-
ployer and his employees to provide 
group-term life insurance which is sub-
ject to the rule of inclusion set forth in 
section 79(a) as well as to provide other 
benefits for the employees, and if the 
amount paid by the employee toward 
the purchase of such insurance cannot 

be determined by the provisions of the 
policy or plan under which such bene-
fits are provided, then the determina-
tion of the portion of the cost of group- 
term life insurance (computed in ac-
cordance with the provisions of this 
section) which is attributable to the 
contributions of the employee shall be 
made in accordance with the provisions 
of this subparagraph. The amount paid 
by the employee toward the purchase 
of all the group-term life insurance on 
his life for his taxable year (or for the 
portion of his taxable year if such por-
tion is the basis of the computation) 
under such group policy shall be an 
amount determined first by 
ascertaining the total amount paid by 
all employees who are covered for mul-
tiple benefits which is allocable toward 
the purchase of group-term life insur-
ance on their lives for the year, and 
then by ascertaining the pro rata por-
tion of such total amount attributable 
to the individual employee. The total 
amount paid by all employees who are 
covered for multiple benefits which is 
allocable toward the purchase of group- 
term life insurance on their lives with 
respect to such year shall be an 
amount which bears the same ratio to 
the total amount paid by all employees 
for multiple benefits with respect to 
such year as the aggregate premiums 
paid to the insurer for group-term life 
insurance on such employees’ lives 
with respect to such year bears to the 
aggregate premiums paid to the insurer 
for such multiple benefits with respect 
to such year. The pro rata portion of 
such total amount attributable to the 
individual employee for the cost of 
group-term life insurance on his life 
shall be an amount which bears the 
same ratio to the total amount paid by 
all employees which is allocable to-
ward the purchase of group-term insur-
ance on their lives with respect to such 
year as the amount of group-term life 
insurance on the life of the employee 
at a specified time during the year, as 
determined by the employer, bears to 
the total amount of group-term life in-
surance on the lives of all employees 
insured for such multiple benefits at 
such time. 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00324 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



313 

Internal Revenue Service, Treasury § 1.79–4T 

(g) Effect of provision of other bene-
fits—(1) In general. This paragraph dis-
cusses the effect of the provision of cer-
tain benefits other than group-term 
life insurance on the life of the em-
ployee if the provision of such benefits 
is contingent upon the underwriting of 
group-term life insurance on the em-
ployee’s life to which the rule of inclu-
sion set forth in section 79(a) applies. 

(2) Dependent coverage. An amount 
equal to the cost of group-term life in-
surance on the life of the spouse or 
other family member of the employee 
which is provided under a policy of 
group-term life insurance carried di-
rectly or indirectly by his employer is 
not subject to the provisions of section 
79 since it is not on the life of the em-
ployee. See paragraph (d)(2)(ii)(b) of 
§ 1.61–2 for rules regarding the tax 
treatment of such insurance. 

(3) Disability provisions. Payments 
made for disability benefits provided 
under a group-term life insurance con-
tract are considered to constitute pay-
ments made for accident and health in-
surance. Thus, employer contributions 
to provide such benefits are excluded 
from gross income by reason of the pro-
visions of section 106. 

(4) Cost of other benefits. If a benefit 
described in this paragraph is provided 
under a policy under which both the 
employer and his employees con-
tribute, then, except as otherwise pro-
vided in this subparagraph, the em-
ployer and the employees will be treat-
ed as contributing toward the payment 
of such benefit at the same rate as they 
contribute toward the cost of group- 
term life insurance on the employees’ 
lives. A separate allocation of em-
ployer and employee contributions for 
such benefits is permissible only if— 

(i) Such separate allocation is set 
forth in the group policy and is appli-
cable to all the employees covered 
under such policy; 

(ii) Such separate allocation is fol-
lowed in transactions between the in-
surer and the group-policyholder; and 

(iii) The allocation set forth in the 
policy satisfies the requirements of the 
law of the jurisdiction which is appli-
cable to the contract regarding any 

minimum or maximum contribution 
rate by the employer or the employees. 

(Secs. 79(c) and 7805 of the Internal Revenue 
Code of 1954 (78 Stat. 36, 26 U.S.C. 79(c); 68A 
Stat. 917, 28 U.S.C. 7805)) 

[T.D. 6888, 31 FR 9203, July 6, 1966, as amend-
ed by T.D. 7623, 44 FR 28800, May 17, 1979; 
T.D. 7924, 48 FR 54595, Dec. 6, 1983; T.D. 8273, 
54 FR 47979, Nov. 20, 1989; T.D. 8424, 57 FR 
33635, July 30, 1992; T.D. 8821, 64 FR 29790, 
June 3, 1999] 

§ 1.79–4T Questions and answers relat-
ing to the nondiscrimination re-
quirements for group-term life in-
surance (temporary). 

Q–1: When does section 79, as amend-
ed by the Tax Reform Act of 1984, be-
come effective? 

A–1: (a) Generally, section 79, as 
amended, applies to taxable years (of 
the employee receiving insurance cov-
erage) beginning after December 31, 
1983. There are, however, several excep-
tions to this effective date where there 
is coverage under a group-term life in-
surance plan of the employer that was 
in existence on January 1, 1984, or a 
comparable successor to such a plan 
maintained by the employer or a suc-
cessor employer. 

(b) First, the new rules of section 79 
(b) and (e), that require the inclusion 
in income of a retired employee of 
amounts attributable to the cost of 
group-term life insurance in excess of 
$50,000 and that include former employ-
ees within the definition of the term 
‘‘employee,’’ will not apply to any em-
ployee who retired from employment 
on or before January 1, 1984. 

(c) Second, in the case of an indi-
vidual who retires after January 1, 
1984, and before January 1, 1987, the 
new rules of section 79 (b) and (e) do 
not apply if (1) the individual attained 
age 55 on or before January 1, 1984, and 
(2) the plan was maintained by the 
same employer who employed the indi-
vidual during 1983, or by a successor 
employer. 

(d) Third, in the case of an individual 
who retires after December 31, 1986, the 
new rules of section 79 (b) and (e) do 
not apply if (1) the individual attained 
age 55 on or before January 1, 1984, (2) 
the plan was maintained by the same 
employer who employed the individual 
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during 1983, or by a successor em-
ployer, and (3) the plan is not, after De-
cember 31, 1986, a discriminatory 
group-term life insurance plan (not 
taking into account any group-term 
life insurance coverage provided to em-
ployees who retired before January 1, 
1987). 

(e) For purposes of determining 
whether a plan is, after December 31, 
1986, a discriminatory group-term life 
insurance plan, there shall be ignored 
any insurance coverage provided pursu-
ant to a state law requirement that an 
insurer continue to provide insurance 
coverage for a period of time not in ex-
cess of two months following the ter-
mination of a policy. 

Q–2: What is meant by a ‘‘group-term 
life insurance plan of the employer 
that was in existence on January 1, 
1984’’? 

A–2: A group-term life insurance plan 
of the employer was in existence on 
January 1, 1984, only if the group policy 
or policies providing group-term life 
insurance benefits under the plan were 
executed on or before January 1, 1984, 
and were not terminated prior to such 
date. The applicability of section 79, as 
amended, to an employee will not be 
affected by the transfer of the em-
ployee between employers treated as a 
single employer under section 79(d)(7) 
if the employee continues, after the 
transfer, to be provided with group- 
term life insurance benefits under a 
plan that is comparable (determined 
under the principles set forth in Q&A 3) 
to the plan provided by the former em-
ployer. 

Q–3: When is a plan of group-term life 
insurance a ‘‘comparable successor’’ to 
another such plan? 

A–3: A plan of group-term life insur-
ance will be a comparable successor to 
another plan of group-term life insur-
ance (the first plan) only if the plan 
does not differ from the first plan in 
any significant aspect with respect to 
individuals who are potentially eligible 
for benefits provided under the grand-
father provisions in Q&A 1. These indi-
viduals consist of those persons who 
are covered under a plan of group-term 
life insurance of the employer that was 
in existence on January 1, 1984, or a 
comparable successor to such a plan 
maintained by the employer or a suc-

cessor employer, and who either retired 
on or before January 1, 1984, or who 
both attained age 55 on or before Janu-
ary 1, 1984, and were employed by the 
employer maintaining the plan (or a 
predecessor of that employer) during 
the year 1983. Accordingly, if signifi-
cant additional or reduced benefits are 
provided only to individuals who are 
not described in the preceding sen-
tence, the plan will be considered a 
comparable successor plan. A plan will 
not fail to be a comparable successor 
plan merely because the employer pur-
chases a policy or policies identical to 
the employer’s first plan from a dif-
ferent insurance company. If the new 
plan provides significant additional or 
reduced benefits (either as to the type 
or amount available) to employees, or 
provides benefits to a category of em-
ployees that was formerly excluded 
from participating in the plan, the plan 
is generally not a comparable successor 
to the first plan. However, a plan will 
not be considered as providing signifi-
cant additional or reduced benefits 
merely because a participant’s cov-
erage is based on a percentage of com-
pensation and the participant’s com-
pensation for the taxable year has been 
increased or decreased. Furthermore, a 
plan will not be considered a non-com-
parable successor plan merely because 
it is amended, either to decrease bene-
fits provided to key employees or to in-
crease benefits provided to non-key 
employees, solely in order to comply 
with the nondiscrimination require-
ments of section 79(d). Finally, a plan 
will not be considered a non-com-
parable successor plan merely because 
a policy that is part of a discrimina-
tory plan is terminated in order to end 
discriminatory coverage. 

Q–4: For purposes of determining the 
effective date of section 79, as amended 
by the Tax Reform Act of 1984, what is 
a ‘‘successor employer’’? 

A–4: A successor employer is an em-
ployer who employs a group of individ-
uals formerly employed by another em-
ployer as a result of a business merger, 
acquisition or division. 

Q–5: Under what circumstances will 
separate policies of group-term life in-
surance of an employer be considered 
to be a single plan in determining 
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whether the employer’s plan of group- 
term life insurance is discriminatory? 

A–5: All policies providing group- 
term life insurance to a common key 
employee or key employees (as defined 
in this Q&A) carried directly or indi-
rectly by an employer (or by a group of 
employers described in section 79(d)(7)) 
will be considered as a single plan for 
purposes of determining whether an 
employer’s group-term life insurance 
plan is discriminatory. For example, if 
a key employee receives $50,000 of 
group-term life insurance coverage 
under one policy and the same key em-
ployee receives an additional $250,000 of 
coverage under a separate group-term 
life insurance policy, the two policies 
will be treated as a single plan in de-
termining whether the group-term life 
insurance provided by the employer is 
discriminatory. If it is discriminatory, 
the key employees covered by either 
policy will not receive the benefit of 
section 79(a)(1) or section 79(c) for ei-
ther policy. The result is the same even 
if each policy, considered alone, would 
be nondiscriminatory. A policy that 
provides group-term life insurance to a 
key employee and a policy under which 
the same key employee is eligible to 
receive group-term life insurance upon 
separation from service will be consid-
ered to provide group-term life insur-
ance to a common key employee. In ad-
dition, an employer may treat two or 
more policies that do not provide 
group-term life insurance to a common 
key employee as constituting a single 
plan for purposes of satisfying the non-
discrimination provisions of section 
79(d). For example, if the employer pro-
vides group-term life insurance cov-
erage for non-key employees under one 
policy and provides group-term life in-
surance coverage for key employees 
under a second policy, the two policies 
may be considered together in deter-
mining whether the requirements of 
section 79(d) are satisfied with regard 
to the second policy. For purposes of 
this section, the term ‘‘key employee’’ 
has the meaning given to such term by 
paragraph (1) of section 416(i), except 
that subparagraph (A)(iv) of such para-
graph shall be applied by not taking 
into account employees described in 
section 79(d)(3)(B) who are not partici-
pants in the plan. For purposes of this 

section, all references to ‘‘plan year’’ 
or ‘‘plan years’’ in section 416(g)(4)(C) 
and section 416(i) shall be deleted and 
replaced with ‘‘taxable year of the em-
ployer’’ or ‘‘taxable years of the em-
ployer,’’ respectively. 

Q–6: In the case of a discriminatory 
group-term life insurance plan, what 
amounts should be included in the 
gross income of a key employee? 

A–6: (a) In the case of a discrimina-
tory group-term life insurance plan, 
each key employee must include in 
gross income for the taxable year the 
cost of his or her insurance benefit for 
that year provided by the employer 
under the plan. 

(b) The cost of group-term life insur-
ance coverage provided by an employer 
for a key employee during the employ-
ee’s taxable year is determined by ap-
portioning the net premium (group pre-
mium less policy dividends, premium 
refunds or experience rating credits) 
allocable to the group-term life insur-
ance coverage during the key employ-
ee’s taxable year, less the actual cost 
allocated to other key employees pur-
suant to the method described in the 
subparagraph (d) of this answer, if ap-
plicable, among the covered employees. 
In the event that the employer has 
other forms and types of coverage with 
the same insurer, the employer must 
make a reasonable allocation of the 
total premiums paid to the insurer. For 
example, where an employer has both 
health insurance coverage and a plan of 
group-term life insurance with the 
same insurer, and there is no volume 
discount, the net premium for the plan 
of group-term life insurance must in-
clude the excess, if any, of the pay-
ments the employer makes for the 
health insurance coverage over the 
payments the employer would make for 
such coverage if the plan of group-term 
life insurance for which this calcula-
tion is being made did not exist. 

(c) In general, the portion of the net 
premium for group-term life insurance 
that should be apportioned to a key 
employee, other than a key employee 
to whom the method in subparagraph 
(d) of this answer is applicable, is de-
termined by: (1) Calculating a ‘‘tab-
ular’’ premium for the entire group 
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(with the exception of all key employ-
ees to whom the method in subpara-
graph (d) of this answer is applicable), 
in the manner described below, (2) de-
termining the ratio of the total actual 
net premium (less the actual cost allo-
cated to key employees pursuant to the 
method in the subparagraph (d) of this 
answer) to the total tabular premium 
and (3) multiplying the tabular pre-
mium for the key employee at his or 
her attained age by such ratio. Thus, if 
the total actual net premium is 125 per-
cent of the total tabular premium for 
all covered employees and the tabular 
premium at the key employee’s at-
tained age is $2.00 per thousand per 
month, the cost for such employee 
would be $2.50 per thousand per month 
($2.00 times 125 percent). For these pur-
poses the table used to calculate tab-
ular premiums will be determined as 
follows: 

(i) If the group policy contains a rea-
sonable table (based on recognized 
mortality assumptions) of premium 
rates on an attained age basis (which 
table may use age brackets not exceed-
ing five years) with reference to which 
the group premium is determined, such 
table will be used; 

(ii) If such table is not available, the 
1960 Basic Group Table published by 
the Society of Actuaries will be used. 

(d) In cases where the mortality 
charge for group-term life insurance 
coverage provided to a key employee is 
calculated separately by the insurer 
(for example, where the charge for the 
coverage provided to a key employee is 
based on a medical examination) and 
the amount of such mortality charge 
plus a proportionate share of the load-
ing charge for the coverage provided to 
the group is higher than the amount 
that would be allocable to such em-
ployee under the allocation method in 
subparagraph (c) the cost of group- 
term life insurance coverage for that 
employee shall be that higher amount. 

Q–7: Must all active and former em-
ployees be considered in applying the 
coverage tests in section 79(d)(3) to de-
termine whether or not a plan of 
group-term life insurance is discrimi-
natory with respect to coverage? 

A–7: No. Generally, a plan of group- 
term life insurance which covers both 
active and former employees will not 

satisfy the nondiscrimination require-
ments of section 79(d) unless the cov-
erage tests in section 79(d)(3) are satis-
fied with respect to both the active and 
the former employees of the employer, 
except to the extent they are excluded 
from tests for discrimination by appli-
cation of the grandfather provisions set 
forth in Q&A 1. However, for purposes 
of determining whether a plan is dis-
criminatory with respect to coverage, 
the coverage tests must be applied sep-
arately to active and former employ-
ees. In addition, if the plan limits par-
ticipation by former employees to em-
ployees who retired from employment 
with the employer, then only retired 
employees must be considered in apply-
ing the coverage tests to former em-
ployees. Also, in applying the coverage 
tests in section 79(d)(3), the employer 
may make reasonable mortality as-
sumptions regarding former employees 
who are not covered under the plan but 
must be considered in applying the cov-
erage tests. Furthermore, only those 
former employees who terminated em-
ployment on or after the earliest date 
of termination from employment for 
any former employee covered by the 
plan must be considered. Finally, for 
purposes of determining whether a plan 
of group-term life insurance of the em-
ployer (or a successor employer) that 
was in existence on January 1, 1984 (or 
a comparable successor to such a plan) 
is discriminatory, after December 31, 
1986, with respect to group-term life in-
surance coverage for former employees, 
coverage provided to employees who 
retired on or before December 31, 1986, 
shall not be taken into account. 

Q–8: Will a group-term life insurance 
plan be considered discriminatory if 
active employees receive greater bene-
fits as a percentage of compensation 
than former employees, or vice versa? 

A–8: No. For purposes of determining 
whether a plan is discriminatory with 
respect to the type and amount of ben-
efits available, insurance coverage for 
former employees must be tested sepa-
rately from insurance coverage for ac-
tive employees. For example, a group- 
term life insurance plan that provides 
group-term life insurance benefits 
equal to 200 percent of compensation 
for all active employees and 100 percent 
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of final compensation (based on the av-
erage annual compensation for the 
final five years) for all former employ-
ees would satisfy the nondiscrimina-
tion requirements of section 79(d). 
However, a group-term life insurance 
plan that provides group-term life in-
surance benefits equal to 200 percent of 
compensation for all active employees 
and 100 percent of final compensation 
(based on the average annual com-
pensation for the final five years) only 
for key employees who are no longer 
employed by the employer (or a suc-
cessor employer) would not satisfy the 
nondiscrimination requirement of sec-
tion 79(d)(2)(A). 

Q–9: Under what circumstances will 
the amount of benefits available under 
a plan of group-term life insurance be 
considered not to discriminate in favor 
of participants who are key employees? 

A–9: A plan of group-term life insur-
ance will be considered not to discrimi-
nate in favor of participants who are 
key employees, as to the amount of 
benefits available, if the plan provides 
a fixed amount of insurance which is 
the same for all covered employees. In 
other circumstances, the determina-
tion of whether a plan is nondiscrim-
inatory will be based on all of the facts 
and circumstances. Such plans will be 
considered not to discriminate in favor 
of participants who are key employees, 
as to the amount of benefits available, 
if the plan contains no group of em-
ployees described in the following sen-
tence that, if tested separately, would 
fail to satisfy the requirements of sec-
tion 79(d)(2)(A). The group subject to 
separate testing under the preceding 
sentence consists of a key employee 
and all other participants (including 
other key employees) who receive, 
under the plan, an amount of insurance 
(as a multiple of compensation (either 
total compensation or the basic or reg-
ular rate of compensation)) that is 
equal to or greater than the amount of 
insurance received by such key em-
ployee. As described in Q&As 7&8, ac-
tive and former employees are tested 
separately under section 79(d)(2)(A). 

Example: Assume that a plan of group-term 
life insurance has 500 participants, 10 of 
whom are key employees. Under the plan, 400 
of the non-key employees receive an amount 
of insurance equal to 100 percent of com-

pensation, while all of the key employees 
and 90 of the non-key employees receive an 
amount of insurance equal to 200 percent of 
compensation. The plan will be considered 
not to discriminate in favor of the partici-
pants who are key employees because, tested 
separately, the group of participants receiv-
ing an amount of insurance equal to or 
greater than 200 percent of compensation 
would satisfy the requirements of section 
79(d)(2)(A) (by reason of section 
79(d)(3)(A)(ii)). If one of the key employees 
received an amount of insurance equal to 300 
percent of compensation, the plan would be 
considered to discriminate in favor of par-
ticipants who are key employees, because, 
tested separately, the group consisting of the 
single key employee receiving an amount of 
insurance equal to or greater than 300 per-
cent of compensation would fail to satisfy 
the requirements of section 79(d)(2)(A). 

In determining the groups of employ-
ees that are tested separately for this 
purpose, allowance shall be made for 
reasonable differences in amount of in-
surance (as a multiple of compensa-
tion) due to rounding, the use of com-
pensation brackets or other similar 
factors. Thus, if a plan bases group- 
term life insurance coverage on ‘‘com-
pensation brackets,’’ it is not intended 
that any participants will be treated as 
receiving an amount of insurance (as a 
multiple of compensation) that is 
greater (or less) than that of any other 
participant merely because the first 
participant’s compensation is at the 
lower (or higher) end of a compensation 
bracket while the second participant’s 
compensation is at the higher (or 
lower) end of a compensation bracket. 
However, any compensation brackets 
utilized by a plan will be examined to 
determine if the brackets, or com-
pensation groupings, result in discrimi-
nation in favor of key employees. In 
addition, a plan does not meet the re-
quirements for nondiscrimination as to 
the type and amount of benefits avail-
able under the plan unless all types of 
benefits (including permanent benefits) 
and all terms and conditions with re-
spect to such benefits which are avail-
able to any participant who is a key 
employee are also available on a non-
discriminatory basis to non-key em-
ployee participants. 

Q–10: How is additional coverage pur-
chased by employees under a plan of 
group-term life insurance treated for 
purposes of determining whether a plan 
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of group-term life insurance is dis-
criminatory? 

A–10: (a) The extent to which employ-
ees purchase additional coverage under 
a plan of group-term life insurance is 
not taken into account for purposes of 
determining whether a plan of group- 
term life insurance is discriminatory. 
For example, a plan providing insur-
ance to all employees of 1 times annual 
compensation, which gives all employ-
ees the option to purchase additional 
insurance of 1 times annual compensa-
tion at their own expense, would not be 
considered discriminatory as to the 
type and amount of benefits available, 
even if the group (or groups) of partici-
pants who purchase additional insur-
ance, if tested separately, would not 
satisfy the requirements of section 
79(d)(2)(A). Solely for this purpose, the 
choice of an amount of group-term life 
insurance as a benefit under a cafeteria 
plan will be treated as the purchase of 
group-term life insurance by an em-
ployee. If additional insurance cov-
erage is available to any key employee 
that is not available, on a nondiscrim-
inatory basis, to non-key employees, 
the plan will be considered discrimina-
tory, even if the full cost of such addi-
tional insurance coverage is paid by 
the employee(s) electing such benefits. 

(b) If the employer bears a part of the 
expense of any additional coverage 
that is purchased by an employee 
under a plan of group-term life insur-
ance, the additional insurance shall be 
treated, in part, as an amount of insur-
ance provided by the employer under 
the plan and, in part, as an amount of 
insurance purchased by the employee. 
Except to the extent provided in sub-
paragraph (a) above, the portion of in-
surance treated as an amount of insur-
ance purchased by the employee is not 
taken into account for purposes of de-
termining whether the plan is discrimi-
natory. Whether such insurance (to-
gether with any other insurance pro-
vided by the employer under the plan) 
will cause the plan to be considered to 
discriminate in favor of participants 
who are key employees is determined 
under the rules of Q&A 9. 

Q–11: What effect do the provisions of 
section 79(d)(1) have if a plan of group- 
term life insurance is discriminatory 
for only part of a year? 

A–11: If a plan of group-term life in-
surance is discriminatory at any time 
during the key employee’s taxable 
year, then it is a discriminatory group- 
term life insurance plan for that tax-
able year and the provisions of section 
79(d)(1) will be applicable with respect 
to all group-term life insurance costs 
allocable to that employee for that 
year. 

Q–12: Are the section 79(d) provisions 
independent from the requirements 
contained in Treas. Reg. § 1.79–1? 

A–12: Yes. Treasury regulation § 1.79– 
1(c)(1) provides that life insurance pro-
vided to a group of employees cannot 
qualify as group-term life insurance if 
it is provided to less than ten full-time 
employees unless certain requirements 
are satisfied. The satisfaction of these 
requirements does not guarantee that 
the plan will be nondiscriminatory, and 
vice versa. Treasury regulation § 1.79– 
1(a)(4) provides that life insurance is 
not group-term life insurance unless 
the amount of insurance provided to 
each employee is computed under a for-
mula that precludes individual selec-
tion. The mere fact that a life insur-
ance policy is nondiscriminatory is not 
determinative as to whether the policy 
precludes individual selection, and vice 
versa. 

[T.D. 8073, 51 FR 4315, Feb. 4, 1986; 51 FR 7262, 
Mar. 3, 1986] 

§ 1.82–1 Payments for or reimburse-
ments of expenses of moving from 
one residence to another residence 
attributable to employment or self- 
employment. 

(a) Reimbursements in gross income—(1) 
In general. Any amount received or ac-
crued, directly or indirectly, by an in-
dividual as a payment for or reimburse-
ment of expenses of moving from one 
residence to another residence attrib-
utable to employment or self-employ-
ment is includible in gross income 
under section 82 as compensation for 
services in the taxable year received or 
accrued. For rules relating to the year 
a deduction may be allowed for ex-
penses of moving from one residence to 
another residence, see section 217 and 
the regulations thereunder. 

(2) Amounts received or accrued as re-
imbursement or payment. For purposes of 
this section, amounts are considered as 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00330 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



319 

Internal Revenue Service, Treasury § 1.82–1 

being received or accrued by an indi-
vidual as reimbursement or payment 
whether received in the form of money, 
property, or services. A cash basis tax-
payer will include amounts in gross in-
come under section 82 when they are 
received or treated as received by him. 
Thus, for example, if an employer 
moves an employee’s household goods 
and personal effects from the employ-
ee’s old resident to his new residence 
using the employer’s facilities, the em-
ployee is considered as having received 
a payment in the amount of the fair 
market value of the services furnished 
at the time the services are furnished 
by the employer. If the employer pays 
a mover for moving the employee’s 
household goods and personal effects, 
the employee is considered as having 
received the payment at the time the 
employer pays the mover, rather than 
at the time the mover moves the em-
ployee’s household goods and personal 
effects. Where an employee receives a 
loan or advance from an employer to 
enable him to pay his moving expenses, 
the employee will not be deemed to 
have received a reimbursement of mov-
ing expenses until such time as he ac-
counts to his employer if he is not re-
quired to repay such loan or advance 
and if he makes such accounting with-
in a reasonable time. Such loan or ad-
vance will be deemed to be a reim-
bursement of moving expenses at the 
time of such accounting to the extent 
used by the employee for such moving 
expenses. 

(3) Direct or indirect payments or reim-
bursements. For purposes of this section 
amounts are considered as being re-
ceived or accrued whether received di-
rectly (paid or provided to an indi-
vidual by an employer, a client, a cus-
tomer, or similar person) or indirectly 
(paid to a third party on behalf of an 
individual by an employer, a client, a 
customer, or similar person). Thus, if 
an employer pays a mover for the ex-
penses of moving an employee’s house-
hold goods and personal effects from 
one residence to another residence, the 
employee has indirectly received a pay-
ment which is includible in his gross 
income under section 82. 

(4) Expenses of moving from one resi-
dence to another residence. An expense 
of moving from one residence to an-

other residence is any expenditure, 
cost, loss, or similar item paid or in-
curred in connection with a move from 
one residence to another residence. 
Moving expenses include (but are not 
limited to) any expenditure, cost, loss, 
or similar item directly or indirectly 
resulting from the acquisition, sale, or 
exchange of property, the transpor-
tation of goods or property, or travel 
(by the taxpayer or any other person) 
in connection with a change in resi-
dence. Such expenses include items de-
scribed in section 217(b) (relating to the 
definition of moving expenses), irre-
spective of the dollar limitations con-
tained in section 217(b)(3) and the con-
ditions contained in section 217(c), as 
well as items not described in section 
217 (b), such as a loss sustained on the 
sale or exchange of personal property, 
storage charges, taxes, or expenses of 
refitting rugs or draperies. 

(5) Attributable to employment or self- 
employment. Any amount received or 
accrued from an employer, a client, a 
customer, or similar person in connec-
tion with the performance of services 
for such employer, client, customer, or 
similar person, is attributable to em-
ployment or self-employment. Thus, 
for example, if an employer reimburses 
an employee for a loss incurred on the 
sale of the employee’s house, reim-
bursement is attributable to the per-
formance of services if made because of 
the employer-employee relationship. 
Similarly, if an employer in order to 
prevent an employee’s sustaining a loss 
on a sale of a house acquires the prop-
erty from the employee at a price in 
excess of fair market value, the em-
ployee is considered to have received a 
payment attributable to employment 
to the extent that such payment ex-
ceeds the fair market value of the prop-
erty. 

(b) Effective date—(1) In general. Ex-
cept as provided in subparagraph (2) of 
this paragraph, paragraph (a) of this 
section is applicable only to amounts 
received or accrued in taxable years be-
ginning after December 31, 1969. 

(2) Election with respect to payments or 
reimbursements for expenses paid or in-
curred before January 1, 1971. Paragraph 
(a) of this section does not apply with 
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respect to moving expenses paid or in-
curred before January 1, 1971, in con-
nection with the commencement of 
work by an employee at a new prin-
cipal place of work where such em-
ployee had been notified by his em-
ployer on or before December 19, 1969, 
of such move and the employee makes 
an election under paragraph (h) of 
§ 1.217–2. 

[T.D. 7195, 37 FR 13533, July 11, 1972, as 
amended by T.D. 7578, 43 FR 59355, Dec. 20, 
1978] 

§ 1.83–1 Property transferred in con-
nection with the performance of 
services. 

(a) Inclusion in gross income—(1) Gen-
eral rule. Section 83 provides rules for 
the taxation of property transferred to 
an employee or independent contractor 
(or beneficiary thereof) in connection 
with the performance of services by 
such employee or independent con-
tractor. In general, such property is 
not taxable under section 83(a) until it 
has been transferred (as defined in 
§ 1.83–3(a)) to such person and become 
substantially vested (as defined in 
§ 1.83–3(b)) in such person. In that case, 
the excess of— 

(i) The fair market value of such 
property (determined without regard to 
any lapse restriction, as defined in 
§ 1.83–3(i)) at the time that the property 
becomes substantially vested, over 

(ii) The amount (if any) paid for such 
property, 
shall be included as compensation in 
the gross income of such employee or 
independent contractor for the taxable 
year in which the property becomes 
substantially vested. Until such prop-
erty becomes substantially vested, the 
transferor shall be regarded as the 
owner of such property, and any in-
come from such property received by 
the employee or independent con-
tractor (or beneficiary thereof) or the 
right to the use of such property by the 
employee or independent contractor 
constitutes additional compensation 
and shall be included in the gross in-
come of such employee or independent 
contractor for the taxable year in 
which such income is received or such 
use is made available. This paragraph 
applies to a transfer of property in con-
nection with the performance of serv-

ices even though the transferor is not 
the person for whom such services are 
performed. 

(2) Life insurance. The cost of life in-
surance protection under a life insur-
ance contract, retirement income con-
tract, endowment contract, or other 
contract providing life insurance pro-
tection is taxable generally under sec-
tion 61 and the regulations thereunder 
during the period such contract re-
mains substantially nonvested (as de-
fined in § 1.83–3(b)). For the taxation of 
life insurance protection under a split- 
dollar life insurance arrangement (as 
defined in § 1.61–22(b)(1) or (2)), see 
§ 1.61–22. 

(3) Cross references. For rules con-
cerning the treatment of employers 
and other transferors of property in 
connection with the performance of 
services, see section 83(h) and § 1.83–6. 
For rules concerning the taxation of 
beneficiaries of an employees’ trust 
that is not exempt under section 501(a), 
see section 402(b) and the regulations 
thereunder. 

(b) Subsequent sale, forfeiture, or other 
disposition of nonvested property. (1) If 
substantially nonvested property (that 
has been transferred in connection 
with the performance of services) is 
subsequently sold or otherwise dis-
posed of to a third party in an arm’s 
length transaction while still substan-
tially nonvested, the person who per-
formed such services shall realize com-
pensation in an amount equal to the 
excess of— 

(i) The amount realized on such sale 
or other disposition, over 

(ii) The amount (if any) paid for such 
property. 

Such amount of compensation is in-
cludible in his gross income in accord-
ance with his method of accounting. 
Two preceding sentences also apply 
when the person disposing of the prop-
erty has received it in a non-arm’s 
length transaction described in para-
graph (c) of this section. In addition, 
section 83(a) and paragraph (a) of this 
section shall thereafter cease to apply 
with respect to such property. 

(2) If substantially nonvested prop-
erty that has been transferred in con-
nection with the performance of serv-
ices to the person performing such 
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services is forfeited while still substan-
tially nonvested and held by such per-
son, the difference between the amount 
paid (if any) and the amount received 
upon forfeiture (if any) shall be treated 
as an ordinary gain or loss. This para-
graph (b)(2) does not apply to property 
to which § 1.83–2(a) applies. 

(3) This paragraph (b) shall not apply 
to, and no gain shall be recognized on, 
any sale, forfeiture, or other disposi-
tion described in this paragraph to the 
extent that any property received in 
exchange therefor is substantially non-
vested. Instead, section 83 and this sec-
tion shall apply with respect to such 
property received (as if it were sub-
stituted for the property disposed of). 

(c) Dispositions of nonvested property 
not at arm’s length. If substantially non-
vested property (that has been trans-
ferred in connection with the perform-
ance of services) is disposed of in a 
transaction which is not at arm’s 
length and the property remains sub-
stantially nonvested, the person who 
performed such services realizes com-
pensation equal in amount to the sum 
of any money and the fair market 
value of any substantially vested prop-
erty received in such disposition. Such 
amount of compensation is includible 
in his gross income in accordance with 
his method of accounting. However, 
such amount of compensation shall not 
exceed the fair market value of the 
property disposed of at the time of dis-
position (determined without regard to 
any lapse restriction), reduced by the 
amount paid for such property. In addi-
tion, section 83 and these regulations 
shall continue to apply with respect to 
such property, except that any amount 
previously includible in gross income 
under this paragraph (c) shall there-
after be treated as an amount paid for 
such property. For example, if in 1971 
an employee pays $50 for a share of 
stock which has a fair market value of 
$100 and is substantially monvested at 
that time and later in 1971 (at a time 
when the property still has a fair mar-
ket value of $100 and is still substan-
tially nonvested) the employee dis-
poses of, in a transaction not at arm’s 
length, the share of stock to his wife 
for $10, the employee realizes com-
pensation of $10 in 1971. If in 1972, when 
the share of stock has a fair market 

value of $120, it becomes substantially 
vested, the employee realizes addi-
tional compensation in 1972 in the 
amount of $60 (the $120 fair market 
value of the stock less both the $50 
price paid for the stock and the $10 
taxed as compensation in 1971). For 
purposes of this paragraph, if substan-
tially nonvested property has been 
transferred to a person other than the 
person who performed the services, and 
the transferee dies holding the prop-
erty while the property is still substan-
tially nonvested and while the person 
who performed the services is alive, the 
transfer which results by reason of the 
death of such transferee is a transfer 
not at arm’s length. 

(d) Certain transfers upon death. If 
substantially nonvested property has 
been transferred in connection with the 
performance of services and the person 
who performed such services dies while 
the property is still substantially non-
vested, any income realized on or after 
such death with respect to such prop-
erty under this section is income in re-
spect of a decedent to which the rules 
of section 691 apply. In such a case the 
income in respect of such property 
shall be taxable under section 691 (ex-
cept to the extent not includible under 
section 101(b)) to the estate or bene-
ficiary of the person who performed the 
services, in accordance with section 83 
and the regulations thereunder. How-
ever, if an item of income is realized 
upon such death before July 21, 1978, 
because the property became substan-
tially vested upon death, the person re-
sponsible for filing decedent’s income 
tax return for decedent’s last taxable 
year may elect to treat such item as 
includible in gross income for dece-
dent’s last taxable year by including 
such item in gross income on the re-
turn or amended return filed for dece-
dent’s last taxable year. 

(e) Forfeiture after substantial vesting. 
If a person is taxable under section 
83(a) when the property transferred be-
comes substantially vested and there-
after the person’s beneficial interest in 
such property is nevertheless forfeited 
pursuant to a lapse restriction, any 
loss incurred by such person (but not 
by a beneficiary of such person) upon 
such forfeiture shall be an ordinary 
loss to the extent the basis in such 
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property has been increased as a result 
of the recognition of income by such 
person under section 83(a) with respect 
to such property. 

(f) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. On November 1, 1978, X corpora-
tion sells to E, an employee, 100 shares of X 
corporation stock at $10 per share. At the 
time of such sale the fair market value of 
the X corporation stock is $100 per share. 
Under the terms of the sale each share of 
stock is subject to a substantial risk of for-
feiture which will not lapse until November 
1, 1988. Evidence of this restriction is 
stamped on the face of E’s stock certificates, 
which are therefore nontransferable (within 
the meaning of § 1.83–3(d)). Since in 1978 E’s 
stock is substantially nonvested, E does not 
include any of such amount in his gross in-
come as compensation in 1978. On November 
1, 1988, the fair market value of the X cor-
poration stock is $250 per share. Since the X 
corporation stock becomes substantially 
vested in 1988, E must include $24,000 (100 
shares of X corporation stock × $250 fair mar-
ket value per share less $10 price paid by E 
for each share) as compensation for 1988. 
Dividends paid by X to E on E’s stock after 
it was transferred to E on November 1, 1973, 
are taxable to E as additional compensation 
during the period E’s stock is substantially 
nonvested and are deductible as such by X. 

Example 2. Assume the facts are the same 
as in example (1), except that on November 1, 
1985, each share of stock of X corporation in 
E’s hands could as a matter of law be trans-
ferred to a bona fide purchaser who would 
not be required to forfeit the stock if the 
risk of forfeiture materialized. In the event, 
however, that the risk materializes, E would 
be liable in damages to X. On November 1, 
1985, the fair market value of the X corpora-
tion stock is $230 per share. Since E’s stock 
is transferable within the meaning of § 1.83– 
3(d) in 1985, the stock is substantially vested 
and E must include $22,000 (100 shares of X 
corporation stock × $230 fair market value 
per share less $10 price paid by E for each 
share) as compensation for 1985. 

Example 3. Assume the facts are the same 
as in example (1) except that, in 1984 E sells 
his 100 shares of X corporation stock in an 
arm’s length sale to I, an investment com-
pany, for $120 per share. At the time of this 
sale each share of X corporation’s stock has 
a fair market value of $200. Under paragraph 
(b) of this section, E must include $11,000 (100 
shares of X corporation stock × $120 amount 
realized per share less $10 price paid by E per 
share) as compensation for 1984 notwith-
standing that the stock remains nontransfer-
able and is still subject to a substantial risk 
of forfeiture at the time of such sale. Under 

§ 1.83–4(b)(2), I’s basis in the X corporation 
stock is $120 per share. 

[T.D. 7554, 43 FR 31913, July 24, 1978, as 
amended by T.D. 9092, 68 FR 54351, Sept. 17, 
2003] 

§ 1.83–2 Election to include in gross in-
come in year of transfer. 

(a) In general. If property is trans-
ferred (within the meaning of § 1.83– 
3(a)) in connection with the perform-
ance of services, the person performing 
such services may elect to include in 
gross income under section 83(b) the 
excess (if any) of the fair market value 
of the property at the time of transfer 
(determined without regard to any 
lapse restriction, as defined in § 1.83– 
3(i)) over the amount (if any) paid for 
such property, as compensation for 
services. The fact that the transferee 
has paid full value for the property 
transferred, realizing no bargain ele-
ment in the transaction, does not pre-
clude the use of the election as pro-
vided for in this section. If this elec-
tion is made, the substantial vesting 
rules of section 83(a) and the regula-
tions thereunder do not apply with re-
spect to such property, and except as 
otherwise provided in section 83(d)(2) 
and the regulations thereunder (relat-
ing to the cancellation of a nonlapse 
restriction), any subsequent apprecia-
tion in the value of the property is not 
taxable as compensation to the person 
who performed the services. Thus, 
property with respect to which this 
election is made shall be includible in 
gross income as of the time of transfer, 
even though such property is substan-
tially nonvested (as defined in § 1.83– 
3(b)) at the time of transfer, and no 
compensation will be includible in 
gross income when such property be-
comes substantially vested (as defined 
in § 1.83–3(b)). In computing the gain or 
loss from the subsequent sale or ex-
change of such property, its basis shall 
be the amount paid for the property in-
creased by the amount included in 
gross income under section 83(b). If 
property for which a section 83(b) elec-
tion is in effect is forfeited while sub-
stantially nonvested, such forfeiture 
shall be treated as a sale or exchange 
upon which there is realized a loss 
equal to the excess (if any) of— 
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(1) The amount paid (if any) for such 
property, over, 

(2) The amount realized (if any) upon 
such forfeiture. 

If such property is a capital asset in 
the hands of the taxpayer, such loss 
shall be a capital loss. A sale or other 
disposition of the property that is in 
substance a forfeiture, or is made in 
contemplation of a forfeiture, shall be 
treated as a forfeiture under the two 
immediately preceding sentences. 

(b) Time for making election. Except as 
provided in the following sentence, the 
election referred to in paragraph (a) of 
this section shall be filed not later 
than 30 days after the date the prop-
erty was transferred (or, if later, Janu-
ary 29, 1970) and may be filed prior to 
the date of transfer. Any statement 
filed before February 15, 1970, which 
was amended not later than February 
16, 1970, in order to make it conform to 
the requirements of paragraph (e) of 
this section, shall be deemed a proper 
election under section 83(b). 

(c) Manner of making election. The 
election referred to in paragraph (a) of 
this section is made by filing one copy 
of a written statement with the inter-
nal revenue office with whom the per-
son who performed the services files his 
return. In addition, one copy of such 
statement shall be submitted with this 
income tax return for the taxable year 
in which such property was trans-
ferred. 

(d) Additional copies. The person who 
performed the services shall also sub-
mit a copy of the statement referred to 
in paragraph (c) of this section to the 
person for whom the services are per-
formed. In addition, if the person who 
performs the services and the trans-
feree of such property are not the same 
person, the person who performs the 
services shall submit a copy of such 
statement to the transferee of the 
property. 

(e) Content of statement. The state-
ment shall be signed by the person 
making the election and shall indicate 
that it is being made under section 
83(b) of the Code, and shall contain the 
following information: 

(1) The name, address and taxpayer 
identification number of the taxpayer; 

(2) A description of each property 
with respect to which the election is 
being made; 

(3) The date or dates on which the 
property is tansferred and the taxable 
year (for example, ‘‘calendar year 1970’’ 
or ‘‘fiscal year ending May 31, 1970’’) 
for which such election was made; 

(4) The nature of the restriction or 
restrictions to which the property is 
subject; 

(5) The fair market value at the time 
of transfer (determined without regard 
to any lapse restriction, as defined in 
§ 1.83–3(i)) of each property with respect 
to which the election is being made; 

(6) The amount (if any) paid for such 
property; and 

(7) With respect to elections made 
after July 21, 1978, a statement to the 
effect that copies have been furnished 
to other persons as provided in para-
graph (d) of this section. 

(f) Revocability of election. An election 
under section 83(b) may not be revoked 
except with the consent of the Commis-
sioner. Consent will be granted only in 
the case where the transferee is under 
a mistake of fact as to the underlying 
transaction and must be requested 
within 60 days of the date on which the 
mistake of fact first became known to 
the person who made the election. In 
any event, a mistake as to the value, 
or decline in the value, of the property 
with respect to which an election under 
section 83(b) has been made or a failure 
to perform an act contemplated at the 
time of transfer of such property does 
not constitute a mistake of fact. 

[T.D. 7554, 43 FR 31915, July 24, 1978] 

§ 1.83–3 Meaning and use of certain 
terms. 

(a) Transfer—(1) In general. For pur-
poses of section 83 and the regulations 
thereunder, a transfer of property oc-
curs when a person acquires a bene-
ficial ownership interest in such prop-
erty (disregarding any lapse restric-
tion, as defined in § 1.83–3(i)). For spe-
cial rules applying to the transfer of a 
life insurance contract (or an undivided 
interest therein) that is part of a split- 
dollar life insurance arrangement (as 
defined in § 1.61–22(b)(1) or (2)), see 
§ 1.61–22(g). 

(2) Option. The grant of an option to 
purchase certain property does not 
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constitute a transfer of such property. 
However, see § 1.83–7 for the extent to 
which the grant of the option itself is 
subject to section 83. In addition, if the 
amount paid for the transfer of prop-
erty is an indebtedness secured by the 
transferred property, on which there is 
no personal liability to pay all or a 
substantial part of such indebtedness, 
such transaction may be in substance 
the same as the grant of an option. The 
determination of the substance of the 
transaction shall be based upon all the 
facts and circumstances. The factors to 
be taken into account include the type 
of property involved, the extent to 
which the risk that the property will 
decline in value has been transferred, 
and the likelihood that the purchase 
price will, in fact, be paid. See also 
§ 1.83–4(c) for the treatment of forgive-
ness of indebtedness that has con-
stituted an amount paid. 

(3) Requirement that property be re-
turned. Similarly, no transfer may have 
occurred where property is transferred 
under conditions that require its re-
turn upon the happening of an event 
that is certain to occur, such as the 
termination of employment. In such a 
case, whether there is, in fact, a trans-
fer depends upon all the facts and cir-
cumstances. Factors which indicate 
that no transfer has occurred are de-
scribed in paragraph (a) (4), (5), and (6) 
of this section. 

(4) Similarity to option. An indication 
that no transfer has occurred is the ex-
tent to which the conditions relating 
to a transfer are similar to an option. 

(5) Relationship to fair market value. 
An indication that no transfer has oc-
curred is the extent to which the con-
sideration to be paid the transferee 
upon surrendering the property does 
not approach the fair market value of 
the property at the time of surrender. 
For purposes of paragraph (a) (5) and 
(6) of this section, fair market value in-
cludes fair market value determined 
under the rules of § 1.83–5(a)(1), relating 
to the valuation of property subject to 
nonlapse restrictions. Therefore, the 
existence of a nonlapse restriction re-
ferred to in § 1.83–5(a)(1) is not a factor 
indicating no transfer has occurred. 

(6) Risk of loss. An indication that no 
transfer has occurred is the extent to 
which the transferee does not incur the 

risk of a beneficial owner that the 
value of the property at the time of 
transfer will decline substantially. 
Therefore, for purposes of this (6), risk 
of decline in property value is not lim-
ited to the risk that any amount paid 
for the property may be lost. 

(7) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples: 

Example 1. On January 3, 1971, X corpora-
tion sells for $500 to S, a salesman of X, 10 
shares of stock in X corporation with a fair 
market value of $1,000. The stock is non-
transferable and subject to return to the cor-
poration (for $500) if S’s sales do not reach a 
certain level by December 31, 1971. Dis-
regarding the restriction concerning S’s 
sales (since the restrictions is a lapse restric-
tion), S’s interest in the stock is that of a 
beneficial owner and therefore a transfer oc-
curs on January 3, 1971. 

Example 2. On November 17, 1972, W sells to 
E 100 shares of stock in W corporation with 
a fair market value of $10,000 in exchange for 
a $10,000 note without personal liability. The 
note requires E to make yearly payments of 
$2,000 commencing in 1973. E collects the 
dividends, votes the stock and pays the in-
terest on the note. However, he makes no 
payments toward the face amount of the 
note. Because E has no personal liability on 
the note, and since E is making no payments 
towards the face amount of the note, the 
likelihood of E paying the full purchase price 
is in substantial doubt. As a result E has not 
incurred the risks of a beneficial owner that 
the value of the stock will decline. There-
fore, no transfer of the stock has occurred on 
November 17, 1972, but an option to purchase 
the stock has been granted to E. 

Example 3. On January 3, 1971, X corpora-
tion purports to transfer to E, an employee, 
100 shares of stock in X corporation. The X 
stock is subject to the sole restriction that E 
must sell such stock to X on termination of 
employment for any reason for an amount 
which is equal to the excess (if any) of the 
book value of the X stock at termination of 
employment over book value on January 3, 
1971. The stock is not transferable by E and 
the restrictions on transfer are stamped on 
the certificate. Under these facts and cir-
cumstances, there is no transfer of the X 
stock within the meeting of section 83. 

Example 4. Assume the same facts as in ex-
ample (3) except that E paid $3,000 for the 
stock and that the restriction required E 
upon termination of employment to sell the 
stock to M for the total amount of dividends 
that have been declared on the stock since 
September 2, 1971, or $3,000 whichever is 
higher. Again, under the facts and cir-
cumstances, no transfer of the X stock has 
occurred. 
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Example 5. On July 4, 1971, X corporation 
purports to transfer to G, an employee, 100 
shares of X stock. The stock is subject to the 
sole restriction that upon termination of em-
ployment G must sell the stock to X for the 
greater of its fair market value at such time 
or $100, the amount G paid for the stock. On 
July 4, 1971 the X stock has a fair market 
value of $100. Therefore, G does not incur the 
risk of a beneficial owner that the value of 
the stock at the time of transfer ($100) will 
decline substantially. Under these facts and 
circumstances, no transfer has occurred. 

(b) Substantially vested and substan-
tially nonvested property. For purposes 
of section 83 and the regulations there-
under, property is substantially non-
vested when it is subject to a substan-
tial risk of forfeiture, within the mean-
ing of paragraph (c) of this section, and 
is nontransferable, within the meaning 
of paragraph (d) of this section. Prop-
erty is substantially vested for such 
purposes when it is either transferable 
or not subject to a substantial risk of 
forfeiture. 

(c) Substantial risk of forfeiture—(1) In 
general. For purposes of section 83 and 
these regulations, whether a risk of 
forfeiture is substantial or not depends 
upon the facts and circumstances. Ex-
cept as set forth in paragraphs (j) and 
(k) of this section, a substantial risk of 
forfeiture exists only if rights in prop-
erty that are transferred are condi-
tioned, directly or indirectly, upon the 
future performance (or refraining from 
performance) of substantial services by 
any person, or upon the occurrence of a 
condition related to a purpose of the 
transfer if the possibility of forfeiture 
is substantial. Property is not trans-
ferred subject to a substantial risk of 
forfeiture if at the time of transfer the 
facts and circumstances demonstrate 
that the forfeiture condition is un-
likely to be enforced. Further, property 
is not transferred subject to a substan-
tial risk of forfeiture to the extent that 
the employer is required to pay the fair 
market value of a portion of such prop-
erty to the employee upon the return 
of such property. The risk that the 
value of property will decline during a 
certain period of time does not con-
stitute a substantial risk of forfeiture. 
A nonlapse restriction, standing by 
itself, will not result in a substantial 
risk of forfeiture. A restriction on the 
transfer of property, whether contrac-

tual or by operation of applicable law, 
will result in a substantial risk of for-
feiture only if and to the extent that 
the restriction is described in para-
graph (j) or (k) of this section. For this 
purpose, transfer restrictions that will 
not result in a substantial risk of for-
feiture include, but are not limited to, 
restrictions that if violated, whether 
by transfer or attempted transfer of 
the property, would result in the for-
feiture of some or all of the property, 
or liability by the employee for any 
damages, penalties, fees, or other 
amount. 

(2) Illustrations of substantial risks of 
forfeiture. The regularity of the per-
formance of services and the time 
spent in performing such services tend 
to indicate whether services required 
by a condition are substantial. The fact 
that the person performing services has 
the right to decline to perform such 
services without forfeiture may tend to 
establish that services are insubstan-
tial. Where stock is transferred to an 
underwriter prior to a public offering 
and the full enjoyment of such stock is 
expressly or impliedly conditioned 
upon the successful completion of the 
underwriting, the stock is subject to a 
substantial risk of forfeiture. Where an 
employee receives property from an 
employer subject to a requirement that 
it be returned if the total earnings of 
the employer do not increase, such 
property is subject to a substantial 
risk of forfeiture. On the other hand, 
requirements that the property be re-
turned to the employer if the employee 
is discharged for cause or for commit-
ting a crime will not be considered to 
result in a substantial risk of for-
feiture. An enforceable requirement 
that the property be returned to the 
employer if the employee accepts a job 
with a competing firm will not ordi-
narily be considered to result in a sub-
stantial risk of forfeiture unless the 
particular facts and circumstances in-
dicate to the contrary. Factors which 
may be taken into account in deter-
mining whether a convenant not to 
compete constitutes a substantial risk 
of forfeiture are the age of the em-
ployee, the availability of alternative 
employment opportunities, the likeli-
hood of the employee’s obtaining such 
other employment, the degree of skill 
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possessed by the employee, the employ-
ee’s health, and the practice (if any) of 
the employer to enforce such cov-
enants. Similarly, rights in property 
transferred to a retiring employee sub-
ject to the sole requirement that it be 
returned unless he renders consulting 
services upon the request of his former 
employer will not be considered subject 
to a substantial risk of forfeiture un-
less he is in fact expected to perform 
substantial services. 

(3) Enforcement of forfeiture condition. 
In determining whether the possibility 
of forfeiture is substantial in the case 
of rights in property transferred to an 
employee of a corporation who owns a 
significant amount of the total com-
bined voting power or value of all 
classes of stock of the employer cor-
poration or of its parent corporation, 
there will be taken into account (i) the 
employee’s relationship to other stock-
holders and the extent of their control, 
potential control and possible loss of 
control of the corporation, (ii) the posi-
tion of the employee in the corporation 
and the extent to which he is subordi-
nate to other employees, (iii) the em-
ployee’s relationship to the officers and 
directors of the corporation, (iv) the 
person or persons who must approve 
the employee’s discharge, and (v) past 
actions of the employer in enforcing 
the provisions of the restrictions. For 
example, if an employee would be con-
sidered as having received rights in 
property subject to a substantial risk 
of forfeiture, but for the fact that the 
employee owns 20 percent of the single 
class of stock in the transferor cor-
poration, and if the remaining 80 per-
cent of the class of stock is owned by 
an unrelated individual (or members of 
such an individual’s family) so that the 
possibility of the corporation enforcing 
a restriction on such rights is substan-
tial, then such rights are subject to a 
substantial risk of forfeiture. On the 
other hand, if 4 percent of the voting 
power of all the stock of a corporation 
is owned by the president of such cor-
poration and the remaining stock is so 
diversely held by the public that the 
president, in effect, controls the cor-
poration, then the possibility of the 
corporation enforcing a restriction on 
rights in property transferred to the 
president is not substantial, and such 

rights are not subject to a substantial 
risk of forfeiture. 

(4) Examples. The rules contained in 
paragraph (c)(1) of this section may be 
illustrated by the following examples. 
In each example it is assumed that, if 
the conditions on transfer are not sat-
isfied, the forfeiture provision will be 
enforced. 

Example 1. On November 1, 1971, corpora-
tion X transfers in connection with the per-
formance of services to E, an employee, 100 
shares of corporation X stock for $90 per 
share. Under the terms of the transfer, E will 
be subject to a binding commitment to resell 
the stock to corporation X at $90 per share if 
he leaves the employment of corporation X 
for any reason prior to the expiration of a 2- 
year period from the date of such transfer. 
Since E must perform substantial services 
for corporation X and will not be paid more 
than $90 for the stock, regardless of its 
value, if he fails to perform such services 
during such 2-year period, E’s rights in the 
stock are subject to a substantial risk of for-
feiture during such period. 

Example 2. On November 10, 1971, corpora-
tion X transfers in connection with the per-
formance of services to a trust for the ben-
efit of employees, $100x. Under the terms of 
the trust any child of an employee who is an 
enrolled full-time student at an accredited 
educational institution as a candidate for a 
degree will receive an annual grant of cash 
for each academic year the student com-
pletes as a student in good standing, up to a 
maximum of four years. E, an employee, has 
a child who is enrolled as a full-time student 
at an accredited college as a candidate for a 
degree. Therefore, E has a beneficial interest 
in the assets of the trust equalling the value 
of four cash grants. Since E’s child must 
complete one year of college in order to re-
ceive a cash grant, E’s interest in the trust 
assets are subject to a substantial risk of 
forfeiture to the extent E’s child has not be-
come entitled to any grants. 

Example 3. On November 25, 1971, corpora-
tion X gives to E, an employee, in connec-
tion with his performance of services to cor-
poration X, a bonus of 100 shares of corpora-
tion X stock. Under the terms of the bonus 
arrangement E is obligated to return the 
corporation X stock to corporation X if he 
terminates his employment for any reason. 
However, for each year occurring after No-
vember 25, 1971, during which E remains em-
ployed with corporation X, E ceases to be ob-
ligated to return 10 shares of the corporation 
X stock. Since in each year occurring after 
November 25, 1971, for which E remains em-
ployed he is not required to return 10 shares 
of corporation X’s stock, E’s rights in 10 
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shares each year for 10 years cease to be sub-
ject to a substantial risk of forfeiture for 
each year he remains so employed. 

Example 4. (a) Assume the same facts as in 
example (3) except that for each year occur-
ring after November 25, 1971, for which E re-
mains employed with corporation X, X 
agrees to pay, in redemption of the bonus 
shares given to E if he terminates employ-
ment for any reason, 10 percent of the fair 
market value of each share of stock on the 
date of such termination of employment. 
Since corporation X will pay E 10 percent of 
the value of his bonus stock for each of the 
10 years after November 25, 1971, in which he 
remains employed by X, and the risk of a de-
cline in value is not a substantial risk of for-
feiture, E’s interest in 10 percent of such 
bonus stock becomes substantially vested in 
each of those years. 

(b) The following chart illustrates the fair 
market value of the bonus stock and the fair 
market value of the portion of bonus stock 
that becomes substantially vested on No-
vember 25, for the following years: 

Year 

Fair market value of 

All stock 

Portion of 
stock that 
becomes 

vested 

1972 ............................................... $200 $20
1973 ............................................... 300 30
1974 ............................................... 150 15
1975 ............................................... 150 15
1976 ............................................... 100 10

If E terminates his employment on July 1, 
1977, when the fair market value of the bonus 
stock is $100, E must return the bonus stock 
to X, and X must pay, in redemption of the 
bonus stock, $50 (50 percent of the value of 
the bonus stock on the date of termination 
of employment). E has recognized income 
under section 83(a) and § 1.83–1(a) with re-
spect to 50 percent of the bonus stock, and 
E’s basis in that portion of the stock equals 
the amount of income recognized, $90. Under 
§ 1.83–1(e), the $40 loss E incurred upon for-
feiture ($90 basis less $50 redemption pay-
ment) is an ordinary loss. 

Example 5. On January 7, 1971, corporation 
X, a computer service company, transfers to 
E, 100 shares of corporation X stock for $50. 
E is a highly compensated salesman who sold 
X’s products in a three-state area since 1960. 
At the time of transfer each share of X stock 
has a fair market value of $100. The stock is 
transferred to E in connection with his ter-
mination of employment with X. Each share 
of X stock is subject to the sole condition 
that E can keep such share only if he does 
not engage in competition with X for a 5- 
year period in the three-state area where E 
had previously sold X’s products. E, who is 45 
years old, has no intention of retiring from 
the work force. In order to earn a salary 

comparable to his current compensation, 
while preventing the risk of forfeiture from 
arising, E will have to expend a substantial 
amount of time and effort in another indus-
try or market to establish the necessary 
business contacts. Thus, under these facts 
and circumstances E’s rights in the stock are 
subject to a substantial risk of forfeiture. 

Example 6. On April 3, 2013, Y corporation 
grants to Q, an officer of Y, a nonstatutory 
option to purchase Y common stock. Al-
though the option is immediately exer-
cisable, it has no readily ascertainable fair 
market value when it is granted. Under the 
option, Q has the right to purchase 100 shares 
of Y common stock for $10 per share, which 
is the fair market value of a Y share on the 
date of grant of the option. On August 1, 
2013, Y sells its common stock in an initial 
public offering. Pursuant to an underwriting 
agreement entered into in connection with 
the initial public offering, Q agrees not to 
sell, otherwise dispose of, or hedge any Y 
common stock from August 1 through Feb-
ruary 1 of 2014 (‘‘the lock-up period’’). Q exer-
cises the option and Y shares are transferred 
to Q on November 15, 2013, during the lock-up 
period. The underwriting agreement does not 
impose a substantial risk of forfeiture on the 
Y shares acquired by Q because the provi-
sions of the agreement do not condition Q’s 
rights in the shares upon anyone’s future 
performance (or refraining from perform-
ance) of substantial services or on the occur-
rence of a condition related to the purpose of 
the transfer of shares to Q. Accordingly, nei-
ther section 83(c)(3) nor the imposition of the 
lock-up period by the underwriting agree-
ment precludes taxation under section 83 
when the shares resulting from exercise of 
the option are transferred to Q. 

Example 7. Assume the same facts as in Ex-
ample 6, except that on August 1, 2013, Y also 
adopts an insider trading compliance pro-
gram, under which, as applied to 2013, insid-
ers (such as Q) may trade Y shares only dur-
ing a limited number of days following each 
quarterly earnings release (‘‘a trading win-
dow’’). Under the program, if Q trades Y 
shares outside a trading window without Y’s 
permission, Y has the right to terminate Q’s 
employment. However, the exercise of the 
nonstatutory options outside a trading win-
dow for Y shares is not prohibited under the 
insider trading compliance program. Q fully 
exercises the option, and Y shares are trans-
ferred to Q, on November 15, 2013. The exer-
cise of the option occurs outside a trading 
window, and, on the date of exercise, Q is in 
possession of material nonpublic information 
concerning Y that would subject him to li-
ability under Rule 10b–5 under the Securities 
Exchange Act of 1934 if Q sold the Y shares 
while in possession of such information. Nei-
ther the insider trading compliance program 
nor the potential liability under Rule 10b–5 
impose a substantial risk of forfeiture on the 
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Y shares acquired by Q because the provi-
sions of the program and Rule 10b–5 do not 
condition Q’s rights in the shares upon any-
one’s future performance (or refraining from 
performance) of substantial services or on 
the occurrence of a condition related to the 
purpose of the transfer of shares to Q. Ac-
cordingly, none of section 83(c)(3), the impo-
sition of the trading windows by the insider 
trading compliance program, and the poten-
tial liability under Rule 10b–5 preclude tax-
ation under section 83 when the shares re-
sulting from exercise of the option are trans-
ferred to Q. 

(d) Transferability of property. For 
purposes of section 83 and the regula-
tions thereunder, the rights of a person 
in property are transferable if such per-
son can transfer any interest in the 
property to any person other than the 
transferor of the property, but only if 
the rights in such property of such 
transferee are not subject to a substan-
tial risk of forfeiture. Accordingly, 
property is transferable if the person 
performing the services or receiving 
the property can sell, assign, or pledge 
(as collateral for a loan, or as security 
for the performance of an obligation, or 
for any other purpose) his interest in 
the property to any person other than 
the transferor of such property and if 
the transferee is not required to give 
up the property or its value in the 
event the substantial risk of forfeiture 
materializes. On the other hand, prop-
erty is not considered to be transfer-
able merely because the person per-
forming the services or receiving the 
property may designate a beneficiary 
to receive the property in the event of 
his death. 

(e) Property. For purposes of section 
83 and the regulations thereunder, the 
term ‘‘property’’ includes real and per-
sonal property other than either 
money or an unfunded and unsecured 
promise to pay money or property in 
the future. The term also includes a 
beneficial interest in assets (including 
money) which are transferred or set 
aside from the claims of creditors of 
the transferor, for example, in a trust 
or escrow account. See, however, § 1.83– 
8(a) with respect to employee trusts 
and annuity plans subject to section 
402(b) and section 403(c). In the case of 
a transfer of a life insurance contract, 
retirement income contract, endow-
ment contract, or other contract pro-

viding life insurance protection, or any 
undivided interest therein, the policy 
cash value and all other rights under 
such contract (including any supple-
mental agreements thereto and wheth-
er or not guaranteed), other than cur-
rent life insurance protection, are 
treated as property for purposes of this 
section. However, in the case of the 
transfer of a life insurance contract, 
retirement income contract, endow-
ment contract, or other contract pro-
viding life insurance protection, which 
was part of a split-dollar arrangement 
(as defined in § 1.61–22(b)) entered into 
(as defined in § 1.61–22(j)) on or before 
September 17, 2003, and which is not 
materially modified (as defined in 
§ 1.61–22(j)(2)) after September 17, 2003, 
only the cash surrender value of the 
contract is considered to be property. 
Where rights in a contract providing 
life insurance protection are substan-
tially nonvested, see § 1.83–1(a)(2) for 
rules relating to taxation of the cost of 
life insurance protection. 

(f) Property transferred in connection 
with the performance of services. Prop-
erty transferred to an employee or an 
independent contractor (or beneficiary 
thereof) in recognition of the perform-
ance of, or the refraining from per-
formance of, services is considered 
transferred in connection with the per-
formance of services within the mean-
ing of section 83. The existence of other 
persons entitled to buy stock on the 
same terms and conditions as an em-
ployee, whether pursuant to a public or 
private offering may, however, indicate 
that in such circumstances a transfer 
to the employee is not in recognition of 
the performance of, or the refraining 
from performance of, services. The 
transfer of property is subject to sec-
tion 83 whether such transfer is in re-
spect of past, present, or future serv-
ices. 

(g) Amount paid. For purposes of sec-
tion 83 and the regulations thereunder, 
the term ‘‘amount paid’’ refers to the 
value of any money or property paid 
for the transfer of property to which 
section 83 applies, and does not refer to 
any amount paid for the right to use 
such property or to receive the income 
therefrom. Such value does not include 
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any stated or unstated interest pay-
ments. For rules regarding the calcula-
tion of the amount of unstated interest 
payments, see § 1.483–1(c). When section 
83 applies to the transfer of property 
pursuant to the exercise of an option, 
the term ‘‘amount paid’’ refers to any 
amount paid for the grant of the option 
plus any amount paid as the exercise 
price of the option. For rules regarding 
the forgiveness of indebtedness treated 
as an amount paid, see § 1.83–4(c). 

(h) Nonlapse restriction. For purposes 
of section 83 and the regulations there-
under, a restriction which by its terms 
will never lapse (also referred to as a 
‘‘nonlapse restriction’’) is a permanent 
limitation on the transferability of 
property— 

(1) Which will require the transferee 
of the property to sell, or offer to sell, 
such property at a price determined 
under a formula, and 

(2) Which will continue to apply to 
and be enforced against the transferee 
or any subsequent holder (other than 
the transferor). 
A limitation subjecting the property to 
a permanent right of first refusal in a 
particular person at a price determined 
under a formula is a permanent 
nonlapse restriction. Limitations im-
posed by registration requirements of 
State or Federal security laws or simi-
lar laws imposed with respect to sales 
or other dispositions of stock or securi-
ties are not nonlapse restrictions. An 
obligation to resell or to offer to sell 
property transferred in connection 
with the performance of services to a 
specific person or persons at its fair 
market value at the time of such sale 
is not a nonlapse restriction. See § 1.83– 
5(c) for examples of nonlapse restric-
tions. 

(i) Lapse restriction. For purposes of 
section 83 and the regulations there-
under, the term ‘‘lapse restriction’’ 
means a restriction other than a 
nonlapse restriction as defined in para-
graph (h) of this section, and includes 
(but is not limited to) a restriction 
that carries a substantial risk of for-
feiture. 

(j) Sales which may give rise to suit 
under section 16(b) of the Securities Ex-
change Act of 1934—(1) In general. For 
purposes of section 83 and the regula-
tions thereunder if the sale of property 

at a profit within six months after the 
purchase of the property could subject 
a person to suit under section 16(b) of 
the Securities Exchange Act of 1934, 
the person’s rights in the property are 
treated as subject to a substantial risk 
of forfeiture and as not transferable 
until the earlier of (i) the expiration of 
such six-month period, or (ii) the first 
day on which the sale of such property 
at a profit will not subject the person 
to suit under section 16(b) of the Secu-
rities Exchange Act of 1934. However, 
whether an option is ‘‘transferable by 
the optionee’’ for purposes of § 1.83– 
7(b)(2)(i) is determined without regard 
to section 83(c)(3) and this paragraph 
(j). 

(2) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples: 

Example 1. On January 1, 1983, X corpora-
tion sells to P, a beneficial owner of 12% of 
X corporation stock, in connection with P’s 
performance of services, 100 shares of X cor-
poration stock at $10 per share. At the time 
of the sale the fair market value of the X 
corporation stock is $100 per share. P, as a 
beneficial owner of more 10% of X corpora-
tion stock, is liable to suit under section 
16(b) of the Securities Exchange Act of 1934 
for recovery of any profit from any sale and 
purchase or purchase and sale of X corpora-
tion stock within a six-month period, but no 
other restrictions apply to the stock. Be-
cause the section 16(b) restriction is applica-
ble to P, P’s rights in the 100 shares of stock 
purchased on January 1, 1983, are treated as 
subject to a substantial risk of forfeiture and 
as not transferable through June 29, 1983. P 
chooses not to make an election under sec-
tion 83 (b) and therefore does not include any 
amount with respect to the stock purchase 
in gross income as compensation on the date 
of purchase. On June 30, 1983, the fair market 
value of X corporation stock is $250 per 
share. P must include $24,000 (100 shares of X 
corporation stock × $240 ($250 fair market 
value per share less $10 price paid by P for 
each share)) in gross income as compensa-
tion on June 30, 1983. If, in this example, re-
strictions other than section 16(b) applied to 
the stock, such other restrictions (but not 
section 16(b)) would be taken into account in 
determining whether the stock is subject to 
a substantial risk of foreiture and is non-
transferable for periods after June 29, 1983. 

Example 2. Assume the same facts as in ex-
ample (1) except that P is not an insider on 
or after May 1, 1983, and the section 16(b) re-
striction does not apply beginning on that 
date. On May 1, 1983, P must include in gross 
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income as compensation the difference be-
tween the fair market value of the stock on 
that date and the amount paid for the stock. 

Example 3. Assume the same facts as in ex-
ample (1) except that on June 1, 1983, X cor-
poration sells to P an additional 100 shares of 
X corporation stock at $20 per share. At the 
time of the sale the fair market value of the 
X corporation stock is $150 per share. On 
June 30, 1983, P must include $24,000 in gross 
income as compensation with respect to the 
January 1, 1983 purchase. On November 30, 
1983, the fair market value of X corporation 
stock is $200 per share. Accordingly, on that 
date P must include $18,000 (100 shares of X 
corporation stock × $180 ($200 fair market 
value per share less $20 price paid by P for 
each share)) in gross income as compensa-
tion with respect to the June 1, 1983 pur-
chase. 

Example 4. (i) On June 3, 2013, Y corpora-
tion grants to Q, an officer of Y, a nonstatu-
tory option to purchase Y common stock. Y 
stock is traded on an established securities 
market. Although the option is immediately 
exercisable, it has no readily ascertainable 
fair market value when it is granted. Under 
the option, Q has the right to purchase 100 
shares of Y common stock for $10 per share, 
which is the fair market value of a Y share 
on the date of grant of the option. The grant 
of the option is not one that satisfies the re-
quirements for a transaction that is exempt 
from section 16(b) of the Securities Exchange 
Act of 1934. On December 15, 2013, Y stock is 
trading at more than $10 per share. On that 
date, Q fully exercises the option, paying the 
exercise price in cash, and receives 100 Y 
shares. Q’s rights in the shares received as a 
result of the exercise are not conditioned 
upon the future performance of substantial 
services. Because no exemption from section 
16(b) was available for the June 3, 2013 grant 
of the option, the section 16(b) liability pe-
riod expires on December 1, 2013. Accord-
ingly, the section 16(b) liability period ex-
pires before the date that Q exercises the op-
tion and the Y common stock is transferred 
to Q. Thus, the shares acquired by Q pursu-
ant to the exercise of the option are not sub-
ject to a substantial risk of forfeiture under 
section 83(c)(3) as a result of section 16(b). As 
a result, section 83(c)(3) does not preclude 
taxation under section 83 when the shares 
acquired pursuant to the December 15, 2013 
exercise of the option are transferred to Q. 

(ii) Assume the same facts as in paragraph 
(i) of this Example 4 except that Q exercises 
the nonstatutory option on October 30, 2013 
when Y stock is trading at more than $10 per 
share. The shares acquired are subject to a 
substantial risk of forfeiture under section 
83(c)(3) as a result of section 16(b) through 
December 1, 2013. 

(iii) Assume the same facts as in paragraph 
(i) of this Example 4 except that on November 
5, 2013, Q also purchases 100 shares of Y com-

mon stock on the public market. The pur-
chase of the shares is not a transaction ex-
empt from section 16(b) of the Securities Ex-
change Act of 1934. Because no exemption 
from section 16(b) was available for the No-
vember 5, 2013 purchase of shares, the section 
16(b) liability period with respect to such 
shares will last for a period of six months 
after the November 5, 2013 purchase of 
shares. Notwithstanding the non-exempt 
purchase of Y common stock on November 5, 
2013, the shares acquired by Q pursuant to 
the December 15, 2013 exercise of the option 
are not subject to a substantial risk of for-
feiture under section 83(c)(3) as a result of 
section 16(b). As a result, section 83(c)(3) does 
not preclude taxation under section 83 when 
the shares acquired pursuant to the Decem-
ber 15, 2013 exercise of the option are trans-
ferred to Q. 

(k) For purposes of section 83 and the 
regulations thereunder, property is 
subject to substantial risk of forfeiture 
and is not transferable so long as the 
property is subject to a restriction on 
transfer to comply with the ‘‘Pooling- 
of-Interests Accounting’’ rules set 
forth in Accounting Series Release 
Numbered 130 ((10/5/72) 37 FR 20937; 17 
CFR 211.130) and Accounting Series Re-
lease Numbered 135 ((1/18/73) 38 FR 1734; 
17 CFR 211.135). 

(l) Effective/applicability date. This 
section applies to property transferred 
on or after January 1, 2013. For rules 
relating to property transferred before 
that date, see § 1.83–3 as contained in 26 
CFR part 1 (as of April 1, 2012). 

[T.D. 7554, 43 FR 31916, July 24, 1978, as 
amended by T.D. 8042, 50 FR 31713, Aug. 6, 
1985; 50 FR 39664, Sept. 30, 1985; T.D. 9092, 68 
FR 54351, Sept. 17, 2003; T.D. 9223, 70 FR 50971, 
Aug. 29, 2005; T.D. 9659, 79 FR 10664, Feb. 26, 
2014] 

§ 1.83–4 Special rules. 
(a) Holding period. Under section 83(f), 

the holding period of transferred prop-
erty to which section 83(a) applies shall 
begin just after such property is sub-
stantially vested. However, if the per-
son who has performed the services in 
connection with which property is 
transferred has made an election under 
section 83(b), the holding period of such 
property shall begin just after the date 
such property is transferred. If prop-
erty to which section 83 and the regula-
tions thereunder apply is transferred at 
arm’s length, the holding period of 
such property in the hands of the 
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transferee shall be determined in ac-
cordance with the rules provided in 
section 1223. 

(b) Basis. (1) Except as provided in 
paragraph (b)(2) of this section, if prop-
erty to which section 83 and the regula-
tions thereunder apply is acquired by 
any person (including a person who ac-
quires such property in a subsequent 
transfer which is not at arm’s length), 
while such property is still substan-
tially nonvested, such person’s basis 
for the property shall reflect any 
amount paid for such property and any 
amount includible in the gross income 
of the person who performed the serv-
ices (including any amount so includ-
ible as a result of a disposition by the 
person who acquired such property.) 
Such basis shall also reflect any ad-
justments to basis provided under sec-
tions 1015 and 1016. 

(2) If property to which § 1.83–1 ap-
plies is transferred at arm’s length, the 
basis of the property in the hands of 
the transferee shall be determined 
under section 1012 and the regulations 
thereunder. 

(c) Forgiveness of indebtedness treated 
as an amount paid. If an indebtedness 
that has been treated as an amount 
paid under § 1.83–1(a)(1)(ii) is subse-
quently cancelled, forgiven or satisfied 
for an amount less than the amount of 
such indebtedness, the amount that is 
not, in fact, paid shall be includible in 
the gross income of the service pro-
vider in the taxable year in which such 
cancellation, forgiveness or satisfac-
tion occurs. 

[T.D. 7554, 43 FR 31918, July 24, 1978] 

§ 1.83–5 Restrictions that will never 
lapse. 

(a) Valuation. For purposes of section 
83 and the regulations thereunder, in 
the case of property subject to a 
nonlapse restriction (as defined in 
§ 1.83–3(h)), the price determined under 
the formula price will be considered to 
be the fair market value of the prop-
erty unless established to the contrary 
by the Commissioner, and the burden 
of proof shall be on the commissioner 
with respect to such value. If stock in 
a corporation is subject to a nonlapse 
restriction which requires the trans-
feree to sell such stock only at a for-
mula price based on book value, a rea-

sonable multiple of earnings or a rea-
sonable combination thereof, the price 
so determined will ordinarily be re-
garded as determinative of the fair 
market value of such property for pur-
poses of section 83. However, in certain 
circumstances the formula price will 
not be considered to be the fair market 
value of property subject to such a for-
mula price restriction, even though the 
formula price restriction is a substan-
tial factor in determining such value. 
For example, where the formula price 
is the current book value of stock, the 
book value of the stock at some time 
in the future may be a more accurate 
measure of the value of the stock than 
the current book value of the stock for 
purposes of determining the fair mar-
ket value of the stock at the time the 
stock becomes substantially vested. 

(b) Cancellation—(1) In general. Under 
section 83(d)(2), if a nonlapse restric-
tion imposed on property that is sub-
ject to section 83 is cancelled, then, un-
less the taxpayer establishes— 

(i) That such cancellation was not 
compensatory, and 

(ii) That the person who would be al-
lowed a deduction, if any, if the can-
cellation were treated as compen-
satory, will treat the transaction as 
not compensatory, as provided in para-
graph (c)(2) of this section, the excess 
of the fair market value of such prop-
erty (computed without regard to such 
restriction) at the time of cancellation, 
over the sum of— 

(iii) The fair market value of such 
property (computed by taking the re-
striction into account) immediately 
before the cancellation, and 

(iv) The amount, if any, paid for the 
cancellation, shall be treated as com-
pensation for the taxable year in which 
such cancellation occurs. Whether 
there has been a noncompensatory can-
cellation of a nonlapse restriction 
under section 83(d)(2) depends upon the 
particular facts and circumstances. Or-
dinarily the fact that the employee or 
independent contractor is required to 
perform additional services or that the 
salary or payment of such a person is 
adjusted to take the cancellation into 
account indicates that such cancella-
tion has a compensatory purpose. On 
the other hand, the fact that the origi-
nal purpose of a restriction no longer 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00343 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



332 

26 CFR Ch. I (4–1–15 Edition) § 1.83–5 

exists may indicate that the purpose of 
such cancellation is noncompensatory. 
Thus, for example, if a so-called ‘‘buy- 
sell’’ restriction was imposed on a cor-
poration’s stock to limit ownership of 
such stock and is being cancelled in 
connection with a public offering of the 
stock, such cancellation will generally 
be regarded as noncompensatory. How-
ever, the mere fact that the employer 
is willing to forego a deduction under 
section 83(h) is insufficient evidence to 
establish a noncompensatory cancella-
tion of a nonlapse restriction. The re-
fusal by a corporation or shareholder 
to repurchase stock of the corporation 
which is subject to a permanent right 
of first refusal will generally be treated 
as a cancellation of a nonlapse restric-
tion. The preceding sentence shall not 
apply where there is no nonlapse re-
striction, for example, where the price 
to be paid for the stock subject to the 
right of first refusal is the fair market 
value of the stock. Section 83(d)(2) and 
this (1) do not apply where imme-
diately after the cancellation of a 
nonlapse restriction the property is 
still substantially nonvested and no 
section 83(b) election has been made 
with respect to such property. In such 
a case the rules of section 83(a) and 
§ 1.83–1 shall apply to such property. 

(2) Evidence of noncompensatory can-
cellation. In addition to the information 
necessary to establish the factors de-
scribed in paragraph (b)(1) of this sec-
tion, the taxpayer shall request the 
employer to furnish the taxpayer with 
a written statement indicating that 
the employer will not treat the can-
cellation of the nonlapse restriction as 
a compensatory event, and that no de-
duction will be taken with respect to 
such cancellation. The taxpayer shall 
file such written statement with his in-
come tax return for the taxable year in 
which or with which such cancellation 
occurs. 

(c) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. On November 1, 1971, X corpora-
tion whose shares are closely held and not 
regularly traded, transfers to E, an em-
ployee, 100 shares of X corporation stock 
subject to the condition that, if he desires to 
dispose of such stock during the period of his 
employment, he must resell the stock to his 
employer at its then existing book value. In 

addition, E or E’s estate is obligated to offer 
to sell the stock at his retirement or death 
to his employer at its then existing book 
value. Under these facts and circumstances, 
the restriction to which the shares of X cor-
poration stock are subject is a nonlapse re-
striction. Consequently, the fair market 
value of the X stock is includible in E’s gross 
income as compensation for taxable year 
1971. However, in determining the fair mar-
ket value of the X stock, the book value for-
mula price will ordinarily be regarded as 
being determinative of such value. 

Example 2. Assume the facts are the same 
as in example (1), except that the X stock is 
subject to the condition that if E desires to 
dispose of the stock during the period of his 
employment he must resell the stock to his 
employer at a multiple of earnings per share 
that is in this case a reasonable approxima-
tion of value at the time of transfer to E. In 
addition, E or E’s estate is obligated to offer 
to sell the stock at his retirement or death 
to his employer at the same multiple of 
earnings. Under these facts and cir-
cumstances, the restriction to which the X 
corporation stock is subject is a nonlapse re-
striction. Consequently, the fair market 
value of the X stock is includible in E’s gross 
income for taxable year 1971. However, in de-
termining the fair market value of the X 
stock, the multiple-of-earnings formula price 
will ordinarily be regarded as determinative 
of such value. 

Example 3. On January 4, 1971, X corpora-
tion transfers to E, an employee, 100 shares 
of stock in X corporation. Each such share of 
stock is subject to an agreement between X 
and E whereby E agrees that such shares are 
to be held solely for investment purposes and 
not for resale (a so-called investment letter 
restriction). E’s rights in such stock are sub-
stantially vested upon transfer, causing the 
fair market value of each share of X corpora-
tion stock to be includible in E’s gross in-
come as compensation for taxable year 1971. 
Since such an investment letter restriction 
does not constitute a nonlapse restriction, in 
determining the fair market value of each 
share, the investment letter restriction is 
disregarded. 

Example 4. On September 1, 1971, X corpora-
tion transfers to B, an independent con-
tractor, 500 shares of common stock in X cor-
poration in exchange for B’s agreement to 
provide services in the construction of an of-
fice building on property owned by X cor-
poration. X corporation has 100 shares of pre-
ferred stock outstanding and an additional 
500 shares of common stock outstanding. The 
preferred stock has a liquidation value of 
$1,000x, which is equal to the value of all as-
sets owned by X. Therefore, the book value 
of the common stock in X corporation is $0. 
Under the terms of the transfer, if B wishes 
to dispose of the stock, B must offer to sell 
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the stock to X for 150 percent of the then ex-
isting book value of B’s common stock. The 
stock is also subject to a substantial risk of 
forfeiture until B performs the agreed-upon 
services. B makes a timely election under 
section 83(b) to include the value of the 
stock in gross income in 1971. Under these 
facts and circumstances, the restriction to 
which the shares of X corporation common 
stock are subject is a nonlapse restriction. In 
determining the fair market value of the X 
common stock at the time of transfer, the 
book value formula price would ordinarily be 
regarded as determinative of such value. 
However, the fair market value of X common 
stock at the time of transfer, subject to the 
book value restriction, is greater than $0 
since B was willing to agree to provide valu-
able personal services in exchange for the 
stock. In determining the fair market value 
of the stock, the expected book value after 
construction of the office building would be 
given great weight. The likelihood of com-
pletion of construction would be a factor in 
determining the expected book value after 
completion of construction. 

[T.D. 7554, 43 FR 31918, July 24, 1978] 

§ 1.83–6 Deduction by employer. 
(a) Allowance of deduction—(1) General 

rule. In the case of a transfer of prop-
erty in connection with the perform-
ance of services, or a compensatory 
cancellation of a nonlapse restriction 
described in section 83(d) and § 1.83–5, a 
deduction is allowable under section 
162 or 212 to the person for whom the 
services were performed. The amount 
of the deduction is equal to the amount 
included as compensation in the gross 
income of the service provider under 
section 83 (a), (b), or (d)(2), but only to 
the extent the amount meets the re-
quirements of section 162 or 212 and the 
regulations thereunder. The deduction 
is allowed only for the taxable year of 
that person in which or with which 
ends the taxable year of the service 
provider in which the amount is in-
cluded as compensation. For purposes 
of this paragraph, any amount ex-
cluded from gross income under section 
79 or section 101(b) or subchapter N is 
considered to have been included in 
gross income. 

(2) Special Rule. For purposes of para-
graph (a)(1) of this section, the service 
provider is deemed to have included 
the amount as compensation in gross 
income if the person for whom the 
services were performed satisfies in a 
timely manner all requirements of sec-

tion 6041 or section 6041A, and the regu-
lations thereunder, with respect to 
that amount of compensation. For pur-
poses of the preceding sentence, wheth-
er a person for whom services were per-
formed satisfies all requirements of 
section 6041 or section 6041A, and the 
regulations thereunder, is determined 
without regard to § 1.6041–3(c) (excep-
tion for payments to corporations). In 
the case of a disqualifying disposition 
of stock described in section 421(b), an 
employer that otherwise satisfies all 
requirements of section 6041 and the 
regulations thereunder will be consid-
ered to have done so timely for pur-
poses of this paragraph (a)(2) if Form 
W-2 or Form W-2c, as appropriate, is 
furnished to the employee or former 
employee, and is filed with the federal 
government, on or before the date on 
which the employer files the tax return 
claiming the deduction relating to the 
disqualifying disposition. 

(3) Exceptions. Where property is sub-
stantially vested upon transfer, the de-
duction shall be allowed to such person 
in accordance with his method of ac-
counting (in conformity with sections 
446 and 461). In the case of a transfer to 
an employee benefit plan described in 
§ 1.162–10(a) or a transfer to an employ-
ees’ trust or annuity plan described in 
section 404(a)(5) and the regulations 
thereunder, section 83(h) and this sec-
tion do not apply. 

(4) Capital expenditure, etc. No deduc-
tion is allowed under section 83(h) to 
the extent that the transfer of property 
constitutes a capital expenditure, an 
item of deferred expense, or an amount 
properly includible in the value of in-
ventory items. In the case of a capital 
expenditure, for example, the basis of 
the property to which such capital ex-
penditure relates shall be increased at 
the same time and to the same extent 
as any amount includible in the em-
ployee’s gross income in respect of 
such transfer. Thus, for example, no de-
duction is allowed to a corporation in 
respect of a transfer of its stock to a 
promoter upon its organization, not-
withstanding that such promoter must 
include the value of such stock in his 
gross income in accordance with the 
rules under section 83. 

(5) Transfer of life insurance contract 
(or an undivided interest therein)—(i) 
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General rule. In the case of a transfer of 
a life insurance contract (or an undi-
vided interest therein) described in 
§ 1.61–22(c)(3) in connection with the 
performance of services, a deduction is 
allowable under paragraph (a)(1) of this 
section to the person for whom the 
services were performed. The amount 
of the deduction, if allowable, is equal 
to the sum of the amount included as 
compensation in the gross income of 
the service provider under § 1.61–22(g)(1) 
and the amount determined under 
§ 1.61–22(g)(1)(ii). 

(ii) Effective date—(A) General rule. 
Paragraph (a)(5)(i) of this section ap-
plies to any split-dollar life insurance 
arrangement (as defined in § 1.61– 
22(b)(1) or (2)) entered into after Sep-
tember 17, 2003. For purposes of this 
paragraph (a)(5), an arrangement is en-
tered into as determined under § 1.61– 
22(j)(1)(ii). 

(B) Modified arrangements treated as 
new arrangements. If an arrangement 
entered into on or before September 17, 
2003 is materially modified (within the 
meaning of § 1.61–22(j)(2)) after Sep-
tember 17, 2003, the arrangement is 
treated as a new arrangement entered 
into on the date of the modification. 

(6) Effective date. Paragraphs (a)(1) 
and (2) of this section apply to deduc-
tions for taxable years beginning on or 
after January 1, 1995. However, tax-
payers may also apply paragraphs (a)(1) 
and (2) of this section when claiming 
deductions for taxable years beginning 
before that date if the claims are not 
barred by the statute of limitations. 
Paragraphs (a) (3) and (4) of this sec-
tion are effective as set forth in § 1.83– 
8(b). 

(b) Recognition of gain or loss. Except 
as provided in section 1032, at the time 
of a transfer of property in connection 
with the performance of services the 
transferor recognizes gain to the ex-
tent that the transferor receives an 
amount that exceeds the transferor’s 
basis in the property. In addition, at 
the time a deduction is allowed under 
section 83(h) and paragraph (a) of this 
section, gain or loss is recognized to 
the extent of the difference between (1) 
the sum of the amount paid plus the 
amount allowed as a deduction under 
section 83(h), and (2) the sum of the 
taxpayer’s basis in the property plus 

any amount recognized pursuant to the 
previous sentence. 

(c) Forfeitures. If, under section 83(h) 
and paragraph (a) of this section, a de-
duction, an increase in basis, or a re-
duction of gross income was allowable 
(disregarding the reasonableness of the 
amount of compensation) in respect of 
a transfer of property and such prop-
erty is subsequently forfeited, the 
amount of such deduction, increase in 
basis or reduction of gross income shall 
be includible in the gross income of the 
person to whom it was allowable for 
the taxable year of forfeiture. The 
basis of such property in the hands of 
the person to whom it is forfeited shall 
include any such amount includible in 
the gross income of such person, as 
well as any amount such person pays 
upon forfeiture. 

(d) Special rules for transfers by share-
holders—(1) Transfers. If a shareholder 
of a corporation transfers property to 
an employee of such corporation or to 
an independent contractor (or to a ben-
eficiary thereof), in consideration of 
services performed for the corporation, 
the transaction shall be considered to 
be a contribution of such property to 
the capital of such corporation by the 
shareholder, and immediately there-
after a transfer of such property by the 
corporation to the employee or inde-
pendent contractor under paragraphs 
(a) and (b) of this section. For purposes 
of this (1), such a transfer will be con-
sidered to be in consideration for serv-
ices performed for the corporation if ei-
ther the property transferred is sub-
stantially nonvested at the time of 
transfer or an amount is includible in 
the gross income of the employee or 
independent contractor at the time of 
transfer under § 1.83–1(a)(1) or § 1.83– 
2(a). In the case of such a transfer, any 
money or other property paid to the 
shareholder for such stock shall be con-
sidered to be paid to the corporation 
and transferred immediately thereafter 
by the corporation to the shareholder 
as a distribution to which section 302 
applies. For special rules that may 
applyto a corporation’s transfer of its 
own stock to any person in consider-
ation of services performed for another 
corporation or partnership, see § 1.1032– 
3. The preceding sentence applies to 
transfers of stock and amounts paid for 
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such stock occurring on or after May 
16, 2000. 

(2) Forfeiture. If, following a trans-
action described in paragraph (d)(1) of 
this section, the transferred property is 
forfeited to the shareholder, paragraph 
(c) of this section shall apply both with 
respect to the shareholder and with re-
spect to the corporation. In addition, 
the corporation shall in the taxable 
year of forfeiture be allowed a loss (or 
realize a gain) to offset any gain (or 
loss) realized under paragraph (b) of 
this section. For example, if a share-
holder transfers property to an em-
ployee of the corporation as compensa-
tion, and as a result the shareholder’s 
basis of $200x in such property is allo-
cated to his stock in such corporation 
and such corporation recognizes a 
short-term capital gain of $800x, and is 
allowed a deduction of $1,000x on such 
transfer, upon a subsequent forfeiture 
of the property to the shareholder, the 
shareholder shall take $200x into gross 
income, and the corporation shall take 
$1,000x into gross income and be al-
lowed a short-term capital loss of $800x. 

(e) Options. [Reserved] 
(f) Reporting requirements. [Reserved] 

[T.D. 7554, 43 FR 31919, July 24, 1978, as 
amended by T.D. 8599, July 19, 1995; T.D. 8883, 
65 FR 31076, May 16, 2000; T.D. 9092, 68 FR 
54352, Sept. 17, 2003] 

§ 1.83–7 Taxation of nonqualified stock 
options. 

(a) In general. If there is granted to 
an employee or independent contractor 
(or beneficiary thereof) in connection 
with the performance of services, an 
option to which section 421 (relating 
generally to certain qualified and other 
options) does not apply, section 83(a) 
shall apply to such grant if the option 
has a readily ascertainable fair market 
value (determined in accordance with 
paragraph (b) of this section) at the 
time the option is granted. The person 
who performed such services realizes 
compensation upon such grant at the 
time and in the amount determined 
under section 83(a). If section 83(a) does 
not apply to the grant of such an op-
tion because the option does not have a 
readily ascertainable fair market value 
at the time of grant, sections 83(a) and 
83(b) shall apply at the time the option 
is exercised or otherwise disposed of, 

even though the fair market value of 
such option may have become readily 
ascertainable before such time. If the 
option is exercised, sections 83(a) and 
83(b) apply to the transfer of property 
pursuant to such exercise, and the em-
ployee or independent contractor real-
izes compensation upon such transfer 
at the time and in the amount deter-
mined under section 83(a) or 83(b). If 
the option is sold or otherwise disposed 
of in an arm’s length transaction, sec-
tions 83(a) and 83(b) apply to the trans-
fer of money or other property received 
in the same manner as sections 83(a) 
and 83(b) would have applied to the 
transfer of property pursuant to an ex-
ercise of the option. The preceding sen-
tence does not apply to a sale or other 
disposition of the option to a person re-
lated to the service provider that oc-
curs on or after July 2, 2003. For this 
purpose, a person is related to the serv-
ice provider if— 

(1) The person and the service pro-
vider bear a relationship to each other 
that is specified in section 267(b) or 
707(b)(1), subject to the modifications 
that the language ‘‘20 percent’’ is used 
instead of ‘‘50 percent’’ each place it 
appears in sections 267(b) and 707(b)(1), 
and section 267(c)(4) is applied as if the 
family of an individual includes the 
spouse of any member of the family; or 

(2) The person and the service pro-
vider are engaged in trades or busi-
nesses under common control (within 
the meaning of section 52(a) and (b)); 
provided that a person is not related to 
the service provider if the person is the 
service recipient with respect to the 
option or the grantor of the option. 

(b) Readily ascertainable defined—(1) 
Actively traded on an established market. 
Options have a value at the time they 
are granted, but that value is ordi-
narily not readily ascertainable unless 
the option is actively traded on an es-
tablished market. If an option is ac-
tively traded on an established market, 
the fair market value of such option is 
readily ascertainable for purposes of 
this section by applying the rules of 
valuation set forth in § 20.2031–2. 

(2) Not actively traded on an established 
market. When an option is not actively 
traded on an established market, it 
does not have a readily ascertainable 
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fair market value unless its fair mar-
ket value can otherwise be measured 
with reasonable accuracy. For purposes 
of this section, if an option is not ac-
tively traded on an established market, 
the option does not have a readily as-
certainable fair market value when 
granted unless the taxpayer can show 
that all of the following conditions 
exist: 

(i) The option is transferable by the 
optionee; 

(ii) The option is exerciseable imme-
diately in full by the optionee; 

(iii) The option or the property sub-
ject to the option is not subject to any 
restriction or condition (other than a 
lien or other condition to secure the 
payment of the purchase price) which 
has a significant effect upon the fair 
market value of the option; and 

(iv) The fair market value of the op-
tion privilege is readily ascertainable 
in accordance with paragraph (b)(3) of 
this section. 

(3) Option privilege. The option privi-
lege in the case of an option to buy is 
the opportunity to benefit during the 
option’s exercise period from any in-
crease in the value of property subject 
to the option during such period, with-
out risking any capital. Similarly, the 
option privilege in the case of an op-
tion to sell is the opportunity to ben-
efit during the exercise period from a 
decrease in the value of property sub-
ject to the option. For example, if at 
some time during the exercise period of 
an option to buy, the fair market value 
of the property subject to the option is 
greater than the option’s exercise 
price, a profit may be realized by exer-
cising the option and immediately sell-
ing the property so acquired for its 
higher fair market value. Irrespective 
of whether any such gain may be real-
ized immediately at the time an option 
is granted, the fair market value of an 
option to buy includes the value of the 
right to benefit from any future in-
crease in the value of the property sub-
ject to the option (relative to the op-
tion exercise price), without risking 
any capital. Therefore, the fair market 
value of an option is not merely the 
difference that may exist at a par-
ticular time between the option’s exer-
cise price and the value of the property 
subject to the option, but also includes 

the value of the option privilege for the 
remainder of the exercise period. Ac-
cordingly, for purposes of this section, 
in determining whether the fair mar-
ket value of an option is readily ascer-
tainable, it is necessary to consider 
whether the value of the entire option 
privilege can be measured with reason-
able accuracy. In determining whether 
the value of the option privilege is 
readily ascertainable, and in deter-
mining the amount of such value when 
such value is readily ascertainable, it 
is necessary to consider— 

(i) Whether the value of the property 
subject to the option can be 
ascertained; 

(ii) The probability of any ascertain-
able value of such property increasing 
or decreasing; and 

(iii) The length of the period during 
which the option can be exercised. 

(c) Reporting requirements. [Reserved] 
(d) This section applies on and after 

July 2, 2003. For transactions prior to 
that date, see § 1.83–7 as published in 26 
CFR part 1 (revised as of April 1, 2003). 

[T.D. 7554, 43 FR 31920, July 24, 1978, as 
amended by T.D. 9067, 68 FR 39454, July 2, 
2003; T.D. 9148, 69 FR 48392, Aug. 10, 2004] 

§ 1.83–8 Applicability of section and 
transitional rules. 

(a) Scope of section 83. Section 83 is 
not applicable to— 

(1) A transaction concerning an op-
tion to which section 421 applies; 

(2) A transfer to or from a trust de-
scribed in section 401(a) for the benefit 
of employees or their beneficiaries, or 
a transfer under an annuity plan that 
meets the requirements of section 
404(a)(2) for the benefit of employees or 
their beneficiaries; 

(3) The transfer of an option without 
a readily ascertainable fair market 
value (as defined in § 1.83–7(b)(1)); or 

(4) The transfer of property pursuant 
to the exercise of an option with a 
readily ascertainable fair market value 
at the date of grant. Section 83 applies 
to a transfer to or from a trust or 
under an annuity plan for the benefit 
of employees, independent contractors, 
or their beneficiaries (except as pro-
vided in paragraph (a)(2) of this sec-
tion), but to the extent a transfer is 
subject to section 402(b) or 403(c), sec-
tion 83 applies to such a transfer only 
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as provided for in section 402(b) or 
403(c). 

(b) Transitional rules—(1) In general. 
Except as otherwise provided in this 
paragraph, section 83 and the regula-
tions thereunder shall apply to prop-
erty transferred after June 30, 1969. 

(2) Binding written contracts. Section 
83 and the regulations thereunder shall 
not apply to property transferred pur-
suant to a binding written contract en-
tered into before April 22, 1969. For pur-
poses of this paragraph, a binding writ-
ten contract means only a written con-
tract under which the employee or 
independent contractor has an enforce-
able right to compel the transfer of 
property or to obtain damages upon 
the breach of such contract. A contract 
which provides that a person’s right to 
such property is contingent upon the 
happening of an event (including the 
passage of time) may satisfy the re-
quirements of this paragraph. However, 
if the event itself, or the determination 
of whether the event has occurred, 
rests with the board of directors or any 
other individual or group acting on be-
half of the employer (other than an ar-
bitrator), the contract will not be 
treated as giving the person an enforce-
able right for purposes of this para-
graph. 
The fact that the board of directors has 
the power (either expressly or 
impliedly) to terminate employment of 
an officer pursuant to a contract that 
contemplates the completion of serv-
ices over a fixed or ascertainable pe-
riod does not negate the existence of a 
binding written contract. Nor will the 
binding nature of the contract be ne-
gated by a provision in such contract 
which allows the employee or inde-
pendent contractor to terminate the 
contract for any year and receive cash 
instead of property if such election 
would cause a substantial penalty, 
such as a forfeiture of part or all of the 
property received in connection with 
the performance of services in an ear-
lier year. 

(3) Options granted before April 22, 
1969. Section 83 shall not apply to prop-
erty received upon the exercise of an 
option granted before April 22, 1969. 

(4) Certain written plans. Section 83 
shall not apply to property transferred 
(whether or not by the exercise of an 

option) before May 1, 1970, pursuant to 
a written plan adopted and approved 
before July 1, 1969. A plan is to be con-
sidered as having been adopted and ap-
proved before July 1, 1969, only if prior 
to such date the transferor of the prop-
erty undertook an ascertainable course 
of conduct which under applicable 
State law does not require further ap-
proval by the board of directors or the 
stockholders of any corporation. For 
example, if a corporation transfers 
property to an employee in connection 
with the performance of services pursu-
ant to a plan adopted and approved be-
fore July 1, 1969, by the board of direc-
tors of such corporation, it is not nec-
essary that the stockholders have 
adopted or approved such plan if State 
law does not require such approval. 
However, such approval is necessary if 
required by the articles of incorpora-
tion or the bylaws or if, by its terms, 
such plan will not become effective 
without such approval. 

(5) Certain options granted pursuant to 
a binding written contract. Section 83 
shall not apply to property transferred 
before January 1, 1973, upon the exer-
cise of an option granted pursuant to a 
binding written contract (as defined in 
paragraph (b)(2) of this section) entered 
into before April 22, 1969, between a 
corporation and the transferor of such 
property requiring the transferor to 
grant options to employees of such cor-
poration (or a subsidiary of such cor-
poration) to purchase a determinable 
number of shares of stock of such cor-
poration, but only if the transferee was 
an employee of such corporation (or a 
subsidiary of such corporation) on or 
before April 22, 1969. 

(6) Certain tax free exchanges. Section 
83 shall not apply to property trans-
ferred in exchange for (or pursuant to 
the exercise of a conversion privilege 
contained in) property transferred be-
fore July 1, 1969, or in exchange for 
property to which section 83 does not 
apply (by reason of paragraphs (1), (2), 
(3), or (4) of section 83(i)), if section 354, 
355, 356, or 1036 (or so much of section 
1031 as relates to section 1036) applies, 
or if gain or loss is not otherwise re-
quired to be recognized upon the exer-
cise of such conversion privilege, and if 
the property received in such exchange 
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is subject to restrictions and condi-
tions substantially similar to those to 
which the property given in such ex-
change was subject. 

[T.D. 7554, 43 FR 31921, July 24, 1978] 

§ 1.84–1 Transfer of appreciated prop-
erty to political organizations. 

(a) Transfer defined. A transfer after 
May 7, 1974, of property to a political 
organization (as defined in section 
527(e)(1), and including a newsletter 
fund to the extent provided under sec-
tion 527(g)) is treated as a sale of the 
property to the political organization 
if the fair market value of the property 
exceeds its adjusted basis. The trans-
feror is treated as having realized an 
amount equal to the fair market value 
of the property on the date of the 
transfer. For purposes of this section, a 
transfer is any assignment, convey-
ance, or delivery of property other 
than a bona fide sale for an adequate 
and full consideration in money or 
money’s worth, whether the transfer is 
in trust or otherwise, whether the 
transfer is direct or indirect and 
whether the property is real or per-
sonal, tangible or intangible. Thus, for 
example, a sale at less than fair mar-
ket value (other than an ordinary trade 
discount), or a receipt of property by a 
political organization under an agency 
agreement entitling the organization 
to sell the property and retain all or a 
portion of the proceeds of the sale, is a 
transfer within the meaning, of this 
section. The term ‘‘transfer’’ also in-
cludes an illegal contribution of prop-
erty. 

(b) Amount realized. A transferor to 
whom this section applies realizes an 
amount equal to the fair market value 
of the property on the date of the 
transfer. For purposes of this section, 
the definition of fair market value set 
forth in § 1.170A–1(c) (2) and (3) is incor-
porated by reference. 

(c) Amount recognized. A transferor to 
whom this section applies is treated as 
having sold the property to the polit-
ical organization on the date of the 
transfer. Therefore, the rules of chap-
ter 1 of subtitle A (relating to income 
tax) apply to the gain realized under 
this section as if this gain were an 
amount realized upon the sale of the 
property. These rules include those of 

section 55 and section 56 (relating to 
minimum tax for tax preference), sec-
tion 306 (relating to disposition of cer-
tain stock), section 1201 (relating to 
the alternative tax on certain capital 
gains), section 1245 (relating to gain 
from dispositions of certain depreciable 
property), and section 1250 (relating to 
gain from dispositions of certain depre-
ciable realty). 

(d) Holding period. The holding period 
of property transferred to a political 
organization to which this section ap-
plies begins on the day after the date of 
acquisition of the property by the po-
litical organization. 

[T.D. 7671, 45 FR 8003, Feb. 6, 1980] 

§ 1.85–1 Unemployment compensation. 

(a) Introduction. Section 85 prescribes 
rules relating to the inclusion in gross 
income of unemployment compensa-
tion (as defined in paragraph (b)(1) of 
this section) paid in taxable years be-
ginning after December 31, 1978, pursu-
ant to governmental programs. In gen-
eral, these rules provide that unem-
ployment compensation paid pursuant 
to governmental programs is includible 
in the gross income of a taxpayer if the 
taxpayer’s modified adjusted gross in-
come (as defined in paragraph (b)(2) of 
this section) exceeds a statutory base 
amount (as defined in paragraph (b)(3) 
of this section). If there is such an ex-
cess, however, the amount included in 
gross income is limited under para-
graph (c)(1) of this section to the lesser 
of one-half of such excess or the 
amount of the unemployment com-
pensation. If such taxpayer’s modified 
adjusted gross income does not exceed 
the applicable statutory base amount, 
none of the unemployment compensa-
tion is included in the taxpayer’s gross 
income. 

(b) Definitions—(1) Unemployment com-
pensation—(i) General rule. Except as 
provided in paragraph (b)(1)(iii) of this 
section, the term ‘‘unemployment com-
pensation’’ means any amount received 
under a law of the United States, or of 
a State, which is in the nature of un-
employment compensation. Thus, sec-
tion 85 applies only to unemployment 
compensation paid pursuant to govern-
mental programs and does not apply to 
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amounts paid pursuant to private non-
governmental unemployment com-
pensation plans (which are includible 
in income without regard to section 
85). Generally, unemployment com-
pensation programs are those designed 
to protect taxpayers against the loss of 
income caused by involuntary layoff. 
Ordinarily, unemployment compensa-
tion is paid in cash and on a periodic 
basis. The amount of the payments is 
usually computed in accordance with 
formula based on the taxpayer’s length 
of prior employment and wages. Such 
payments, however, may be made in a 
lump sum or other than in cash or on 
some other basis. 

(ii) Disability and worker’s compensa-
tion payments. Amounts in the nature 
of unemployment compensation also 
include cash disability payments made 
pursuant to a governmental program 
as a substitute for case unemployment 
payments to an unemployed taxpayer 
who is ineligible for such payments 
solely because of the disability. Usu-
ally these disability payments are paid 
in the same weekly amount and for the 
same period as the unemployment 
compensation benefits to which the un-
employed taxpayer otherwise would 
have been entitled. Amounts received 
under workmen’s compensation acts as 
compensation for personal injuries or 
sickness are not amounts in the nature 
of unemployment compensation. See 
section 104(a)(1) relating to the exclu-
sion from gross income of such 
amounts. 

(iii) Employee contributions to a gov-
ernmental plan. If a governmental un-
employment compensation program is 
funded in part by an employee’s con-
tribution which is not deductible by 
the employee, an amount paid to such 
employee under the program is not to 
be considered unemployment com-
pensation until an amount equal to the 
total nondeductible contributions paid 
by the employee to such program has 
been paid to such employee. 

(iv) Examples of governmental unem-
ployment compensation programs. Gov-
ernmental unemployment compensa-
tion programs include (but are not lim-
ited to) programs established under: 

(A) A State law approved by the Sec-
retary of Labor pursuant to section 

3304 of the Internal Revenue Code of 
1954. 

(B) Chapter 85 of title 5, United 
States Code, relating to unemployment 
compensation for Federal employees 
generally and for ex-servicemen. 

(C) Trade Act of 1974, sections 231 and 
232 (19 U.S.C. 2291 and 2292). 

(D) Disaster Relief Act of 1974, sec-
tion 407 (42 U.S.C. 5177). 

(E) The Airline Deregulation Act of 
1978 (49 U.S.C. 1552(b)). 

(F) The Railroad Unemployment In-
surance Act, section 2 (45 U.S.C. 352). 

(2) Modified adjusted gross income. The 
term ‘‘modified adjusted gross income’’ 
means the sum of the following 
amounts: 

(i) Adjusted gross income (as defined 
in section 62); 

(ii) All disability payments of the 
type that are eligible for exclusion 
from gross income under section 105(d); 
and 

(iii) All amounts of unemployment 
compensation (as defined in paragraph 
(b)(1) of this section). 

(3) Base amount. The term ‘‘base 
amount’’ means— 

(i) $25,000 in the case of a joint return 
under section 6013. 

(ii) Zero in the case of a taxpayer 
who— 

(A) Is married (within the meaning of 
section 143) at the close of the taxable 
year, 

(B) Does not file a joint return for 
such taxable year, and 

(C) Does not live apart (as defined in 
paragraph (b)(4) of this section) from 
his or her spouse at all times during 
the taxable year. 

(iii) $20,000 in the case of all other 
taxpayers. 

(4) Living apart. A taxpayer does not 
‘‘live apart’’ from his or her spouse at 
all times during a taxable year if for 
any period during the taxable year the 
taxpayer is a member of the same 
household as such taxpayer’s spouse. A 
taxpayer is a member of a household 
for any period, including temporary ab-
sences due to special circumstances, 
during which the household is the tax-
payer’s place of abode. A temporary ab-
sence due to special circumstances in-
cludes a nonpermanent absence caused 
by illness, education, business, vaca-
tion, or military service. 
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(c) Limitations—(1) General rule. If for 
a taxable year, a taxpayer’s modified 
adjusted gross income does not exceed 
the applicable statutory base amount, 
no amount of unemployment com-
pensation is included in gross income 
for the taxable year. If there is such an 
excess, the taxpayer includes in gross 
income for the taxable year the lesser 
of the following: 

(i) One-half of the excess of the tax-
payer’s modified adjusted gross income 
over such taxpayer’s base amount, or 

(ii) The amount of unemployment 
compensation. 

(2) Exception for fraudulently received 
unemployment compensation. If a tax-
payer fraudulently receives unemploy-
ment compensation under any govern-
mental unemployment compensation 
program, then the entire amount of 
such fraudulently received unemploy-
ment compensation must be included 
in the taxpayer’s gross income for the 
taxable year in which the benefits were 
received. Thus, the limitation in sec-
tion 85 and in paragraph (c)(1) of this 
section, does not apply to such 
amounts. 

(3) Examples. The application of this 
paragraph may be illustrated by the 
following examples: 

Example 1. H and W are married taxpayers 
who for calendar year 1979 file a joint income 
tax return. During 1979 H receives $4,500 of 
disability income that is eligible for an ex-
clusion under section 105(d). W works for 
part of 1979 and receives $20,000 as compensa-
tion and also receives $5,000 of unemploy-
ment compensation in 1979. Assume that H 
and W’s adjusted gross income is $20,000. The 
modified adjusted gross income of H and W is 
$29,500 ($4,500 + $20,000 + $5,000). Since their 
modified adjusted gross income ($29,500) is 
greater than their base amount ($25,000), 
some of the unemployment compensation re-
ceived by W must be included in their gross 
income on their 1979 joint income tax return. 
Under paragraph (c)(1) of this section, of the 
$5,000 which is unemployment compensation, 
the lesser of $2,250 (($29,500—$25,000)÷2) or 
$5,000 must be included in their gross in-
come. Thus, $2,250 of the $5,000 received by W 
in 1979 is included in the gross income of H 
and W on their joint income tax return for 
1979. 

Example 2. Assume the same facts in exam-
ple (1) except H received $5,000 of disability 
income that is eligible for an exclusion 
under section 105(d) and W receives $28,000 as 
compensation, and $4,000 which is unemploy-
ment compensation. Assume that H and W’s 

adjusted gross income is $28,000. The modi-
fied adjusted gross income of H and W is 
$37,000 ($4,000 + $28,000 + $5,000). Since their 
modified adjusted gross income ($37,000) is 
greater than their base amount ($25,000), all 
of the unemployment compensation received 
by W must be included in their gross income 
on their 1979 joint income tax return. Under 
paragraph (c)(1) of this section, of the $4,000 
which is unemployment compensation, the 
lesser of $6,000 (($37,000—$25,000)÷2) or $4,000 
must be included in their gross income. 
Thus, all of the $4,000 unemployment com-
pensation received by W is included in the 
gross income of H and W on their joint in-
come tax return for 1979. 

(d) Cross reference. See section 6050B, 
relating to the requirement that every 
person who makes payments of unem-
ployment compensation aggregating 
$10 or more to any individual during 
any calendar year file an information 
return with the Internal Revenue Serv-
ice. 

[T.D. 7705, 45 FR 46069, July 9, 1980] 

§ 1.88–1 Nuclear decommissioning 
costs. 

(a) In general. Section 88 provides 
that the amount of nuclear decommis-
sioning costs directly or indirectly 
charged to the customers of a taxpayer 
that is engaged in the furnishing or 
sale of electric energy generated by a 
nuclear power plant must be included 
in the gross income of such taxpayer in 
the same manner as amounts charged 
for electric energy. For this purpose, 
decommissioning costs directly or indi-
rectly charged to the customers of a 
taxpayer include all decommissioning 
costs that consumers are liable to pay 
by reason of electric energy furnished 
by the taxpayer during the taxable 
year, whether payable to the taxpayer, 
a trust, State government, or other en-
tity, and even though the taxpayer 
may not control the investment or cur-
rent expenditure of the amount and the 
amount may not be paid to the tax-
payer at the time decommissioning 
costs are incurred. However, decommis-
sioning costs payable to a taxpayer 
holding a qualified leasehold interest 
(as described in paragraph (b)(2)(ii) of 
§ 1.468A–1) are included in the gross in-
come of such taxpayer, and not in the 
gross income of the lessor. 
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(b) Examples. The following examples 
illustrate the application of the prin-
ciples of paragraph (a) of this section: 

Example 1. X corporation, an accrual meth-
od taxpayer engaged in the sale of electric 
energy generated by a nuclear power plant 
owned by X, is authorized by the public util-
ity commission of State A to collect nuclear 
decommissioning costs from ratepayers re-
siding in State A. With respect to the sale of 
electric energy, X includes in income 
amounts that have been billed to customers 
as well as estimated unbilled amounts that 
relate to energy provided by X after the pre-
vious billing but before the end of the tax-
able year (‘‘accrued unbilled amounts’’). The 
decommissioning costs are included in the 
monthly bills provided by X to its ratepayers 
and the entire amount billed is remitted di-
rectly to X. Under paragraph (a) of this sec-
tion, the decommissioning costs must be in-
cluded in the gross income of X in the same 
manner as amounts charged for electric en-
ergy (i.e., by including in income decommis-
sioning costs that relate to amounts billed 
as well as decommissioning costs that relate 
to accrued unbilled amounts). The same rule 
would apply if the decommissioning costs 
charged to ratepayers were separately billed 
and the amounts billed were remitted to 
State A to be held in trust for the purpose of 
decommissioning the nuclear power plant 
owned by X. In that case, X must include in 
gross income decommissioning costs that re-
late to amounts billed as well as decommis-
sioning costs that relate to accrued unbilled 
amounts. 

Example 2. Assume the same facts as in Ex-
ample (1), except that X and M, a munici-
pality located in State A, have entered into 
a life-of-unit contract pursuant to which (i) 
M is entitled to 20 percent of the electric en-
ergy generated by the nuclear power plant 
owned by X, and (ii) M is obligated to pay 20 
percent of the plant operating costs, includ-
ing decommissioning costs, incurred by X. 
Under paragraph (a) of this section, the de-
commissioning costs that relate to electric 
energy consumed or distributed by M during 
any taxable year must be included in the 
gross income of X for such taxable year. The 
result contained in this example would be 
the same if M was a State or an agency or in-
strumentality of a State or a political sub-
division thereof. 

(c) Cross reference. For special rules 
relating to the deduction for amounts 
paid to a nuclear decommissioning 
fund, see § 1.468A–1 through § 1.468A–5, 
1.468A–7, 1.468A–8. 

(d) Effective date. (1) Section 88 and 
this section apply to nuclear decom-
missioning costs directly or indirectly 
charged to the customers of a taxpayer 

on or after July 18, 1984, and with re-
spect to taxable years ending on or 
after such date. 

(2) If the amount of nuclear decom-
missioning costs directly or indirectly 
charged to the customers of a taxpayer 
before July 18, 1984, was includible in 
gross income in a different manner 
than amounts charged for electric en-
ergy, such amount must be included in 
gross income for the taxable year in 
which includible in gross income under 
the method of accounting of the tax-
payer that was in effect when such 
amount was charged to customers. 

[T.D. 8184, 53 FR 6804, Mar. 3, 1988] 

ITEMS SPECIFICALLY EXCLUDED FROM 
GROSS INCOME 

§ 1.101–1 Exclusion from gross income 
of proceeds of life insurance con-
tracts payable by reason of death. 

(a)(1) In general. Section 101(a)(1) 
states the general rule that the pro-
ceeds of life insurance policies, if paid 
by reason of the death of the insured, 
are excluded from the gross income of 
the recipient. Death benefit payments 
having the characteristics of life insur-
ance proceeds payable by reason of 
death under contracts, such as work-
men’s compensation insurance con-
tracts, endowment contracts, or acci-
dent and health insurance contracts, 
are covered by this provision. For pro-
visions relating to death benefits paid 
by or on behalf of employers, see sec-
tion 101(b) and § 1.101–2. The exclusion 
from gross income allowed by section 
101(a) applies whether payment is made 
to the estate of the insured or to any 
beneficiary (individual, corporation, or 
partnership) and whether it is made di-
rectly or in trust. The extent to which 
this exclusion applies in cases where 
life insurance policies have been trans-
ferred for a valuable consideration is 
stated in section 101(a)(2) and in para-
graph (b) of this section. In cases where 
the proceeds of a life insurance policy, 
payable by reason of the death of the 
insured, are paid other than in a single 
sum at the time of such death, the 
amounts to be excluded from gross in-
come may be affected by the provisions 
of section 101 (c) (relating to amounts 
held under agreements to pay interest) 
or section 101(d) (relating to amounts 
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payable at a date later than death). See 
§§ 1.101–3 and 1.101–4. However, neither 
section 101(c) nor section 101(d) applies 
to a single sum payment which does 
not exceed the amount payable at the 
time of death even though such 
amount is actually paid at a date later 
than death. 

(2) Cross references. For rules gov-
erning the taxability of insurance pro-
ceeds constituting benefits payable on 
the death of an employee— 

(i) Under pension, profit-sharing, or 
stock bonus plans described in section 
401(a) and exempt from tax under sec-
tion 501(a), or under annuity plans de-
scribed in section 403(a), see section 72 
(m)(3) and paragraph (c) of § 1.72–16; 

(ii) Under annuity contracts to which 
§ 1.403(b)–3 applies, see § 1.403(b)–7; or 

(iii) Under eligible State deferred 
compensation plans described in sec-
tion 457(b), see paragraph (c) of § 1.457– 
1. 
For the definition of a life insurance 
company, see section 801. 

(b) Transfers of life insurance policies. 
(1) In the case of a transfer, by assign-
ment or otherwise, of a life insurance 
policy or any interest therein for a val-
uable consideration, the amount of the 
proceeds attributable to such policy or 
interest which is excludable from the 
transferee’s gross income is generally 
limited to the sum of (i) the actual 
value of the consideration for such 
transfer, and (ii) the premiums and 
other amounts subsequently paid by 
the transferee (see section 101(a)(2) and 
example (1) of subparagraph (5) of this 
paragraph). However, this limitation 
on the amount excludable from the 
transferee’s gross income does not 
apply (except in certain special cases 
involving a series of transfers), where 
the basis of the policy or interest 
transferred, for the purpose of deter-
mining gain or loss with respect to the 
transferee, is determinable, in whole or 
in part, by reference to the basis of 
such policy or interest in the hands of 
the transferor (see section 101(a)(2)(A) 
and examples (2) and (4) of subpara-
graph (5) of this paragraph). Neither 
does the limitation apply where the 
policy or interest therein is transferred 
to the insured, to a partner of the in-
sured, to a partnership in which the in-
sured is a partner, or to a corporation 

in which the insured is a shareholder or 
officer (see section 101(a)(2)(B)). For 
rules relating to gratuitous transfers, 
see subparagraph (2) of this paragraph. 
For special rules with respect to cer-
tain cases where a series of transfers is 
involved, see subparagraph (3) of this 
paragraph. 

(2) In the case of a gratuitous trans-
fer, by assignment or otherwise, of a 
life insurance policy or any interest 
therein, as a general rule the amount 
of the proceeds attributable to such 
policy or interest which is excludable 
from the transferee’s gross income 
under section 101(a) is limited to the 
sum of (i) the amount which would 
have been excludable by the transferor 
(in accordance with this section) if no 
such transfer had taken place, and (ii) 
any premiums and other amounts sub-
sequently paid by the transferee. See 
example (6) of subparagraph (5) of this 
paragraph. However, where the gratu-
itous transfer in question is made by or 
to the insured, a partner of the insured, 
a partnership in which the insured is a 
partner, or a corporation in which the 
insured is a shareholder or officer, the 
entire amount of the proceeds attrib-
utable to the policy or interest trans-
ferred shall be excludable from the 
transferee’s gross income (see section 
101(a)(2)(B) and example (7) of subpara-
graph (5) of this paragraph). 

(3) In the case of a series of transfers, 
if the last transfer of a life insurance 
policy or an interest therein is for a 
valuable consideration— 

(i) The general rule is that the final 
transferee shall exclude from gross in-
come, with respect to the proceeds of 
such policy or interest therein, only 
the sum of— 

(a) The actual value of the consider-
ation paid by him, and 

(b) The premiums and other amounts 
subsequently paid by him; 

(ii) If the final transfer is to the in-
sured, to a partner of the insured, to a 
partnership in which the insured is a 
partner, or to a corporation in which 
the insured is a shareholder or officer, 
the final transferee shall exclude the 
entire amount of the proceeds from 
gross income; 

(iii) Except where subdivision (ii) of 
this subparagraph applies, if the basis 
of the policy or interest transferred, 
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for the purpose of determining gain or 
loss with respect to the final trans-
feree, is determinable, in whole or in 
part, by reference to the basis of such 
policy or interest therein in the hands 
of the transferor, the amount of the 
proceeds which is excludable by the 
final transferee is limited to the sum 
of— 

(a) The amount which would have 
been excludable by his transferor if no 
such transfer had taken place, and 

(b) Any premiums and other amounts 
subsequently paid by the final trans-
feree himself. 

(4) For the purposes of section 
101(a)(2) and subparagraphs (1) and (3) 
of this paragraph, a ‘‘transfer for a val-
uable consideration’’ is any absolute 
transfer for value of a right to receive 
all or a part of the proceeds of a life in-
surance policy. Thus, the creation, for 
value, of an enforceable contractual 
right to receive all or a part of the pro-
ceeds of a policy may constitute a 
transfer for a valuable consideration of 
the policy or an interest therein. On 
the other hand, the pledging or assign-
ment of a policy as collateral security 
is not a transfer for a valuable consid-
eration of such policy or an interest 
therein, and section 101 is inapplicable 
to any amounts received by the pledgee 
or assignee. 

(5) The application of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. A pays premiums of $500 for an 
insurance policy in the face amount of $1,000 
upon the life of B, and subsequently trans-
fers the policy to C for $600. C receives the 
proceeds of $1,000 upon the death of B. The 
amount which C can exclude from his gross 
income is limited to $600 plus any premiums 
paid by C subsequent to the transfer. 

Example 2. The X Corporation purchases for 
a single premium of $500 an insurance policy 
in the face amount of $1,000 upon the life of 
A, one of its employees, naming the X Cor-
poration as beneficiary. The X Corporation 
transfers the policy to the Y Corporation in 
a tax-free reorganization (the policy having 
a basis for determining gain or loss in the 
hands of the Y Corporation determined by 
reference to its basis in the hands of the X 
Corporation). The Y Corporation receives the 
proceeds of $1,000 upon the death of A. The 
entire $1,000 is to be excluded from the gross 
income of the Y Corporation. 

Example 3. The facts are the same as in ex-
ample (2) except that, prior to the death of 

A, the Y Corporation transfers the policy to 
the Z Corporation for $600. The Z Corpora-
tion receives the proceeds of $1,000 upon the 
death of A. The amount which the Z Cor-
poration can exclude from its gross income is 
limited to $600 plus any premiums paid by 
the Z Corporation subsequent to the transfer 
of the policy to it. 

Example 4. The facts are the same as in ex-
ample (3) except that, prior to the death of 
A, the Z Corporation transfers the policy to 
the M Corporation in a tax-free reorganiza-
tion (the policy having a basis for deter-
mining gain or loss in the hands of the M 
Corporation determined by reference to its 
basis in the hands of the Z Corporation). The 
M Corporation receives the proceeds of $1,000 
upon the death of A. The amount which the 
M Corporation can exclude from its gross in-
come is limited to $600 plus any premiums 
paid by the Z Corporation and the M Cor-
poration subsequent to the transfer of the 
policy to the Z Corporation. 

Example 5. The facts are the same as in ex-
ample (3) except that, prior to the death of 
A, the Z Corporation transfers the policy to 
the N Corporation, in which A is a share-
holder. The N Corporation receives the pro-
ceeds of $1,000 upon the death of A. The en-
tire $1,000 is to be excluded from the gross in-
come of the N Corporation. 

Example 6. A pays premiums of $500 for an 
insurance policy in the face amount of $1,000 
upon his own life, and subsequently transfers 
the policy to his wife B for $600. B later 
transfers the policy without consideration to 
C, who is the son of A and B. C receives the 
proceeds of $1,000 upon the death of A. The 
amount which C can exclude from his gross 
income is limited to $600 plus any premiums 
paid by B and C subsequent to the transfer of 
the policy to B. 

Example 7. The facts are the same as in ex-
ample (6) except that, prior to the death of 
A, C transfers the policy without consider-
ation to A, the insured. A’s estate receives 
the proceeds of $1,000 upon the death of A. 
The entire $1,000 is to be excluded from the 
gross income of A’s estate. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6783, 29 FR 18356, Dec. 24, 
1964; T.D. 7836, 47 FR 42337, Sept. 27, 1982; 
T.D. 9340, 72 FR 41159, July 26, 2007] 

§ 1.101–2 Employees’ death benefits. 
(a) In general. (1) Section 101(b) states 

the general rule that amounts up to 
$5,000 which are paid to the bene-
ficiaries or the estate of an employee, 
or former employee, by or on behalf of 
an employer and by reason of the death 
of the employee shall be excluded from 
the gross income of the recipient. This 
exclusion from gross income applies 
whether payment is made to the estate 
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of the employee or to any beneficiary 
(individual, corporation, or partner-
ship), whether it is made directly or in 
trust, and whether or not it is made 
pursuant to a contractual obligation of 
the employer. The exclusion applies 
whether payment is made in a single 
sum or otherwise, subject to the provi-
sions of section 101 (c), relating to 
amounts held under an agreement to 
pay interest thereon (see § 1.101–3). The 
exclusion from gross income also ap-
plies to any amount not actually paid 
which is otherwise taxable to a bene-
ficiary of an employee because it was 
made available as a distribution from 
an employee’s trust. 

(2) The exclusion does not apply to 
amounts constituting income payable 
to the employee during his life as com-
pensation for his services, such as bo-
nuses or payments for unused leave or 
uncollected salary, nor to certain other 
amounts with respect to which the de-
ceased employee possessed, imme-
diately before his death, a nonforfeit-
able right to receive the amounts while 
living (see section 101(b)(2)(B) and para-
graph (d) of this section). Further, the 
exclusion does not apply to amounts 
received as an annuity under a joint 
and survivor annuity obligation where 
the employee was the primary annu-
itant and the annuity starting date oc-
curred before the death of the em-
ployee (see section 101 (b)(2)(C) and 
paragraph (e)(1)(ii) of this section). In 
the case of amounts received by a bene-
ficiary as an annuity (but not as a sur-
vivor under a joint and survivor annu-
ity with respect to which the employee 
was the primary annuitant), the exclu-
sion is applied indirectly by means of 
the provisions of section 72 and the reg-
ulations thereunder (see section 
101(b)(2)(D) and paragraph (e)(1) (iii) 
and (iv) of this section). Thus, for ex-
ample, the exclusion applies to 
amounts which are received by a sur-
vivor of an employee retired on dis-
ability under the provisions of the Civil 
Service retirement law (5 U.S.C. 8301 or 
any former corresponding provisions of 
law) or the Retired Serviceman’s Fam-
ily Protection Plan or Survivor Benefit 
Plan (10 U.S.C. 1431 et seq.), provided 
such employee dies before attaining 
mandatory retirement age (as defined 
in § 1.105–4 (a)(3)(i)(B)). 

(3) The total amount excludable with 
respect to any employee may not ex-
ceed $5,000, regardless of the number of 
employers or the number of bene-
ficiaries. For allocation of the exclu-
sion among beneficiaries, see para-
graph (c) of this section. For rules gov-
erning the taxability of benefits pay-
able on the death of an employee under 
pension, profitsharing, or stock bonus 
plans described in section 401(a) and ex-
empt under section 501(a), under annu-
ity plans described in section 403(a), or 
under annuity contracts to which para-
graph (a) or (b) of § 1.403(b)–1 applies, 
see sections 72(m)(3), 402(a), and 403 and 
the regulations thereunder. 

(b) Payments under certain employee 
benefit plans—(1) In general. Where a 
payment is made by reason of the 
death of an employee by an employer- 
provided welfare fund or a trust, in-
cluding a stock bonus, pension, or 
profitsharing trust described in section 
401 (a), or by an insurance company (if 
such payment does not constitute ‘‘life 
insurance’’ within the purview of sec-
tion 101(a), the payment shall be con-
sidered to have been made by or on be-
half of the employer to the extent that 
it exceeds amounts contributed by, or 
deemed contributed by, the deceased 
employee. 

(2) Cross references. For provisions 
governing the taxability of distribu-
tions payable on the death of an em-
ployee participant— 

(i) Under a trust described in section 
401(a) and exempt from tax under sec-
tion 501(a), see paragraph (c) of § 1.72–16 
and paragraph (a)(5) of § 1.402 (a)–1; 

(ii) Under an annuity plan described 
in section 403(a), see paragraph (c) of 
§ 1.72–16 and paragraph (c) of § 1.403 (a)– 
1; 

(iii) Under annuity contracts to 
which paragraph (a) or (b) of § 1.403 (b)– 
1 applies, see paragraph (c) (2) and (3) of 
§ 1.403(b)–1; 

(iv) Under eligible State deferred 
compensation plans described in sec-
tion 457 (b), see paragraph (c) of § 1.457– 
1. 

(c) Allocation of the exclusion. (1) 
Where the aggregate payments by or 
on behalf of an employer or employers 
as death benefits to the beneficiaries or 
the estate of a deceased employee ex-
ceed $5,000, the $5,000 exclusion shall be 
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apportioned among them in the same 
proportion as the amount received by 
or the present value of the amount 
payable to each bears to the total 
death benefits paid or payable by or on 
behalf of the employer or employers. 

(2) The application of the rule in sub-
paragraph (1) of this paragraph may be 
illustrated by the following example: 

Example. The M Corporation, the employer 
of A, a deceased employee who died Novem-
ber 30, 1954, makes payments in 1955 to the 
beneficiaries of A as follows: $5,000 to W, A’s 
widow, $2,000 to B, the son of A, and $3,000 to 
C, the daughter of A. No other amounts are 
paid by any other employer of A to his estate 
or beneficiaries. By application of the appor-
tionment rule stated above, W, the widow, 
will exclude $2,500 ($5,000/$10,000, or one-half, 
of $5,000); B, the son, will exclude $1,000 
($2,000/$10,000, or one-fifth, of $5,000); and C, 
the daughter, will exclude $1,500 ($3,000/ 
$10,000, or three-tenths, of $5,000). 

(d) Nonforfeitable rights. (1) Except as 
provided in subparagraphs (3) and (4) of 
this paragraph, the exclusion provided 
by section 101(b) does not apply to 
amounts with respect to which the de-
ceased employee possessed, imme-
diately before his death, a nonforfeit-
able right to receive the amounts while 
living. Section 101(b)(2)(B). For the 
purpose of section 101(b) and this para-
graph, an employee shall be considered 
to have had a nonforfeitable right with 
respect to— 

(i) Any amount to which he would 
have been entitled— 

(a) If he had made an appropriate 
election or demand, or 

(b) Upon termination of his employ-
ment (see examples (5) and (6) of sub-
paragraph (2) of this paragraph); or 

(ii) The present value (immediately 
before his death) of— 

(a) Amounts payable as an annuity 
(as defined in paragraph (b) of § 1.72–2, 
whether immediate or deferred) by or 
on behalf of the employer (see example 
(1) of subparagraph (2) of this para-
graph), or 

(b) Amounts which would have been 
so payable if the employee had termi-
nated his employment and continued 
to live; 
or 

(iii) Any amount to the extent it is 
paid in lieu of amounts described in ei-
ther subdivision (i) or (ii) of this sub-

paragraph. See examples (2), (3), and (4) 
of subparagraph (2) of this paragraph. 
For purposes of subdivision (iii) of this 
subparagraph, any amount paid in dis-
charge of an obligation which arose 
solely because of the existence of a par-
ticular fact or circumstance subse-
quent to the employee’s death shall not 
be considered an amount paid in lieu of 
amounts described in subdivision (i) or 
(ii) of this subparagraph. Subdivision 
(iii) of this subparagraph shall apply, 
however, to the extent indicated there-
in, to amounts payable without regard 
to any such contingency (to the extent 
that such amounts are equal to or less 
than those described in subdivision (i) 
and (ii) of this subparagraph which are 
not paid). See paragraph (e)(1)(iii)(b) of 
this section for rules with respect to 
finding the present value of an annuity 
immediately before the employee’s 
death. 

(2) The application of paragraph 
(d)(1) of this section may be illustrated 
by the following examples, in which it 
is assumed that the plans are not 
‘‘qualified plans’’ and that no employer 
is an organization referred to in sec-
tion 170(b)(1)(A) (ii) or (vi) or a reli-
gious organization (other than a trust) 
which is exempt from tax under section 
501(a): 

Example 1. A, who was a participant under 
the X Company pension plan, retired on De-
cember 31, 1953. He had made no contribu-
tions to the plan. Upon his retirement, he be-
came entitled to monthly payments of $100 
payable for life, or 120 months certain. A 
died on October 31, 1954, having received 10 
monthly payments of $100 each. After his 
death, the monthly payments became pay-
able to his estate for the remaining 110 
months certain. No exclusion from gross in-
come is allowed to A’s estate (or any bene-
ficiary who receives the right to such pay-
ments from the estate), since the employee’s 
right to the monthly payments was non-
forfeitable at the date of his death. It will be 
noted that in this example it is unnecessary 
to consider the present value of the annuity 
to A just before his death since the payments 
to be made include only those certain to be 
made in any event under the plan whether or 
not A continued to live. 

Example 2. C, a participant under the Y 
Company pension plan, died on December 15, 
1954, while actively in the employment of the 
company, survived by a widow and minor 
children. Because of his years of service, he 
would have been entitled to an annuity for 
life, his own contributions to the plan and 
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interest thereon being guaranteed, if he had 
retired or terminated his employment at a 
time immediately before his death. The plan 
further provides that—(a) if, but only if, an 
employee is survived by a widow and minor 
children, his widow is to receive an annuity 
for her life without regard to whether or not 
the employee had begun his annuity; (b) any 
payments made with respect to his widow’s 
annuity are to reduce the guaranteed 
amount to an equal extent; and (c) if the em-
ployee is not so survived, the guaranteed 
amount is payable to his beneficiary or es-
tate, but no amount is payable to anyone 
with respect to what would have been the 
widow’s annuity. In view of these provisions, 
that portion of the present value of the an-
nuity payable to C’s widow which exceeds 
the guaranteed amount shall be considered 
paid neither as an amount, nor in lieu of an 
amount, which C had a nonforfeitable right 
to receive while living. The reason for this 
result is that the payment of such excess is 
contingent upon C’s being survived by a 
widow and minor children, a circumstance 
existing subsequent to his death. Conversely, 
to the extent that the present value of the 
annuity payable to C’s widow does not ex-
ceed the guaranteed amount, annuity pay-
ments attributable to such present value 
shall be considered paid in lieu of an amount 
which C had a nonforfeitable right to receive 
while living. 

Example 3. D, a participant under the Y 
Company pension plan, died on January 1, 
1955, while actively in the employment of the 
company. The Y Company plan provides that 
where an employee dies in service, the 
present value of the accumulated credits 
which he could have obtained at that time if 
he had instead separated from the service 
shall be paid in a single sum to his surviving 
spouse or to his estate if no widow survives 
him. The present value of D’s accumulated 
credits, at the time of his death, was $10,000. 
However, the plan also provides that a sur-
viving spouse may elect to take, in lieu of a 
single sum, an annuity the present value of 
which exceeds such sum by $2,500. D’s widow 
elects to receive an annuity (the present 
value of which is $12,500). Therefore, $2,500 is 
an amount to which the exclusion of section 
101(b) and this section shall apply. 

Example 4. A, an employee of the X Com-
pany, continues to work after reaching the 
normal retirement age of 60 years, although 
he could have retired at that age and ob-
tained an annuity of $3,000 per year for his 
life. A is not entitled to any part of the an-
nuity while he is employed and receiving 
compensation. A dies at the age of 67 while 
still in active employment. Since he had 
passed normal retirement age, his additional 
years of service did not entitle him to a larg-
er annuity at age 67 than that which he 
could have obtained at age 60. However, the 
plan of the X Company provides that in the 

event of an employee’s death prior to separa-
tion from the service, his widow is to be paid 
an annuity for her life in the same amount 
per year as that which the employee could 
have obtained if he had instead retired; but 
if no widow survives him, the present value 
of the annuity which the employee could 
have obtained at a time just before his death 
is to be paid to a named beneficiary or the 
estate of the employee. Assuming that the 
present value of the annuity to A’s widow, 
whose age is 61, is $36,000 and the present 
value of the annuity which would have been 
payable to A at age 67 if he had then retired 
is $23,500, the present value of the widow’s 
annuity, to the extent of $23,500, is an 
amount which is payable in lieu of amounts 
which the employee had a nonforfeitable 
right to receive while living because it does 
not exceed the value of his nonforfeitable 
rights and is not otherwise paid. On the 
other hand, the $12,500 excess of the value of 
the widow’s annuity ($36,000) over the value 
of the employee’s annuity ($23,500) is an 
amount to which section 101(b) applies since 
the employee had no right to any part of it. 
If no other death benefits are payable, a 
$5,000 exclusion is available (see section 
101(b)(2)(D) and paragraph (e) of this section). 

Example 5. The trustee of the X Corpora-
tion noncontributory profit-sharing plan is 
required under the provisions of the plan to 
pay to the beneficiary of B, an employee of 
the X Corporation who died on July 1, 1955, 
the benefit due on account of the death of B. 
The provisions of the profit-sharing plan give 
each participating employee in case of ter-
mination of employment a 10-percent vested 
interest in the amount accumulated in his 
account for each year of participation in the 
plan. In case of death, the entire credit in 
the participant’s account is to be paid to his 
beneficiary. At the time of B’s death, he had 
been a participant for three years and the ac-
cumulation in his account was $8,000. After 
his death this amount is paid to his bene-
ficiary. At the time of B’s death, the amount 
distributable to him on account of termi-
nation of employment would have been $2,400 
(30 percent of $8,000). The difference of $5,600 
($8,000 minus $2,400), payable to the bene-
ficiary of B, is an amount payable solely by 
reason of B’s death. Accordingly, $5,000 of 
the $5,600 may be excluded from the gross in-
come of the beneficiary receiving such pay-
ment (assuming no other death benefits are 
involved). However, if it is assumed that the 
facts are the same as above, except that at 
the time of his death B has been a partici-
pant for 6 years, the amount distributable to 
him on account of termination of employ-
ment would have been $4,800 (60 percent of 
$8,000). The difference of $3,200 ($8,000 minus 
$4,800), payable to B’s beneficiary, is an 
amount payable solely by reason of B’s 
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death. Accordingly, only $3,200 may be ex-
cluded from the gross income of the bene-
ficiary receiving such payment (assuming no 
other death benefits are involved). 

Example 6. The X Corporation instituted a 
trust, forming part of a pension plan, for its 
employees, the cost thereof being borne en-
tirely by the corporation. The plan provides, 
in part, that after 10 or more years of service 
and attaining the age of 55, an employee can 
elect to retire and receive benefits before the 
normal retirement date contingent upon the 
employer’s approval. If he retires without 
the employer’s consent, or voluntarily leaves 
the company, no benefits are or will be pay-
able. The plan further provides that if the 
employee is involuntarily separated or dies 
before retirement, he or his beneficiary, re-
spectively, will receive a percentage of the 
reserve provided for the employee in the 
trust fund on the following basis: 10 to 15 
years of service, 25 percent; 15 to 20 years of 
service, 50 percent; 20 to 25 years of service, 
75 percent; 25 or more years of service, 100 
percent. A, an employee of the X Corporation 
for 17 years, died at the age of 56 while in the 
employ of the corporation. At the time of his 
death, $15,000 was the reserve provided for 
him in the trust. His beneficiary receives 
$7,500, an amount equal to 50 percent of the 
reserve provided for A’s retirement; accord-
ingly, $5,000 of the $7,500 may be excluded 
from the gross income of the beneficiary re-
ceiving such payment (assuming no other 
death benefits are involved) since A, prior to 
his death, had only a forfeitable right to re-
ceive $7,500. 

(3)(i) Notwithstanding the rule stated 
in subparagraph (1) of this paragraph 
and illustrated in subparagraph (2) of 
this paragraph, the exclusion from 
gross income provided by section 101(b) 
applies to the receipt of certain 
amounts, paid under ‘‘qualified’’ plans, 
with respect to which the deceased em-
ployee possessed, immediately before 
his death, a nonforfeitable right to re-
ceive the amounts while living (see sec-
tion 101(b)(2)(B) (i) and (ii)). The pay-
ments to which this exclusion applies 
are— 

(a) ‘‘Total distributions payable’’ by 
a stock bonus, pension, or profit-shar-
ing trust described in section 401(a) 
which is exempt from tax under section 
501(a), and 

(b) ‘‘Total amounts’’ paid under an 
annuity contract under a plan de-
scribed in section 403(a), provided such 
distributions or amounts are paid in 
full within one taxable year of the dis-
tributee (see example (3) of subdivision 
(ii) of this subparagraph). For the pur-

poses of applying section 101(b), ‘‘Total 
distributions payable’’ means the bal-
ance to the credit of an employee 
which becomes payable to a distributee 
on account of the employee’s death, ei-
ther before or after separation from the 
service (see section 402(a)(3)(C), the 
regulations thereunder, and examples 
(2) and (4) of subdivision (ii) of this sub-
paragraph); and ‘‘total amounts’’ 
means the balance to the credit of an 
employee which becomes payable to 
the payee by reason of the employee’s 
death, either before or after separation 
from the service (see section 
403(a)(2)(B), the regulations thereunder, 
and example (1) of subdivision (ii) of 
this subparagraph). See subparagraph 
(4) of this paragraph relating to the ex-
clusion of amounts which are received 
under annuity contracts purchased by 
certain exempt organizations and with 
respect to which the deceased em-
ployee possessed, immediately before 
his death, a nonforfeitable right to re-
ceive the amounts while living. 

(ii) The application of the provisions 
of subdivision (i) of this subparagraph 
may be illustrated by the following ex-
amples: 

Example 1. The widow of an employee 
elects, under a noncontributory ‘‘qualified’’ 
plan, to receive in a lump sum the present 
value of the annuity which C, the deceased 
employee, could have obtained at a time just 
before his death if he had retired at that 
time. Such present value is $6,000. Of this 
amount, $5,000 is excludable from the wid-
ow’s gross income despite the fact that C had 
a nonforfeitable right to the amount in lieu 
of which the payment is made, since such 
payment is an amount to which subdivision 
(i) of this subparagraph applies (assuming no 
other death benefits are involved). 

Example 2. The trustee of the X Corpora-
tion noncontributory, ‘‘qualified’’, profit- 
sharing plan is required under the provisions 
of the plan to pay to the beneficiary of B, an 
employee of the X Corporation who died on 
July 1, 1955, the benefit due on account of the 
death of B. The provisions of the profit-shar-
ing plan give each participating employee, in 
case of termination of employment, a 10 per-
cent vested interest in the amount accumu-
lated in his account for each year of partici-
pation in the plan, but, in case of death, the 
entire credit to the participant’s account is 
to be paid to his beneficiary. At the time of 
B’s death, he had been a participant for five 
years. The accumulation in his account was 
$8,000, and the amount which would have 
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been distributable to him in the event of ter-
mination of employment was $4,000 (50 per-
cent of $8,000). After his death, $8,000 is paid 
to his beneficiary in a lump sum. (It may be 
noted that these are the same facts as in ex-
ample (5) of subparagraph (2) of this para-
graph except that the employee has been a 
participant for five years instead of three 
and the plan is a ‘‘qualified’’ plan.) It is im-
material that the employee had a nonforfeit-
able right to $4,000, because the payment of 
the $8,000 to the beneficiary is the payment 
of the ‘‘total distributions payable’’ within 
one taxable year of the distributee to which 
subdivision (i) of this subparagraph applies. 
Assuming no other death benefits are in-
volved, the beneficiary may exclude $5,000 of 
the $8,000 payment from gross income. 

Example 3. The facts are the same as in ex-
ample (2) except that the beneficiary is enti-
tled to receive only the $4,000 to which the 
employee had a nonforfeitable right and 
elects, 30 days after B’s death, to receive it 
over a period of ten years. Since the ‘‘total 
distributions payable’’ are not paid within 
one taxable year of the distributee, no exclu-
sion from gross income is allowable with re-
spect to the $4,000. 

Example 4. The X Corporation instituted a 
trust, forming part of a ‘‘qualified’’ profit- 
sharing plan for its employees, the cost 
thereof being borne entirely by the corpora-
tion. The plan provides, in part, that if, after 
10 or more years of service, an employee 
leaves the employ of the corporation, either 
voluntarily or involuntarily, before retire-
ment, a percentage of the reserve provided 
for the employee in the trust fund will be 
paid to the employee as follows: 10 to 15 
years of service, 25 percent; 15 to 20 years of 
service, 50 percent; 20 to 25 years of service, 
75 percent; 25 or more years of service, 100 
percent. The plan further provides that if an 
employee dies before reaching retirement 
age, his beneficiary will receive a percentage 
of the reserve provided for the employee in 
the trust fund, on the same basis as shown in 
the preceding sentence. A, an employee of 
the X Corporation for 17 years, died before 
attaining retirement age while in the em-
ploy of the corporation. At the time of his 
death, $15,000 was the reserve provided for 
him in the trust fund. His beneficiary re-
ceives $7,500 in a lump sum, an amount equal 
to 50 percent of the reserve provided for A’s 
retirement. The beneficiary may exclude 
from gross income (assuming no other death 
benefits are involved) $5,000 of the $7,500, 
since the latter amount constitutes ‘‘total 
distributions payable’’ paid within one tax-
able year of the distributee, to which sub-
division (i) of this subparagraph applies. 

(4)(i) Notwithstanding the rule stated 
in subparagraph (1) of this paragraph 
and illustrated in subparagraph (2) of 
this paragraph, the exclusion from 

gross income under section 101(b) also 
applies (but only to the extent provided 
in the next sentence) to amounts with 
respect to which the deceased em-
ployee possessed, immediately before 
his death, a nonforfeitable right to re-
ceive the amounts while living— 

(a) If such amounts are paid under an 
annuity contract purchased by an em-
ployer which is an organization re-
ferred to in section 170(b)(1)(A) (ii) or 
(vi) or which is a religious organization 
(other than a trust) and which is ex-
empt from tax under section 501(a). 

(b) If such amounts are paid as part 
of a ‘‘total payment’’ with respect to 
the deceased employee; and 

(c) If such ‘‘total payment’’ is paid in 
full within one taxable year of the 
payee beginning after December 31, 
1957. 

However, the amount that is exclud-
able under section 101(b) by reason of 
this subparagraph shall not exceed an 
amount which bears the same ratio to 
the amount which would be includible 
in the payee’s gross income if it were 
not for the second sentence of section 
101(b)(2)(B) and this subparagraph, as 
the amount contributed by the em-
ployer for the annuity contract that 
was excludable from the deceased em-
ployee’s gross income under paragraph 
(b) of § 1.403(b)–1 bears to the total 
amount contributed by the employer 
for the annuity contract. See section 
101(b)(2)(B)(iii). For purposes of this 
subparagraph, a ‘‘total payment’’ 
means a payment of the balance to the 
credit of an employee with respect to 
all ‘‘section 403(b) annuities’’ pur-
chased by the employer which becomes 
payable to the payee by reason of the 
employee’s death, either before or after 
separation from the service. An annu-
ity contract will be regarded as a ‘‘sec-
tion 403(b) annuity’’ if any amount con-
tributed (or considered as contributed 
under paragraph (b)(2) of § 1.403(b)–1) by 
the employer for such contract was ex-
cludable from the employee’s gross in-
come under paragraph (b) of § 1.403(b)–1. 
Under this definition, therefore, an an-
nuity contract may be regarded as a 
‘‘section 403(b) annuity’’ even though 
some of the employer’s contributions 
for the contract were not excludable 
from the employee’s gross income 
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under paragraph (b) of § 1.403(b)–1 be-
cause, for example, the employer was 
not an exempt organization when such 
contributions were paid. For purposes 
of computing the ratio described in 
this subdivision in such a case, the 
total amount contributed by the em-
ployer for the contract includes the 
amounts contributed by the employer 
when it was not an exempt organiza-
tion. 

(ii) This subparagraph does not relate 
to any amounts with respect to which 
the deceased employee did not possess, 
immediately before his death, a non-
forfeitable right to receive the 
amounts while living. Such amounts 
are excludable under the provisions of 
section 101(b) without regard to section 
101(b)(2)(B) and this subparagraph. 
Thus, if a ‘‘total payment’’ received by 
a beneficiary of a deceased employee 
under an annuity contract purchased 
by an organization described in sub-
division (i)(a) of this subparagraph con-
sists both of amounts with respect to 
which the deceased employee pos-
sessed, immediately before his death, a 
nonforfeitable right to receive the 
amounts while living and of amounts 
with respect to which the deceased em-
ployee did not possess such a non-
forfeitable right, only those amounts 
with respect to which the deceased em-
ployee possessed such a nonforfeitable 
right are amounts to which this sub-
paragraph applies. Therefore, for pur-
poses of computing the ratio described 
in subdivision (i) of this subparagraph 
in such a case, there shall be taken 
into account only the employer con-
tributions attributable to those 
amounts with respect to which the de-
ceased employee possessed, imme-
diately before his death, a nonforfeit-
able right to receive the amounts while 
living. See example (3) of subdivision 
(v) of this subparagraph. In no event, 
however, may the total amount exclud-
able under section 101(b) with respect 
to any employee exceed $5,000 (See 
paragraph (a)(3) of this section). 

(iii)(a) In any case when the deceased 
employee’s interest in the employer’s 
contributions for an annuity contract 
was forfeitable at the time the con-
tributions were made but, at a subse-
quent date prior to his death, such in-
terest changed to a nonforfeitable in-

terest, then, for purposes of computing 
the ratio described in subdivision (i) of 
this subparagraph, the cash surrender 
value of the contract on the date of the 
change (except to the extent attrib-
utable to employee contributions) shall 
be considered as the amount contrib-
uted by the employer for the contract. 
In such a case, if only part of the de-
ceased employee’s interest in the annu-
ity changed from a forfeitable to a non-
forfeitable interest, then only the cor-
responding part of the cash surrender 
value of the contract on the date of the 
change shall be considered as the 
amount contributed by the employer 
for the contract. Similarly, if part of 
the deceased employee’s interest in the 
annuity contract changed from a for-
feitable to a nonforfeitable interest on 
a particular date and another part of 
his interest so changed on a subsequent 
date, it is necessary, in order to com-
pute the amount contributed by the 
employer for the contract, to first de-
termine (under the rules in the pre-
ceding sentence) the amount that is 
considered as the amount contributed 
by the employer with respect to each 
change, and then to add these amounts 
together. For purposes of computing 
the ratio described in subdivision (i) of 
this subparagraph in all of the above 
cases, the amount contributed by the 
employer that was excludable from the 
employee’s gross income under para-
graph (b) of § 1.403(b)–1 is that amount 
which, under paragraph (b)(2) of such 
section, was considered as employer 
contributions and which, under such 
paragraph (b) of § 1.403(b)–1, was exclud-
able from the deceased employee’s 
gross income for the taxable year in 
which the change occurred. 

(b) This subdivision (iii) may be illus-
trated by the following examples: 

Example 1. X Organization contributed 
$4,000 toward the purchase of an annuity con-
tract for A, an employee who died in 1970. At 
the time they were made, A’s interest in 
such contributions was forfeitable. A made 
no contributions toward the purchase of the 
annuity contract. On January 1, 1960, A’s en-
tire interest in the annuity contract changed 
to a nonforfeitable interest. At the time of 
such change, the cash surrender value of the 
contract was $5,000. For purposes of the ratio 
described in subdivision (i) of this subpara-
graph, the total amount contributed by X 
Organization for the annuity contract is 
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$5,000. If any part of such $5,000 was exclud-
able under paragraph (b) of § 1.403(b)–1 from 
A’s gross income for his taxable year in 
which the change occurred, the amount so 
excludable shall be considered as the amount 
contributed for the contract by the employer 
that was excludable from the employee’s 
gross income under paragraph (b) of 
§ 1.403(b)–1. 

Example 2. Assume the same facts as in ex-
ample (1) except that only one-half of A’s in-
terest in the annuity contract changed to a 
nonforfeitable interest on January 1, 1960, 
and that no other part of his interest so 
changed during his lifetime. For purposes of 
the ratio described in subdivision (i) of this 
subparagraph, the total amount contributed 
by X Organization for the annuity contract 
is $2,500 (1⁄2 of the cash surrender value of the 
annuity contract on the date of the change). 
To the extent such $2,500 was, under para-
graph (b) of § 1.403(b)–1, excludable from A’s 
gross income for the taxable year of the 
change, it is considered as the amount con-
tributed by the employer that was exclud-
able under paragraph (b) of § 1.403(b)–1. 

Example 3. Assume the same facts as in ex-
ample (1) except that one-half of A’s interest 
in the annuity contract changed to a non-
forfeitable interest on January 1, 1960, and 
the other half of his interest changed to a 
nonforfeitable interest on January 1, 1965. On 
January 1, 1965, the cash surrender value of 
the annuity contract was $6,000. For purposes 
of the ratio described in subdivision (i) of 
this subparagraph, the total amount contrib-
uted by X organization for the annuity con-
tract is $5,500 (i.e., 1⁄2 × $5,000 plus 1⁄2 × $6,000). 
The amount contributed by the employer 
that was excludable from A’s gross income 
under paragraph (b) of § 1.403(b)–1 is an 
amount equal to the sum of the amount that 
was, under such paragraph, excludable from 
A’s gross income for the taxable year during 
which the first change occurred and the 
amount that was, under such paragraph, ex-
cludable from A’s gross income for the tax-
able year in which the second change oc-
curred. 

(iv) For purposes of this subpara-
graph, an annuity contract will be con-
sidered to have been purchased by an 
employer which is an organization re-
ferred to in section 170(b)(1)(A) (ii) or 
(vi) or which is a religious organization 
(other than a trust) and which is ex-
empt from tax under section 501(a), if 
any of the contributions paid toward 
the purchase price of such contract by 
the employer were paid at a time when 
the employer was such an organization. 
Thus an annuity contract may be re-
garded as purchased by such an organi-
zation even though part of the organi-

zation’s contributions for such annuity 
contract were paid at a time when the 
organization was not such an exempt 
organization. 

(v) The application of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example 1. The widow of A, a deceased em-
ployee, elects, under an annuity contract 
purchased for A by X Organization, to re-
ceive in a lump sum the present value of 
such annuity contract as of the date of A’s 
death. Such present value is $6,000 and is re-
ceived by the widow in a taxable year begin-
ning after December 31, 1957. X Organization 
contributed $3,000 toward the purchase of the 
annuity contract and A contributed $2,000 to-
ward such purchase. A’s interest in X Organi-
zation’s contributions was nonforfeitable at 
the time such contributions were made. 
Thus, just before his death, A’s entire inter-
est in the annuity contract was a nonforfeit-
able interest and, if he had retired at that 
time, he could have received the present 
value of $6,000. The whole amount of the 
$3,000 contributed by X Organization for the 
annuity contract was excludable from A’s 
gross income under paragraph (b) of 
§ 1.403(b)–1. This annuity contract was the 
only annuity contract purchased by X Orga-
nization for A and was not purchased as part 
of a qualified plan. However, all the con-
tributions paid by X Organization were paid 
at a time when X Organization was an orga-
nization referred to in section 170(b)(1)(A)(ii) 
and exempt from tax under section 501(a). 
The amount that A’s widow may exclude 
from gross income (assuming no other death 
benefits) is computed in the following man-
ner: 
(a) Amount includible in gross income without re-

gard to second sentence of section 101(b)(2)(B) 
($6,000 minus $2,000 contributed for contract by 
A) .......................................................................... $4,000 

(b) Total employer contributions for the contract .... $3,000 
(c) Amount of employer contributions for the con-

tract that was excludable under paragraph (b) of 
§ 1.403(b)–1 ......................................................... $3,000 

(d) Percent of total employer contributions for the 
contract that were excludable under paragraph 
(b) of § 1.403(b)–1 ((c) ÷ (b)) ............................... 100% 

(e) Amount to which section 101(b) exclusion ap-
plies ((d) × (a)) ..................................................... $4,000 

Example 2. The facts are the same as in ex-
ample (1) except that only $2,000 of X Organi-
zation’s contributions for the annuity con-
tract was excludable from A’s gross income 
under paragraph (b) of § 1.403(b)–1 and that 
the remaining $1,000 was includible in A’s 
gross income for the taxable years during 
which such amounts were contributed by X 
Organization. The amount that A’s widow 
may exclude from gross income (assuming no 
other death benefits) is computed in the fol-
lowing manner: 
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(a) Amount includible in gross income without re-
gard to second sentence of section 101(b)(2)(B) 
($6,000 minus $2,000 contributed for contract by 
A and $1,000 of X Organization’s contributions 
includible in A’s gross income) ............................ $3,000 

(b) Total employer contributions for the contract .... $3,000 
(c) Amount of employer contributions for the con-

tract that was excludable under paragraph (b) of 
§ 1.403(b)–1 ......................................................... $2,000 

(d) Percent of total employer contributions for the 
contract that were excludable under paragraph 
(b) of § 1.403(b)–1 ((c) ÷(b)) ................................ 67% 

(e) Amount to which section 101(b) exclusion ap-
plies ((d) × (a)) ..................................................... $2,000 

Example 3. The widow of B, a deceased em-
ployee, elects, under an annuity contract 
purchased for B by Y Organization, to re-
ceive in a lump sum the present value of 
such annuity contract as of the date of B’s 
death. Such present value is $6,000 and is re-
ceived by the widow in a taxable year begin-
ning after December 31, 1957. Y Organization 
contributed $4,000 toward the purchase of the 
contract; whereas B made no contributions 
toward the purchase of the contract. This 
annuity contract was the only annuity con-
tract purchased by Y Organization for B and 
was not purchased as part of a ‘‘qualified’’ 
plan. However, all the contributions paid by 
Y Organization were paid at a time when it 
was an organization referred to in section 
170(b)(1)(A)(ii) and exempt from tax under 
section 501(a). B’s interest in Y Organiza-
tion’s contributions was, at the time they 
were paid, forfeitable. However, prior to his 
death, one-half of B’s interest in the annuity 
contract changed from a forfeitable to a non-
forfeitable interest. Therefore, just before 
his death, B could have obtained $3,000 under 
the annuity contract if he had retired at that 
time. On the date of the change, the cash 
surrender value of the annuity contract was 
$5,000. As a result of the change, $1,500 was, 
under paragraph (b) of § 1.403(b)–1, excludable 
from B’s gross income, and $600 was includ-
ible in his gross income for the taxable year 
in which the change occurred. Part of the 
value of the annuity contract on the date of 
the change was attributable to contributions 
made by Y Organization prior to January 1, 
1958, and, consequently, was neither exclud-
able from B’s gross income under paragraph 
(b) of § 1.403(b)–1 nor includible in B’s gross 
income (see paragraph (b) of § 1.403(d)–1). The 
amount that B’s widow may exclude from 
gross income (assuming no other death bene-
fits) is computed in the following manner: 
(a) Amount of ‘‘total payment’’ with respect to 

which A had a forfeitable right at time of death. 
(1⁄2×$6,000) .......................................................... $3,000 

(b) Amount includible in gross income without re-
gard to second sentence of section 101(b)(2)(B) 
(1⁄2×$6,000 less $600 includible in B’s gross in-
come for year when his rights changed to non-
forfeitable rights) .................................................. $2,400 

(c) Total employer contributions for the contract (1⁄2 
of cash surrender value of contract on date B’s 
rights changed to nonforfeitable rights) ............... $2,500 

(d) Amount of employer contributions for the con-
tract that was excludable under paragraph (b) of 
§ 1.403(b)–1 ......................................................... $1,500 

(e) Percent of total employer contributions for the 
contract that were excludable under paragraph 
(b) of § 1.403(b)–1 ((d) ÷ (c)) ............................... 60% 

(f) Amount to which section 101(b) exclusion ap-
plies by reason of the second sentence of sec-
tion 101(b)(2)(B) ((e)×(b)) .................................... $1,440 

(g) Total amount to which section 101(b) exclusion 
applies ((a)+(f)) .................................................... $4,440 

(e) Annuity payments. (1) Where death 
benefits are paid in the form of annuity 
payments, the following rules shall 
govern for purposes of the exclusion 
provided in section 101(b): 

(i) The exclusion from gross income 
provided by section 101(b) does not 
apply to amounts, paid as an annuity, 
with respect to which the employee 
possessed, immediately before his 
death, a nonforfeitable right to receive 
the amounts while living, or to 
amounts paid as an annuity in lieu 
thereof. See paragraph (d) of this sec-
tion. 

(ii) Under section 101(b)(2)(C), no ex-
clusion is allowable for amounts re-
ceived by a surviving annuitant under 
a joint and survivor’s annuity contract 
if the annuity starting date (as defined 
in section 72(c)(4) and paragraph (b) of 
§ 1.72–4) occurs before the death of the 
employee. If the annuity starting date 
occurs after the death of the employee, 
the joint and survivor’s annuity con-
tract shall be treated as an annuity to 
which section 101(b)(2)(D) applies. See 
subdivision (iii) of this subparagraph. 

(iii)(a) Subject to the other limita-
tions stated in section 101(b) and in 
this section (see section 101(b)(2)(D)), 
the amount to which the exclusion of 
section 101(b) shall apply, with respect 
to ‘‘amounts received as an annuity’’ 
(as defined in paragraph (b) of § 1.72–2) 
shall be the amount by which the 
present value of the annuity to be paid 
to the beneficiary, computed as of the 
date of the employee’s death, exceeds 
the value (if any) of whichever of the 
following is the larger: 

(1) Amounts contributed by the em-
ployee (determined in accordance with 
the provisions of section 72 and the reg-
ulations thereunder), or 

(2) Amounts with respect to which 
the employee possessed, immediately 
before his death, a nonforfeitable right 
to receive the amounts while living, or 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00363 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



352 

26 CFR Ch. I (4–1–15 Edition) § 1.101–2 

amounts paid in lieu thereof (see para-
graph (d) of this section). 

(b) The present value of an annuity 
(immediately before the death of the 
employee), to the employee, or (imme-
diately after the death of the em-
ployee), to his estate or beneficiary, 
shall be determined as follows: 

(1) In the case of an annuity paid by 
an insurance company or by an organi-
zation (other than an insurance com-
pany) regularly engaged in issuing an-
nuity contracts with an insurance com-
pany as the coinsurer or reinsurer of 
the obligations under the contract, by 
use of the discount interest rates and 
mortality tables used by the insurance 
company involved to determine the in-
stallment benefits; and 

(2) In the case of an annuity issued 
after November 23, 1984, to which para-
graph (e)(1)(iii)(b)(1) of this section is 
not applicable, by use of the appro-
priate tables in § 20.2031–7 of this chap-
ter (Estate Tax Regulations). 

(iv) Any amount subject to section 
101(b)(2)(D) which is excludable under 
section 101(b) (see subdivision (iii) of 
this subparagraph) shall, for purposes 
of section 72, be treated as additional 
consideration paid by the employee. 
See paragraph (b) of § 1.72–8. 

(v) Where more than one beneficiary, 
or more than one death benefit, is in-
volved, the exclusion provided by sec-
tion 101(b) shall be apportioned to the 
various beneficiaries and benefits in 
accordance with the proportion that 
the present value of each benefit bears 
to the total present value of all the 
benefits. 

(2) The application of the principles 
of this paragraph may be illustrated by 
the following examples: 

Example 1. (i) A died on January 1, 1969. 
Under the plan of the X Corporation, W, who 
is the widow of employee A, and who is 55 
years old at the time of A’s death, is entitled 
to an immediate annuity of $2,000 per year 
during her life and C, the minor child of A, 
is entitled to receive $1,000 per year for 15 
years. A made no contributions under the 
plan and died while still employed by the X 
Corporation. At the time of A’s death, the 
amount in his account is $18,000. Under the 
terms of the plan, this amount would have 
been distributable to him on account of vol-
untary termination of employment, but 
would not have been payable after his death 
except in the form of the annuities just de-
scribed. This amount, accordingly, con-

stitutes a nonforfeitable interest in lieu of 
which the annuities are paid. The exclusion 
does not apply, except to the extent that the 
present value of the annuities exceeds 
$18,000, whether or not the plan is ‘‘quali-
fied’’, since the total of the amount in A’s 
account will not be paid within one taxable 
year of the distributees. See subparagraph 
(1)(i) of this paragraph. 

(ii) The computation of the exclusion ap-
plicable to the interests of W and C (assum-
ing that the payments will not be made by 
an insurance company or some other organi-
zation regularly engaged in issuing annuity 
contracts) is, by application of the tables in 
§ 20.2031–7 of this chapter (Estate Tax Regula-
tions), as follows: The present value of W’s 
interest is $26,243.60, determined by multi-
plying the annual payment of $2,000 by 
13.1218 (the factor in Table I for a person 
aged 55); the present value of C’s interest is 
$11,517.40, determined by multiplying the 
yearly payment of $1,000 by 11.5174 (the fac-
tor in Table II for payments for a term cer-
tain of 15 years). The present value of both 
annuities is $37,761 and (assuming no other 
death benefits are involved), the total 
amount excludable is $5,000, because the 
total present value of the annuities exceeds 
the employee’s nonforfeitable interest by 
more than $5,000 ($37,761 minus $18,000 equal 
$19,761). The exclusion allocable to W’s inter-
est is $26,243.60/$37,761 times $5,000, or 
$3,474.96; the exclusion allocable to C’s inter-
est is $11,517.40/$37,761 times $5,000, or 
$1,525.04. That portion of the death benefit 
exclusion as so determined for each bene-
ficiary is to be treated as consideration paid 
by the employee for purposes of section 72. 

Example 2. The facts are the same as in ex-
ample (1), except that the nonforfeitable in-
terest of A, at the time of his death, amount-
ed to $33,761. Since the present value of both 
annuities ($37,761) exceeds the value of such 
nonforfeitable interest by only $4,000, the 
latter amount is the total amount exclud-
able from the gross income of the bene-
ficiaries. This $4,000 exclusion is to be di-
vided in the same proportions as those indi-
cated in example (1). Thus, the exclusion al-
locable to W’s interest is $26,243.60/$37,761 
times $4,000, or $2,779.97; and the exclusion 
allocable to the interest of C is $11,517.40/ 
$37,761 times $4,000, or $1,220.03. That portion 
of the death benefit exclusion as so deter-
mined for each beneficiary is to be treated as 
consideration paid by the employee for pur-
poses of section 72. 

(f) Distributions on behalf of a self- em-
ployed individual. (1) Under sections 
401(c)(1) and 403(a)(3), certain self-em-
ployed individuals may be covered by a 
pension or profit-sharing plan de-
scribed in section 401(a) and exempt 
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under section 501(a) or under an annu-
ity plan described in section 403(a). 
However, a payment pursuant to the 
provisions of any such plan by reason 
of the death of an individual who par-
ticipated in such a plan as a self-em-
ployed individual immediately before 
his retirement or death to the bene-
ficiary or estate of such individual does 
not qualify for the exclusion provided 
by section 101(b). 

(2) The application of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. From 1950 to 1965, A was an em-
ployee of B, a sole proprietor. In 1963, B es-
tablished a qualified pension plan covering A 
and all other persons who had been employed 
by B for more than 3 years. In 1965, A ac-
quired from B a 40-percent interest in the 
capital and profits of the business. A contin-
ued to participate in the pension plan as a 
self-employed individual. In 1970, A died and 
his widow, in compliance with one of the pro-
visions of the pension plan, elected to re-
ceive all of the benefits accrued to A prior to 
his death in a lump-sum distribution. As A 
participated in the plan as a self-employed 
individual immediately prior to his death, 
A’s widow may not exclude any portion of 
such distribution from her gross income 
under section 101(b). 

Example 2. A, an attorney, is employed by 
the X Company in their legal department. He 
is covered by the pension plan that X has es-
tablished for its employees. Under the terms 
of A’s contract of employment with X, A is 
permitted to carry on the private practice of 
law in his off-duty hours. A establishes his 
own pension plan with respect to his earn-
ings from his private practice. On A’s death, 
his widow elected to receive a lump-sum dis-
tribution with respect to any benefits ac-
crued to A under both X’s pension plan and 
A’s own pension plan. To the extent that 
such payment otherwise complies with the 
requirements of section 101(b), up to $5,000 of 
the amount paid by X may be excluded from 
her gross income. No part of the distribution 
from A’s own pension plan may be excluded 
from her gross income under section 101(b) 
because A participated in the plan as a self- 
employed individual immediately before his 
death. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6722, 29 FR 5070, Apr. 14, 
1964; T.D. 6783, 29 FR 18357, Dec. 24, 1964; T.D. 
7352, 40 FR 16666, Apr. 14, 1975; T.D. 7428, 41 
FR 34619, Aug. 16, 1976; T.D. 7836, 47 FR 42337, 
Sept. 27, 1982; T.D. 7955, 49 FR 19975, May 11, 
1984; T.D. 8540, 59 FR 30102, 30103, June 10, 
1994] 

§ 1.101–3 Interest payments. 

(a) Applicability of section 101(c). Sec-
tion 101(c) provides that if any amount 
excluded from gross income by section 
101(a) (relating to life insurance pro-
ceeds) or section 101(b) (relating to em-
ployees’ death benefits) is held under 
an agreement to pay interest thereon, 
the interest payments shall be included 
in gross income. This provision applies 
to payments made (either by an insurer 
or by or on behalf of an employer) of 
interest earned on any amount so ex-
cluded from gross income which is held 
without substantial diminution of the 
principal amount during the period 
when such interest payments are being 
made or credited to the beneficiaries or 
estate of the insured or the employee. 
For example, if a monthly payment is 
$100, of which $99 represents interests 
and $1 represents diminution of the 
principal amount, the principal 
amount shall be considered held under 
an agreement to pay interest thereon 
and the interest payment shall be in-
cluded in the gross income of the re-
cipient. Section 101(c) applies whether 
the election to have an amount held 
under an agreement to pay interest 
thereon is made by the insured or em-
ployee or by his beneficiaries or estate, 
and whether or not an interest rate is 
explicitly stated in the agreement. 
Section 101(d), relating to the payment 
of life insurance proceeds at a date 
later than death, shall not apply to any 
amount to which section 101(c) applies. 
See section 101(d)(4). However, both 
section 101(c) and section 101(d) may 
apply to payments received under a 
single life insurance contract. For pro-
visions relating to the application of 
this rule to payments received under a 
permanent life insurance policy with a 
family income rider attached, see para-
graph (h) of § 1.101–4. 

(b) Determination of ‘‘present value’’. 
For the purpose of determining wheth-
er section 101(c) or section 101(d) ap-
plies, the present value (at the time of 
the insured’s death) of any amount 
which is to be paid at a date later than 
death shall be determined by the use of 
the interest rate and mortality tables 
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used by the insurer in determining the 
size of the payments to be made. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6577, 26 FR 10127, Oct. 28, 
1961] 

§ 1.101–4 Payment of life insurance 
proceeds at a date later than death. 

(a) In general. (1)(i) Section 101(d) 
states the provisions governing the ex-
clusion from gross income of amounts 
(other than those to which section 
101(c) applies) received under a life in-
surance contract and paid by reason of 
the death of the insured which are paid 
to a beneficiary on a date or dates later 
than the death of the insured. However, 
if the amounts payable as proceeds of 
life insurance to which section 101(a)(1) 
applies cannot in any event exceed the 
amount payable at the time of the in-
sured’s death, such amounts are fully 
excludable from the gross income of 
the recipient (or recipients) without re-
gard to the actual time of payment and 
no further determination need be made 
under this section. Section 101(d)(1)(A) 
provides an exclusion from gross in-
come of any amount determined by a 
proration, under applicable regula-
tions, of ‘‘an amount held by an insurer 
with respect to any beneficiary’’. The 
quoted phrase is defined in section 
101(d)(2). For the regulations governing 
the method of computation of this pro-
ration, see paragraphs (c) through (f) of 
this section. The prorated amounts are 
to be excluded from the gross income of 
the beneficiary regardless of the tax-
able year in which they are actually re-
ceived (see example (2) of subparagraph 
(2) of this paragraph). 

(ii) Section 101(d)(1)(B) provides an 
additional exclusion where life insur-
ance proceeds are paid to the surviving 
spouse of an insured. For purposes of 
this exclusion, the term ‘‘surviving 
spouse’’ means the spouse of the in-
sured as of the date of death, including 
a spouse legally separated, but not 
under a decree of absolute divorce (sec-
tion 101(d)(3)). To the extent that the 
total payments, under one or more 
agreements, made in excess of the 
amounts determined by proration 
under section 101(d)(1)(A) do not exceed 
$1,000 in the taxable year of receipt, 
they shall be excluded from the gross 
income of the surviving spouse (wheth-

er or not payment of any part of such 
amounts is guaranteed by the insurer). 
Amounts excludable under section 
101(d)(1)(B) are not ‘‘prorated’’ 
amounts. 

(2) The principles of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. A surviving spouse elects to re-
ceive all of the life insurance proceeds with 
respect to one insured, amounting to 
$150,000, in ten annual installments of $16,500 
each, based on a certain guaranteed interest 
rate. The prorated amount is $15,000 
($150,000÷10). As the second payment, the in-
surer pays $17,850, which exceeds the guaran-
teed payment by $1,350 as the result of earn-
ings of the insurer in excess of those required 
to pay the guaranteed installments. The sur-
viving spouse shall include $1,850 in gross in-
come and exclude $16,000—determined in the 
following manner: 
Fixed payment (including guaranteed interest) ....... $16,500 
Excess interest ........................................................ 1,350 

Total payment ............................................ 17,850 
Prorated amount ...................................................... 15,000 

Excess over prorated amount ................... 2,850 
Annual excess over prorated amount excludable 

under section 101(d)(1)(B) ................................... 1,000 

Amount includible in gross income ........... 1,850 

Example 2. Assume the same facts as in ex-
ample (1), except that the third and fourth 
annual installments, totalling $33,000 
(2×$16,500), are received in a single subse-
quent taxable year of the surviving spouse. 
The prorated amount of $15,000 of each an-
nual installment, totalling $30,000, shall be 
excluded even though the spouse receives 
more than one annual installment in the sin-
gle subsequent taxable year. However, the 
surviving spouse is entitled to only one ex-
clusion of $1,000 under section 101(d)(1)(B) for 
each taxable year of receipt. The surviving 
spouse shall include $2,000 in her gross in-
come for the taxable year with respect to the 
above installment payments ($33,000 less the 
sum of $30,000 plus $1,000). 

Example 3. Assume the same facts as in ex-
ample (1), except that the surviving spouse 
dies before receiving all ten annual install-
ments and the remaining installments are 
paid to her estate or beneficiary. In such a 
case, $15,000 of each installment would con-
tinue to be excludable from the gross income 
of the recipient, but any amounts received in 
excess thereof would be fully includible. 

(b) Amount held by an insurer. (1) For 
the purpose of the proration referred to 
in section 101(d)(1), an ‘‘amount held by 
an insurer with respect to any bene-
ficiary’’ means an amount equal to the 
present value to such beneficiary (as of 
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the date of death of the insured) of an 
agreement by the insurer under a life 
insurance policy (whether as an option 
or otherwise) to pay such beneficiary 
an amount or amounts at a date or 
dates later than the death of the in-
sured (section 101(d)(2)). The present 
value of such agreement is to be com-
puted as if the agreement under the life 
insurance policy had been entered into 
on the date of death of the insured, ex-
cept that such value shall be deter-
mined by the use of the mortality table 
and interest rate used by the insurer in 
calculating payments to be made to 
the beneficiary under such agreement. 
Where an insurance policy provides an 
option for the payment of a specific 
amount upon the death of the insured 
in full discharge of the contract, such 
lump sum is the amount held by the in-
surer with respect to all beneficiaries 
(or their beneficiaries) under the con-
tract. See, however, paragraph (e) of 
this section. 

(2) In the case of two or more bene-
ficiaries, the ‘‘amount held by the in-
surer’’ with respect to each beneficiary 
depends on the relationship of the dif-
ferent benefits payable to such bene-
ficiaries. Where the amounts payable 
to two or more beneficiaries are inde-
pendent of each other, the ‘‘amount 
held by the insurer with respect to 
each beneficiary’’ shall be determined 
and prorated over the periods involved 
independently. Thus, if a certain 
amount per month is to be paid to A 
for his life, and, concurrently, another 
amount per month is to be paid to B 
for his life, the ‘‘amount held by the in-
surer’’ shall be determined and pro-
rated for both A and B independently, 
but the aggregate shall not exceed the 
total present value of such payments 
to both. On the other hand, if the obli-
gation to pay B was contingent on his 
surviving A, the ‘‘amount held by the 
insurer’’ shall be considered an amount 
held with respect to both beneficiaries 
simultaneously. Furthermore, it is im-
material whether B is a named bene-
ficiary or merely the ultimate recipi-
ent of payments for a term of years. 
For the special rules governing the 
computation of the proration of the 
‘‘amount held by an insurer’’ in deter-
mining amounts excludable under the 
provisions of section 101(d), see para-

graphs (c) to (f), inclusive, of this sec-
tion. 

(3) Notwithstanding any other provi-
sion of this section, if the policy was 
transferred for a valuable consider-
ation, the total ‘‘amount held by an in-
surer’’ cannot exceed the sum of the 
consideration paid plus any premiums 
or other consideration paid subsequent 
to the transfer if the provisions of sec-
tion 101(a)(2) and paragraph (b) of 
§ 1.101–1 limit the excludability of the 
proceeds to such total. 

(c) Treatment of payments for life to a 
sole beneficiary. If the contract provides 
for the payment of a specified lump 
sum, but, pursuant to an agreement be-
tween the beneficiary and the insurer, 
payments are to be made during the 
life of the beneficiary in lieu of such 
lump sum, the lump sum shall be di-
vided by the life expectancy of the ben-
eficiary determined in accordance with 
the mortality table used by the insurer 
in determining the benefits to be paid. 
However, if payments are to be made to 
the estate or beneficiary of the pri-
mary beneficiary in the event that the 
primary beneficiary dies before receiv-
ing a certain number of payments or a 
specified total amount, such lump sum 
shall be reduced by the present value 
(at the time of the insured’s death) of 
amounts which may be paid by reason 
of the guarantee, in accordance with 
the provisions of paragraph (e) of this 
section, before making this calcula-
tion. To the extent that payments re-
ceived in each taxable year do not ex-
ceed the amount found from the above 
calculation, they are ‘‘prorated 
amounts’’ of the ‘‘amount held by an 
insurer’’ and are excludable from the 
gross income of the beneficiary with-
out regard to whether he lives beyond 
the life expectancy used in making the 
calculation. If the contract in question 
does not provide for the payment of a 
specific lump sum upon the death of 
the insured as one of the alternative 
methods of payment, the present value 
(at the time of the death of the in-
sured) of the payments to be made the 
beneficiary, determined in accordance 
with the interest rate and mortality 
table used by the insurer in deter-
mining the benefits to be paid, shall be 
used in the above calculation in lieu of 
a lump sum. 
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(d) Treatment of payments to two or 
more beneficiaries—(1) Unrelated pay-
ments. If payments are to be made to 
two or more beneficiaries, but the pay-
ments to be made to each are to be 
made without regard to whether or not 
payments are made or continue to be 
made to the other beneficiaries, the 
present value (at the time of the in-
sured’s death) of such payments to 
each beneficiary shall be determined 
independently for each such bene-
ficiary. The present value so deter-
mined shall then be divided by the 
term for which the payments are to be 
made. If the payments are to be made 
for the life of the beneficiary, the divi-
sor shall be the life expectancy of the 
beneficiary. To the extent that pay-
ments received by a beneficiary do not 
exceed the amount found from the 
above calculation, they are ‘‘prorated 
amounts’’ of the ‘‘amount held by an 
insurer’’ with respect to such bene-
ficiary and are excludable from the 
gross income of the beneficiary with-
out regard to whether he lives beyond 
any life expectancy used in making the 
calculation. For the purpose of the cal-
culation described above, both the 
‘‘present value’’ of the payments to be 
made periodically and the ‘‘life expect-
ancy’’ of the beneficiary shall be deter-
mined in accordance with the interest 
rate and mortality table used by the 
insurer in determining the benefits to 
be paid. If payments are to be made to 
the estate or beneficiary of a primary 
beneficiary in the event that such ben-
eficiary dies before receiving a certain 
number of payments or a specified 
total amount, the ‘‘present value’’ of 
payments to such beneficiary shall not 
include the present value (at the time 
of the insured’s death) of amounts 
which may be paid by reason of such a 
guarantee. See paragraph (e) of this 
section. 

(2) Related payments. If payments to 
be made to two or more beneficiaries 
are in the nature of a joint and sur-
vivor annuity (as described in para-
graph (b) of § 1.72–5), the present value 
(at the time of the insured’s death) of 
the payments to be made to all such 
beneficiaries shall be divided by the 
life expectancy of such beneficiaries as 
a group. To the extent that the pay-
ments received by a beneficiary do not 

exceed the amount found from the 
above calculation, they are ‘‘prorated 
amounts’’ of the ‘‘amount held by an 
insurer’’ with respect to such bene-
ficiary and are excludable from the 
gross income of the beneficiary with-
out regard to whether all the bene-
ficiaries involved live beyond the life 
expectancy used in making the calcula-
tion. For the purpose of the calculation 
described above, both the ‘‘present 
value’’ of the payments to be made pe-
riodically and the ‘‘life expectancy’’ of 
all the beneficiaries as a group shall be 
determined in accordance with the in-
terest rate and mortality table used by 
the insurer in determining the benefits 
to be paid. If the contract provides that 
certain payments are to be made in the 
event that all the beneficiaries of the 
group die before a specified number of 
payments or a specified total amount 
is received by them, the present value 
of payments to be made to the group 
shall not include the present value (at 
the time of the insured’s death) of 
amounts which may be paid by reason 
of such a guarantee. See paragraph (e) 
of this section. 

(3) Payments to secondary beneficiaries. 
Payments made by reason of the death 
of a beneficiary (or beneficiaries) under 
a contract providing that such pay-
ments shall be made in the event that 
the beneficiary (or beneficiaries) die 
before receiving a specified number of 
payments or a specified total amount 
shall be excluded from the gross in-
come of the recipient to the extent 
that such payments are made solely by 
reason of such guarantee. 

(e) Treatment of present value of guar-
anteed payments. In the case of pay-
ments which are to be made for a life 
or lives under a contract providing 
that further amounts shall be paid 
upon the death of the primary bene-
ficiary (or beneficiaries) in the event 
that such beneficiary (or beneficiaries) 
die before receiving a specified number 
of payments or a specified total 
amount, the present value (at the time 
of the insured’s death) of all payments 
to be made under the contract shall 
not include, for purposes of prorating 
the amount held by the insurer, the 
present value of the payments which 
may be made to the estate or bene-
ficiary of the primary beneficiary. In 
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such a case, any lump sum amount 
used to measure the value of the 
amount held by an insurer with respect 
to the primary beneficiary must be re-
duced by the value at the time of the 
insured’s death of any amounts which 
may be paid by reason of the guarantee 
provided for a secondary beneficiary or 
the estate of the primary beneficiary 
before prorating such lump sum over 
the life or lives of the primary bene-
ficiaries. Such present value (of the 
guaranteed payment) shall be deter-
mined by the use of the interest rate 
and mortality tables used by the in-
surer in determining the benefits to be 
paid. 

(f) Treatment of payments not paid peri-
odically. Payments made to bene-
ficiaries other than periodically shall 
be included in the gross income of the 
recipients, but only to the extent that 
they exceed amounts payable at the 
time of the death of the insured to each 
such beneficiary or, where no such 
amounts are specified, the present 
value of such payments at that time. 

(g) Examples. The principles of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. A life insurance policy provides 
for the payment of $20,000 in a lump sum to 
the beneficiary at the death of the insured. 
Upon the death of the insured, the bene-
ficiary elects an option to leave the proceeds 
with the company for five years and then re-
ceive payment of $24,000, having no claim of 
right to any part of such sum before the en-
tire five years have passed. Upon the pay-
ment of the larger sum, $24,000, the bene-
ficiary shall include $4,000 in gross income 
and exclude $20,000 therefrom. If it is as-
sumed that the same insurer has determined 
the benefits to be paid, the same result 
would obtain if no lump sum amount were 
provided for at the death of the insured and 
the beneficiary were to be paid $24,000 five 
years later. In neither of these cases would 
the surviving spouse be able to exclude any 
additional amount from gross income since 
both cases involve an amount held by an in-
surer under an agreement to pay interest 
thereon to which section 101(c) applies, rath-
er than an amount to be paid periodically 
after the death of the insured to which sec-
tion 101(d) applies. 

Example 2. A life insurance policy provides 
that $1,200 per year shall be paid the sole 
beneficiary (other than a surviving spouse) 
until a fund of $20,000 and interest which ac-
crues on the remaining balance is exhausted. 
A guaranteed rate of interest is specified, 

but excess interest may be credited accord-
ing to the earnings of the insurer. Assuming 
that the fund will be exhausted in 20 years if 
only the guaranteed interest is actually 
credited, the beneficiary shall exclude $1,000 
of each installment received ($20,000 divided 
by 20) and any installments received, wheth-
er by the beneficiary or his estate or bene-
ficiary, in excess of 20 shall be fully included 
in the gross income of the recipient. If, in-
stead, the excess interest were to be paid 
each year, any portion of each installment 
representing an excess over $1,000 would be 
fully includible in the recipient’s gross in-
come. Thus, if an installment of $1,350 were 
received, $350 of it would be included in gross 
income. 

Example 3. Assume that the sole life insur-
ance policy of a decedent provides only for 
the payment of $5,000 per year for the life of 
his surviving spouse, beginning with the in-
sured’s death. If the present value of the pro-
ceeds, determined by reference to the inter-
est rate and the mortality table used by the 
insurance company, is $60,000, and such bene-
ficiary’s life expectancy is 20 years, $3,000 of 
each $5,000 payment ($60,000 divided by 20) is 
excludable as the prorated portion of the 
‘‘amount held by an insurer’’. For each tax-
able year in which a payment is made, an ad-
ditional $1,000 is excludable from the gross 
income of the surviving spouse. Hence, if she 
receives only one $5,000 payment in her tax-
able year, only $1,000 is includible in her 
gross income in that year with respect to 
such payment ($5,000 less the total amount 
excludable, $4,000). Assuming that the policy 
also provides for payments of $2,000 per year 
for 10 years to the daughter of the insured, 
the present value of the payments to the 
daughter is to be computed separately for 
the purpose of determining the excludable 
portion of each payment to her. Assuming 
that such present value is $15,000, $1,500 of 
each payment of $2,000 received by the 
daughter is excludable from her gross income 
($15,000 divided by 10). The remaining $500 
shall be included in the gross income of the 
daughter. 

Example 4. Beneficiaries A and B, neither of 
whom is the surviving spouse of the insured, 
are each to receive annual payments of $1,800 
for each of their respective lives upon the 
death of the insured. The contract does not 
provide for payments to be made in any 
other manner. Assuming that the present 
value of the payments to be made to A, 
whose life expectancy according to the insur-
er’s mortality table is 30 years, is $36,000, A 
shall exclude $1,200 of each payment received 
($36,000 divided by 30). Assuming that the 
present value of the payments to be made to 
B, whose life expectancy according to the in-
surer’s mortality table is 20 years, is $27,000, 
B shall exclude $1,350 of each payment re-
ceived ($27,000 divided by 20). 
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Example 5. A life insurance policy provides 
for the payment of $76,500 in a lump sum to 
the beneficiary, A, at the death of the in-
sured. Upon the insured’s death, however, A 
selects an option for the payment of $2,000 
per year for her life and for the same amount 
to be paid after her death to B, her daughter, 
for her life. Assuming that since A is 51 years 
of age and her daughter is 28 years of age, 
the insurer determined the amount of the 
payments by reference to a mortality table 
under which the life expectancy for the lives 
of both A and B, joint and survivor, is 51 
years, $1,500 of each $2,000 payment to either 
A or B ($76,500 divided by 51, or $1,500) shall 
be excluded from the gross income of the re-
cipient. However, if A is the surviving spouse 
of the insured and no other contracts of in-
surance whose proceeds are to be paid to her 
at a date later than death are involved, A 
shall exclude the entire payment of $2,000 in 
any taxable year in which she receives but 
one such payment because of the additional 
exclusion under section 101(d)(1)(B). 

Example 6. Beneficiaries A and B, neither of 
whom is the surviving spouse of the insured, 
are each to receive annual payments of $1,800 
for each of their respective lives upon the 
death of the insured, but after the death of 
either, the survivor is to receive the pay-
ments formerly made to the deceased bene-
ficiary until the survivor dies. Assuming 
that the life expectancy, joint and survivor, 
of A and B in accordance with the mortality 
table used by the insurer is 32 years and as-
suming that the total present value of the 
benefits to both (determined in accordance 
with the interest rate used by the insurer) is 
$80,000, A and B shall each exclude $1,250 of 
each installment of $1,800 ($80,000 divided by 
the life expectancy, 32, multiplied by the 
fraction of the annual payment payable to 
each, one-half) until the death of either. 
Thereafter, the survivor shall exclude $2,500 
of each installment of $3,600 ($80,000 divided 
by 32). 

Example 7. A life insurance policy provides 
for the payment of $75,000 in a lump sum to 
the beneficiary, A, at the death of the in-
sured. A, upon the insured’s death, however, 
selects an option for the payment of $4,000 
per year for life, with a guarantee that any 
part of the $75,000 lump sum not paid to A be-
fore his death shall be paid to B (or his es-
tate). A’s beneficiary. Assuming that, under 
the criteria used by the insurer in deter-
mining the benefits to be paid, the present 
value of the guaranteed amount to B is 
$13,500 and that A’s life expectancy is 25 
years, the lump sum shall be reduced by the 
present value of the guarantee to B ($75,000 
less $13,500, or $61,500) and divided by A’s life 
expectancy ($61,500 divided by 25, or $2,460). 
Hence, $2,460 of each $4,000 payment is ex-
cludable from A’s gross income. If A is the 
surviving spouse of the insured and no other 
contracts of insurance whose proceeds are to 

be paid to her at a date later than death are 
involved, A shall exclude $3,460 of each $4,000 
payment from gross income in any taxable 
year in which but one such payment is re-
ceived. Under these facts, if any amount is 
paid to B by reason of the fact that A dies 
before receiving a total of $75,000, the residue 
of the lump sum paid to B shall be excluded 
from B’s gross income since it is wholly in 
lieu of the present value of such guarantee 
plus the present value of the payments to be 
made to the first beneficiary, and is there-
fore entirely an ‘‘amount held by an insurer’’ 
paid at a date later than death (see para-
graph (d)(3) of this section). 

Example 8. Assume that an insurance pol-
icy does not provide for the payment of a 
lump sum, but provides for the payment of 
$1,200 per year for a beneficiary’s life upon 
the death of the insured, and also provides 
that if ten payments are not made to the 
beneficiary before death a secondary bene-
ficiary (whether named by the insured or by 
the first beneficiary) shall receive the re-
mainder of the ten payments in similar in-
stallments. If, according to the criteria used 
by the insurance company in determining 
the benefits, the present value of the pay-
ments to the first beneficiary is $12,000 and 
the life expectancy of such beneficiary is 15 
years, $800 of each payment received by the 
first beneficiary is excludable from gross in-
come. Assuming that the same figures obtain 
even though the payments are to be made at 
the rate of $100 per month, the yearly exclu-
sion remains the same unless more or less 
than twelve months’ installments are re-
ceived by the beneficiary in a particular tax-
able year. In such a case two-thirds of the 
total received in the particular taxable year 
with respect to such beneficiary shall be ex-
cluded from gross income. Under either of 
the above alternatives, any amount received 
by the second beneficiary by reason of the 
guarantee of ten payments is fully exclud-
able from the beneficiary’s gross income 
since it is wholly in lieu of the present value 
of such guarantee plus the present value of 
the payments to be made to the first bene-
ficiary and is therefore entirely an ‘‘amount 
held by an insurer’’ paid at a date later than 
death (see paragraph (d)(3) of this section). 

(h) Applicability of both section 101(c) 
and 101(d) to payments under a single life 
insurance contract—(1) In general. Sec-
tion 101(d) shall not apply to interest 
payments on any amount held by an 
insurer under an agreement to pay in-
terest thereon (see sections 101(c) and 
101(d)(4) and § 1.101–3). On the other 
hand, both section 101(c) and section 
101(d) may be applicable to payments 
received under a single life insurance 
contract, if such payments consist both 
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of interest on an amount held by an in-
surer under an agreement to pay inter-
est thereon and of amounts held by the 
insurer and paid on a date or dates 
later than the death of the insured. 
One instance when both section 101(c) 
and section 101(d) may be applicable to 
payments received under a single life 
insurance contract is in the case of a 
permanent life insurance policy with a 
family income rider attached. A typ-
ical family income rider is one which 
provides additional term insurance 
coverage for a specified number of 
years from the register date of the 
basic policy. Under the policy with 
such a rider, if the insured dies at any 
time during the term period, the bene-
ficiary is entitled to receive (i) month-
ly payments of a specified amount 
commencing as of the date of death and 
continuing for the balance of the term 
period, and (ii) a lump sum payment of 
the proceeds under the basic policy to 
be paid at the end of the term period. 
If the insured dies after the expiration 
of the term period, the beneficiary re-
ceives only the proceeds under the 
basic policy. If the insured dies before 
the expiration of the term period, part 
of each monthly payment received by 
the beneficiary during the term period 
consists of interest on the proceeds of 
the basic policy (such proceeds being 
retained by the insurer until the end of 
the term period). The remaining part 
consists of an installment (principal 
plus interest) of the proceeds of the 
terms insurance purchased under the 
family income rider. The amount of 
term insurance which is provided under 
the family income rider is, therefore, 
that amount which, at the date of the 
insured’s death, will provide proceeds 
sufficient to fund such remaining part 
of each monthly payment. Since the 
proceeds under the basic policy are 
held by the insurer until the end of the 
term period, that portion of each 
monthly payment which consists of in-
terest on such proceeds is interest on 
an amount held by an insurer under an 
agreement to pay interest thereon and 
is includible in gross income under sec-
tion 101(c). On the other hand, since 
the remaining portion of each monthly 
payment consists of an installment 
payment (principal plus interest) of the 
proceeds of the term insurance, it is a 

payment of an amount held by the in-
surer and paid on a date later than the 
death of the insured to which section 
101(d) and this section applies (includ-
ing the $1,000 exclusion allowed the 
surviving spouse under section 
101(d)(1)(B)). The proceeds of the basic 
policy, when received in a lump sum at 
the end of the term period, are exclud-
able from gross income under section 
101(a). 

(2) Example of tax treatment of amounts 
received under a family income rider. The 
following example illustrates the appli-
cation of the principles contained in 
subparagraph (1) of this paragraph to 
payments received under a permanent 
life insurance policy with a family in-
come rider attached: 

Example. The sole life insurance policy of 
the insured provides for the payment of 
$100,000 to the beneficiary (the insured’s 
spouse) on his death. In addition, there is at-
tached to the policy a family income rider 
which provides that, if the insured dies be-
fore the 20th anniversary of the basic policy, 
the beneficiary shall receive (i) monthly pay-
ments of $1,000 commencing on the date of 
the insured’s death and ending with the pay-
ment prior to the 20th anniversary of the 
basic policy, and (ii) a single payment of 
$100,000 payable on the 20th anniversary of 
the basic policy. On the date of the insured’s 
death, the beneficiary (surviving spouse of 
the insured) is entitled to 36 monthly pay-
ments of $1,000 and to the single payment of 
$100,000 on the 20th anniversary of the basic 
policy. The value of the proceeds of the term 
insurance at the date of the insured’s death 
is $28,409.00 (the present value of the portion 
of the monthly payments to which section 
101(d) applies computed on the basis that the 
interest rate used by the insurer in deter-
mining the benefits to be paid under the con-
tract is 21⁄4 percent). The amount of each 
monthly payment of $1,000 which is includ-
ible in the beneficiary’s gross income is de-
termined in the following manner: 
(a) Total amount of monthly payment ................. $1,000.00 
(b) Amount includible in gross income under 

section 101(c) as interest on the $100,000 
proceeds under the basic policy held by the 
insurer until 20th anniversary of the basic pol-
icy (computed on the basis that the interest 
rate used by the insurer in determining the 
benefits to be paid under the contract is 21⁄4 
percent) ............................................................ 185.00 

(c) Amount to which section 101(d) applies ((a) 
minus (b)) ......................................................... 815.00 

(d) Amount excludable from gross income under 
section 101(d) ($28,409÷36) ............................ 789.14 

(e) Amount includible in gross income under 
section 101(d) without taking into account the 
$1,000 exclusion allowed the beneficiary as 
the surviving spouse ((c) minus (d)) ................ 25.86 
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The beneficiary, as the surviving spouse of 
the insured, is entitled to exclude the 
amounts otherwise includible in gross in-
come under section 101(d) (item (e)) to the 
extent such amounts do not exceed $1,000 in 
the taxable year of receipt. This exclusion is 
not applicable, however, with respect to the 
amount of each payment which is includible 
in gross income under section 101(c) (item 
(b)). In this example, therefore, the bene-
ficiary must include $185 of each monthly 
payment in gross income (amount includible 
under section 101(c)), but may exclude the 
$25.86 which is otherwise includible under 
section 101(d). The payment of $100,000 which 
is payable to the beneficiary on the 20th an-
niversary of the basic policy will be entirely 
excludable from gross income under section 
101(a). 

(3) Limitation on amount considered to 
be an ‘‘amount held by an insurer’’. See 
paragraph (b)(3) of this section for a 
limitation on the amount which shall 
be considered an ‘‘amount held by an 
insurer’’ in the case of proceeds of life 
insurance which are paid subsequent to 
the transfer of the policy for a valuable 
consideration. 

(4) Effective date. The provisions of 
this paragraph are applicable only with 
respect to amounts received during 
taxable years beginning after October 
28, 1961, irrespective of the date of the 
death of the insured. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6577, 26 FR 10127, Oct. 28, 
1961; 26 FR 10275, Nov. 2, 1961] 

§ 1.101–5 Alimony, etc., payments. 
Proceeds of life insurance policies 

paid by reason of the death of the in-
sured to his separated wife, or payment 
excludable as death benefits under sec-
tion 101(b) paid to a deceased employ-
ee’s separated wife, if paid to discharge 
legal obligations imposed by a decree 
of divorce or separate maintenance, by 
a written separation agreement exe-
cuted after August 16, 1954, or by a de-
cree of support entered after March 1, 
1954, shall be included in the gross in-
come of the separated wife if section 71 
or 682 is applicable to the payments 
made. For definition of ‘‘wife’’, see sec-
tion 7701(a)(17) and the regulations 
thereunder. 

§ 1.101–6 Effective date. 
(a) Except as otherwise provided in 

paragraph (h)(4) of § 1.101–4, the provi-

sions of section 101 of the Internal Rev-
enue Code of 1954 and §§ 1.101–1, 1.101–2, 
1.101–3, 1.101–4, and 1.101–5 are applica-
ble only with respect to amounts re-
ceived by reason of the death of an in-
sured or an employee occurring after 
August 16, 1954. In the case of such 
amounts, these sections are applicable 
even though the receipt of such 
amounts occurred in a taxable year be-
ginning before January 1, 1954, to 
which the Internal Revenue Code of 
1939 applies. 

(b) Section 22(b)(1) of the Internal 
Revenue Code of 1939 and the regula-
tions pertaining thereto shall apply to 
amounts received by reason of the 
death of an insured or an employee oc-
curring before August 17, 1954, regard-
less of the date of receipt. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6577, 26 FR 10128, Oct. 28, 
1961] 

§ 1.101–7 Mortality table used to deter-
mine exclusion for deferred pay-
ments of life insurance proceeds. 

(a) Mortality table. Notwithstanding 
any provision of § 1.101–4 that otherwise 
would permit the use of a mortality 
table not described in this section, the 
mortality table set forth in § 1.72–7(c)(1) 
must be used to determine— 

(1) The amount held by an insurer 
with respect to a beneficiary for pur-
poses of section 101(d)(2) and § 1.101–4; 
and 

(2) The period or periods with respect 
to which payments are to be made for 
purposes of section 101(d)(1) and § 1.101– 
4. 

(b) Examples. The principles of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. A life insurance policy provides 
only for the payment of $5,000 per year for 
the life of the beneficiary, A, beginning with 
the insured’s death. If A is 59 years of age at 
the time of the insured’s death, the period 
with respect to which the payments are to be 
made is 25 years. This period is determined 
by using the mortality table set forth in 
§ 1.72–7(c)(1), and is shown in Table V of § 1.72– 
9 (which contains life expectancy tables de-
termined using this mortality table). If the 
present value of the proceeds, determined by 
reference to the interest rate used by the in-
surance company and the mortality table set 
forth in § 1.72–7(c)(1), is $75,000, $3,000 of each 
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$5,000 payment ($75,000 divided by 25) is ex-
cluded from the gross income of A. 

Example 2. A life insurance policy provides 
for the payment of $82,500 in a lump sum to 
the beneficiary, A, at the death of the in-
sured. Upon the insured’s death, however, A 
selects an option for the payment of $2,000 
per year for life and for the same amount to 
be paid after A’s death to B for B’s life. If A 
is 51 years of age and B is 28 years of age at 
the death of the insured, the period with re-
spect to which the payments are to be made 
is 55 years. This period is determined by 
using the mortality table set forth in § 1.72– 
7(c)(1), and is shown in Table VI of § 1.72–9 
(which contains life expectancy tables deter-
mined using this mortality table). Accord-
ingly $1,500 of each $2,000 payment ($82,500 di-
vided by 55) is excluded from the gross in-
come of the recipient. 

(c) Effective date. This section applies 
to amounts received with respect to 
deaths occurring after October 22, 1986, 
in taxable years ending after October 
22, 1986. 

[T.D. 8161, 52 FR 35415, Sept. 21, 1987. Redesig-
nated and amended by T.D. 8272, 54 FR 47980, 
Nov. 20, 1989] 

§ 1.102–1 Gifts and inheritances. 
(a) General rule. Property received as 

a gift, or received under a will or under 
statutes of descent and distribution, is 
not includible in gross income, al-
though the income from such property 
is includible in gross income. An 
amount of principal paid under a mar-
riage settlement is a gift. However, see 
section 71 and the regulations there-
under for rules relating to alimony or 
allowances paid upon divorce or separa-
tion. Section 102 does not apply to 
prizes and awards (see section 74 and 
§ 1.74–1) nor to scholarships and fellow-
ship grants (see section 117 and the reg-
ulations thereunder). 

(b) Income from gifts and inheritances. 
The income from any property received 
as a gift, or under a will or statute of 
descent and distribution shall not be 
excluded from gross income under 
paragraph (a) of this section. 

(c) Gifts and inheritances of income. If 
the gift, bequest, devise, or inheritance 
is of income from property, it shall not 
be excluded from gross income under 
paragraph (a) of this section. Section 
102 provides a special rule for the treat-
ment of certain gifts, bequests, devises, 
or inheritances which by their terms 
are to be paid, credited, or distributed 

at intervals. Except as provided in sec-
tion 663(a)(1) and paragraph (d) of this 
section, to the extent any such gift, be-
quest, devise, or inheritance is paid, 
credited, or to be distributed out of in-
come from property, it shall be consid-
ered a gift, bequest, devise, or inherit-
ance of income from property. Section 
102 provides the same treatment for 
amounts of income from property 
which is paid, credited, or to be distrib-
uted under a gift or bequest whether 
the gift or bequest is in terms of a 
right to payments at intervals (regard-
less of income) or is in terms of a right 
to income. To the extent the amounts 
in either case are paid, credited, or to 
be distributed at intervals out of in-
come, they are not to be excluded 
under section 102 from the taxpayer’s 
gross income. 

(d) Effect of Subchapter J. Any amount 
required to be included in the gross in-
come of a beneficiary under sections 
652, 662, or 668 shall be treated for pur-
poses of this section as a gift, bequest, 
devise, or inheritance of income from 
property. On the other hand, any 
amount excluded from the gross in-
come of a beneficiary under section 
663(a)(1) shall be treated for purposes of 
this section as property acquired by 
gift, bequest, devise, or inheritance. 

(e) Income taxed to grantor or assignor. 
Section 102 is not intended to tax a 
donee upon the same income which is 
taxed to the grantor of a trust or as-
signor of income under section 61 or 
sections 671 through 677, inclusive. 

§ 1.103–1 Interest upon obligations of a 
State, territory, etc. 

(a) Interest upon obligations of a 
State, territory, a possession of the 
United States, the District of Colum-
bia, or any political subdivision thereof 
(hereinafter collectively or individ-
ually referred to as ‘‘State or local gov-
ernmental unit’’) is not includable in 
gross income, except as provided under 
section 103 (c) and (d) and the regula-
tions thereunder. 

(b) Obligations issued by or on behalf 
of any State or local governmental 
unit by constituted authorities empow-
ered to issue such obligations are the 
obligations of such a unit. However, 
section 103(a)(1) and this section do not 
apply to industrial development bonds 
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except as otherwise provided in section 
103(c). See section 103(c) and §§ 1.103–7 
through 1.103–12 for the rules con-
cerning interest paid on industrial de-
velopment bonds. See section 103(d) for 
rules concerning interest paid on arbi-
trage bonds. Certificates issued by a 
political subdivision for public im-
provements (such as sewers, sidewalks, 
streets, etc.) which are evidence of spe-
cial assessments against specific prop-
erty, which assessments become a lien 
against such property and which the 
political subdivision is required to en-
force, are, for purposes of this section, 
obligations of the political subdivision 
even though the obligations are to be 
satisfied out of special funds and not 
out of general funds or taxes. The term 
‘‘political subdivision’’, for purposes of 
this section denotes any division of any 
State or local governmental unit which 
is a municipal corporation or which 
has been delegated the right to exercise 
part of the sovereign power of the unit. 
As thus defined, a political subdivision 
of any State or local governmental 
unit may or may not, for purposes of 
this section, include special assessment 
districts so created, such as road, 
water, sewer, gas, light, reclamation, 
drainage, irrigation, levee, school, har-
bor, port improvement, and similar dis-
tricts and divisions of any such unit. 

[T.D. 7199, 37 FR 15486, Aug. 3, 1972] 

§ 1.103–2 Dividends from shares and 
stock of Federal agencies or instru-
mentalities. 

(a) Issued before March 28, 1942. (1) 
Section 26 of the Federal Farm Loan 
Act of July 17, 1916 (12 U.S.C. 931), pro-
vides that Federal land banks and Fed-
eral land bank associations, including 
the capital and reserve or surplus 
therein and the income derived there-
from, shall be exempt from taxation, 
except taxes upon real estate. Section 7 
of the Federal Reserve Act of Decem-
ber 23, 1913 (12 U.S.C. 531), provides that 
Federal reserve banks, including the 
capital stock and surplus therein and 
the income derived therefrom, shall be 
exempt from taxation, except taxes 
upon real estate. Section 13 of the Fed-
eral Home Loan Bank Act (12 U.S.C. 
1433) provides that the Federal Home 
Loan Bank including its franchise, its 
capital, reserves, and surplus, its ad-

vances, and its income shall be exempt 
from all taxation, except taxes upon 
real estate. Section 5(h) of the Home 
Owners’ Loan Act of 1933 (12 U.S.C. 
1464(h)) provides that shares of Federal 
savings and loan associations shall, 
both as to their value and the income 
therefrom, be exempt from all taxation 
(except surtaxes, estate, inheritance, 
and gift taxes) imposed by the United 
States. Under the above-mentioned 
provisions, income consisting of divi-
dends on stock of Federal land banks, 
Federal land bank associations, Fed-
eral home loan banks, and Federal re-
serve banks is not, in the case of stock 
issued before March 28, 1942, includable 
in gross income. Income consisting of 
dividends on share accounts of Federal 
savings and loan associations is includ-
able in gross income but, in the case of 
shares issued before March 28, 1942, is 
not subject to the normal tax on in-
come. For taxability of such income in 
the case of such stock or shares issued 
on or after March 28, 1942, see section 6 
of the Public Debt Act of 1942 (31 U.S.C. 
742a) and paragraph (b) of this section. 
For the time at which a stock or share 
is issued within the meaning of this 
section, see paragraph (b) of this sec-
tion. 

(2) Regardless of the exemption from 
income tax of dividends paid on the 
stock of Federal reserve banks, divi-
dends paid by member banks are treat-
ed like dividends of ordinary corpora-
tions. 

(3) Dividends on the stock of the cen-
tral bank for cooperatives, the produc-
tion credit corporations, production 
credit associations, and banks for co-
operatives, organized under the provi-
sions of the Farm Credit Act of 1933 (12 
U.S.C. 1138), constitute income to the 
recipients, subject to both the normal 
tax and surtax (see section 63 of the 
Farm Credit Act of 1933 (12 U.S.C. 
1138c)). 

(b) Issued on or after March 28, 1942. (1) 
By virtue of the provisions of section 6 
of the Public Debt Act of 1942 (31 U.S.C. 
742a), the tax exemption provisions set 
forth in paragraph (a) of this section 
with respect to income consisting of 
dividends on stock of the Federal land 
banks, Federal land bank associations, 
and Federal reserve banks, or on share 
accounts of Federal savings and loan 
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associations, are not applicable in the 
case of dividends on such stock or 
shares issued on or after March 28, 1942. 

(2) For the purposes of this section, a 
stock or share is deemed to be issued at 
the time and to the extent that pay-
ment therefor is made to the agency or 
instrumentality. The date of issuance 
of the certificate or other evidence of 
ownership of such stock or share is not 
determinative if payment is made at an 
earlier or later date. Where old stock is 
retired in exchange for new stock of a 
different character or preference, the 
new stock shall be deemed to have been 
issued at the time of the exchange 
rather than when the old stock was 
paid for. These rules may be illustrated 
by the following examples: 

Example 1. A, the owner of an investment 
share account, consisting of 10 shares, in a 
Federal savings and loan association, has a 
single certificate issued before March 28, 
1942, evidencing such ownership. In order 
that A may dispose of half of such shares, 
the association at his request issues, after 
March 27, 1942, two 5-share certificates in 
substitution for the 10-share certificate. The 
shares evidenced by the two new certificates 
are deemed to have been issued before March 
28, 1942, the shares having been paid for be-
fore such date. 

Example 2. The X Bank, a member of a Fed-
eral reserve bank, owns 50 shares of Federal 
reserve bank stock, evidenced by a single 
stock certificate issued before March 28, 1942. 
On December 31, 1942, the X Bank reduces the 
amount of its capital stock, as a result of 
which it is required to reduce the amount of 
its Federal reserve bank stock to 40 shares. 
It surrenders the 50-share certificate to the 
Federal reserve bank and receives a new 40- 
share certificate. The 40 shares evidenced by 
such certificate are deemed to have been 
issued before March 28, 1942. On December 31, 
1943, the X Bank increases the amount of its 
capital stock, as a result of which it is re-
quired to purchase 10 additional shares of the 
Federal reserve bank stock. The Federal re-
serve bank issues a 10-share certificate evi-
dencing ownership of the new shares. Of the 
50 shares then owned by the X Bank, 40 were 
issued prior to March 28, 1942, and 10 were 
issued after March 27, 1942. 

Example 3. A, the owner of a savings share 
account in the amount of $100 in a Federal 
savings and loan association, has a passbook 
containing a certificate issued prior to 
March 28, 1942, evidencing such ownership. 
Subsequent to March 27, 1942, A deposits 
$10,000 in the account. With respect to the 
$10,000 deposit, the share is deemed to have 
been issued after March 27, 1942. 

§ 1.103–3 Interest upon notes secured 
by mortgages executed to Federal 
agencies or instrumentalities. 

Section 26 of the Federal Farm Loan 
Act (12 U.S.C. 931), and section 210 of 
such act, as added by section 2 of the 
act of March 4, 1923 (12 U.S.C. 1111), 
provide that first mortgages executed 
to Federal land banks, joint-stock land 
banks, or Federal intermediate credit 
banks, and the income derived there-
from, shall be exempt from taxation. 
Accordingly, income consisting of in-
terest on promissory notes held by 
such banks and secured by such first 
mortgages is not subject to the income 
tax. 

§ 1.103–4 Interest upon United States 
obligations. 

(a) Issued before March 1, 1941. (1) In-
terest upon obligations of the United 
States issued on or before September 1, 
1917, is exempt from tax. In the case of 
obligations issued by the United States 
after September 1, 1917, and in the case 
of obligations of a corporation orga-
nized under act of Congress, if such 
corporation is an instrumentality of 
the United States, the interest is ex-
empt from tax only if and to the extent 
provided in the acts authorizing the 
issue thereof, as amended and supple-
mented. 

(2) Interest on Treasury bonds issued 
before March 1, 1941, is exempt from 
Federal income taxes except surtaxes 
imposed upon the income or profits of 
individuals, associations, or corpora-
tions. However, interest on an aggre-
gate of not exceeding $5,000 principal 
amount of such bonds is also exempt 
from surtaxes. Interest in excess of the 
interest on an aggregate of not exceed-
ing $5,000 principal amount of such 
bonds is subject to surtax and must be 
included in gross income. 

(3) Interest credited to postal savings 
accounts upon moneys deposited before 
March 1, 1941, in postal savings banks 
is wholly exempt from income tax. 

(b) Issued on or after March 1, 1941. (1) 
Under the provisions of sections 4 and 
5 of the Public Debt Act of 1941 (31 
U.S.C. 742a), interest upon obligations 
issued on or after March 1, 1941, by the 
United States, or any agency or instru-
mentality thereof, shall not have any 
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exemption, as such, from Federal in-
come tax except in respect of any such 
obligations which the Federal Mari-
time Board and Maritime Administra-
tion (formerly United States Maritime 
Commission) or the Federal Housing 
Administration has, before March 1, 
1941, contracted to issue at a future 
date. The interest on such obligations 
so contracted to be issued shall bear 
such tax-exemption privileges as were 
at the time of such contract provided 
in the law authorizing their issuance. 
For the purposes hereof, under section 
4(a) of the Public Debt Act of 1941, a 
Territory and a possession of the 
United States (or any political subdivi-
sions thereof), and the District of Co-
lumbia, and any agency or instrumen-
tality of any one or more of the fore-
going, shall not be considered as an 
agency or instrumentality of the 
United States. 

(2) In the case of obligations issued as 
the result of a refunding operation, as, 
for example, where a corporation ex-
changes bonds for previously issued 
bonds, the refunding obligations are 
deemed, for the purposes of this sec-
tion, to have been issued at the time of 
the exchange rather than at the time 
the original bonds were issued. 

§ 1.103–5 Treasury bond exemption in 
the case of trusts or partnerships. 

(a) When the income of a trust is tax-
able to beneficiaries, as in the case of a 
trust the income of which is to be dis-
tributed to the beneficiaries currently, 
each beneficiary is entitled to exemp-
tion as if he owned directly a propor-
tionate part of the Treasury bonds held 
in trust. When, on the other hand, in-
come is taxable to the trustee, as in 
the case of a trust the income of which 
is accumulated for the benefit of un-
born or unascertained persons, the 
trust, as the owner of the bonds held in 
trust, is entitled to the exemption on 
account of such ownership. In general, 
see sections 652(b) and 662(b) and the 
regulations thereunder. 

(b) As the income of a partnership is 
taxable to the individual partners, each 
partner is entitled to exemption as if 
he owned directly a proportionate part 
of the bonds held by the partnership. 
For rules relating to partially tax-ex-

empt interest see section 702(a)(7) and 
the regulations thereunder. 

§ 1.103–6 Interest upon United States 
obligations in the case of non-
resident aliens and foreign corpora-
tions, not engaged in business in 
the United States. 

By virtue of section 4 of the Victory 
Liberty Loan Act of March 3, 1919 (31 
U.S.C. 750), amending section 3 of the 
Fourth Liberty Bond Act of July 9, 1918 
(31 U.S.C. 750), the interest received on 
and after March 3, 1919, on bonds, 
notes, and certificates of indebtedness 
of the United States while beneficially 
owned by a nonresident alien indi-
vidual, or a foreign corporation, part-
nership, or association, if such indi-
vidual, corporation, partnership, or as-
sociation is not engaged in business in 
the United States, is exempt from in-
come taxes. Such exemption applies 
only to such bonds, notes, or certifi-
cates as have been issued before March 
1, 1941. Interest derived by a non-
resident alien individual, or by a for-
eign corporation, partnership, or asso-
ciation on such bonds, notes, or certifi-
cates issued on or after March 1, 1941, 
is subject to tax as in the case of tax-
payers generally as provided in para-
graph (b) of § 1.103–4. 

§ 1.103–7 Industrial development 
bonds. 

(a) In general. Under section 103(c)(1) 
and this section, an industrial develop-
ment bond issued after April 30, 1968, 
shall be treated as an obligation not 
described in section 103(a)(1) and § 1.103– 
1. Accordingly, interest paid on such a 
bond is includable in gross income un-
less the bond was issued by a State, or 
local governmental unit to finance cer-
tain exempt facilities (see section 
103(c)(4) and § 1.103–8), to finance an in-
dustrial park (see section 103(c)(5) and 
§ 1.103–9), or as part of an exempt small 
issue (see section 103(c)(6) and § 1.103– 
10). For applicable rules when an indus-
trial development bond is held by a 
substantial user (or a person related to 
a substantial user) of such an exempt 
facility, or an industrial park, or a fa-
cility financed with the proceeds of 
such an exempt small issue, see section 
103(c)(7) and § 1.103–11. See also § 1.103–12 
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for the transitional provisions con-
cerning the interest paid on certain in-
dustrial development bonds issued be-
fore January 1, 1969, and certain other 
industrial development bonds. Even if 
section 103(c) does not prevent a bond 
from being treated as an obligation de-
scribed in section 103(a)(1) and § 1.103–1, 
such bond shall nevertheless be treated 
as an obligation which is not described 
in section 103(a)(1) and § 1.103–1 if under 
section 103(d) it is an arbitrage bond. 
For purposes of section 103(c), the term 
‘‘issue’’ includes a single obligation 
such as a single note issued in connec-
tion with a bank loan as well as a se-
ries of notes or bonds. 

(b) Industrial development bonds—(1) 
Definition. For purposes of this section, 
the term ‘‘industrial development 
bond’’ means any obligation— 

(i) Which is issued as part of an issue 
all or a major portion of the proceeds 
of which are to be used directly or indi-
rectly in any trade or business carried 
on by any person who is not an exempt 
person (as defined in subparagraph (2) 
of this paragraph), and 

(ii) The payment of the principal or 
interest on which, under the terms of 
such obligation or any underlying ar-
rangement (as described in subpara-
graph (4) of this paragraph), is in whole 
or in major part (i.e., major portion)— 

(a) Secured by any interest in prop-
erty used or to be used in a trade or 
business, 

(b) Secured by any interest in pay-
ments in respect of property used or to 
be used in a trade or business, or 

(c) To be derived from payments in 
respect of property, or borrowed 
money, used or to be used in a trade or 
business. 
See subparagraphs (3) and (4) of this 
paragraph for the trade or business test 
and the security interest test respec-
tively. See § 1.103–8(a)(6) to determine 
the amount of proceeds of an issue for 
which the amount payable during each 
annual period over the term of the 
issue is less than the amount of inter-
est accruing thereon in such period, 
e.g., in the case of an issue sold by the 
issuer for less than its face amount. 

(2) Exempt person. The term ‘‘exempt 
person’’ means a governmental unit as 
defined in this subparagraph, or an or-
ganization which is described in sec-

tion 501(c)(3) and this subparagraph and 
is exempt from taxation under section 
501(a). For purposes of this subpara-
graph, the term ‘‘governmental unit’’ 
means a State or local governmental 
unit (as defined in § 1.103–1). For pur-
poses of this subparagraph, the term 
‘‘governmental unit’’ also includes the 
United States of America (or an agency 
or instrumentality of the United 
States of America), but only in the 
case of obligations (i) issued on or be-
fore August 3, 1972, or (ii) issued after 
August 3, 1972, with respect to which a 
bond resolution or any other official 
action was taken and in reliance on 
such action either (a) construction of 
such facility to be financed with such 
obligations commenced or (b) a binding 
contract was entered into, or an irrev-
ocable bid was submitted, prior to Au-
gust 3, 1972, or (iii) issued after August 
3, 1972, with respect to a program ap-
proved by Congress prior to such date 
but only if (a) a portion of such pro-
gram has been financed by obligations 
issued prior to such date, to which sec-
tion 103(a) applied pursuant to a ruling 
issued by the Commissioner or his dele-
gate prior to such date and (b) con-
struction of one or more facilities com-
prising a part of such program com-
menced prior to such date. For pur-
poses of this subparagraph, a tax-ex-
empt organization is an exempt person 
only with respect to a trade or business 
it carries on which is not an unrelated 
trade or business. Whether a particular 
trade or business carried on by a tax- 
exempt organization is an unrelated 
trade or business is determined by ap-
plying the rules of section 513(a) (relat-
ing to general rule for unrelated trade 
or business) and the regulations there-
under to the tax-exempt organization 
without regard to whether the organi-
zation is an organization subject to the 
tax imposed by section 511 (relating to 
imposition of tax on unrelated business 
income of charitable, etc., organiza-
tions). 

(3) Trade or business test. (i) The trade 
or business test relates to the use of 
the proceeds of a bond issue. The test is 
met if all or a major portion of the pro-
ceeds of a bond issue is used in a trade 
or business carried on by a nonexempt 
person. For example, if all or a major 
portion of the proceeds of a bond issue 
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is to be loaned to one or more private 
business users, or is to be used to ac-
quire, construct, or reconstruct facili-
ties to be leased or sold to such private 
business users, and such proceeds or fa-
cilities are to be used in trades or busi-
nesses carried on by them, such pro-
ceeds are to be used in a trade or busi-
ness carried on by persons who are not 
exempt persons, and the debt obliga-
tions comprising the bond issue satisfy 
the trade or business test. If, however, 
less than a major portion of the pro-
ceeds of an issue is to be loaned to non-
exempt persons or is to be used to ac-
quire or construct facilities which will 
be used in a trade or business carried 
on by a nonexempt person, the debt ob-
ligations will not be industrial develop-
ment bonds. Also, when publicly-owned 
facilities which are intended for gen-
eral public use, such as toll roads or 
bridges, are constructed with the pro-
ceeds of a bond issue and used by non-
exempt persons in their trades or busi-
nesses on the same basis as other mem-
bers of the public, such use does not 
constitute a use in the trade or busi-
ness of a nonexempt person for pur-
poses of the trade or business test. 

(ii) In determining whether a debt ob-
ligation meets the trade or business 
test, the indirect, as well as the direct, 
use of the proceeds is to be taken into 
account. For example, the debt obliga-
tions comprising a bond issue do not 
fail to satisfy the trade or business test 
merely because the State or local gov-
ernmental unit uses the proceeds to en-
gage in a series of financing trans-
actions for property to be used by pri-
vate business users in trades or busi-
nesses carried on by them. Similarly, if 
such proceeds are to be used to con-
struct facilities to be leased or sold to 
any nonexempt person for use in a 
trade or business it carries on, such 
proceeds are to be used in a trade or 
business carried on by a nonexempt 
person and the debt obligations com-
prising such issue satisfy the trade or 
business test. If such proceeds are to be 
used to construct facilities to be leased 
or sold to an exempt person who will, 
in turn, lease or sell the facilities to a 
nonexempt person for use in a trade or 
business, such proceeds are to be used 
in a trade or business carried on by a 
nonexempt person and the debt obliga-

tions comprising such issue satisfy the 
trade or business test. In addition, pro-
ceeds will be treated as being used in 
the trade or business of a nonexempt 
person in situations involving other ar-
rangements, whether in a single trans-
action or in a series of transactions, 
whereby a nonexempt person uses prop-
erty acquired with the proceeds of a 
bond issue in its trade or business. 

(iii) The use of more than 25 percent 
of the proceeds of an issue of obliga-
tions in the trades or businesses of 
nonexempt persons will constitute the 
use of a major portion of such proceeds 
in such manner. In the case of the di-
rect or indirect use of the proceeds of 
an issue of obligations or the direct or 
indirect use of a facility constructed, 
reconstructed, or acquired with such 
proceeds, the use by all nonexempt per-
sons in their trades or businesses must 
be aggregated to determine whether 
the trade or business test is satisfied. If 
more than 25 percent of the proceeds of 
a bond issue is used in the trades or 
businesses of nonexempt persons, the 
trade or business test is satisfied. For 
special rules with respect to the acqui-
sition of the output of facilities, see 
subparagraph (5) of this paragraph. 

(4) Security interest test. The security 
interest test relates to the nature of 
the security for, and the source of, the 
payment of either the principal or in-
terest on a bond issue. The nature of 
the security for, and the source of, the 
payment may be determined from the 
terms of the bond indenture or on the 
basis of an underlying arrangement. An 
underlying arrangement to provide se-
curity for, or the source of, the pay-
ment of the principal or interest on an 
obligation may result from separate 
agreements between the parties or may 
be determined on the basis of all the 
facts and circumstances surrounding 
the issuance of the bonds. The property 
which is the security for, or the source 
of, the payment of either the principal 
or interest on a debt obligation need 
not be property acquired with bond 
proceeds. The security interest test is 
satisfied if, for example, a debt obliga-
tion is secured by unimproved land or 
investment securities used, directly or 
indirectly, in any trade or business car-
ried on by any private business user. A 
pledge of the full faith and credit of a 
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State or local governmental unit will 
not prevent a debt obligation from oth-
erwise satisfying the security interest 
test. For example, if the payment of ei-
ther the principal or interest on a bond 
issue is secured by both a pledge of the 
full faith and credit of a State or local 
governmental unit and any interest in 
property used or to be used in a trade 
or business, the bond issue satisfies the 
security interest test. For rules with 
respect to the acquisition of the output 
of facilities see subparagraph (5) of this 
paragraph. 

(5) Trade or business test and security 
interest test with respect to certain output 
contracts. (i) The use by one or more 
nonexempt persons of a major portion 
of the subparagraph (5) output of facili-
ties such as electric energy, gas, or 
water facilities constructed, recon-
structed, or acquired with the proceeds 
of an issue satisfies the trade or busi-
ness test and the security interest test 
if such use has the effect of transfer-
ring to nonexempt persons the benefits 
of ownership of such facilities, and the 
burdens of paying the debt service on 
governmental obligations used directly 
or indirectly to finance such facilities, 
so as to constitute the indirect use by 
them of a major portion of such pro-
ceeds. Such benefits and burdens are 
transferred and a major portion of the 
proceeds of an issue is used indirectly 
by the users of the subparagraph (5) 
output of such a facility which is 
owned and operated by an exempt per-
son where— 

(a)(1) One nonexempt person agrees 
pursuant to a contract to take, or to 
take or pay for, a major portion (more 
than 25 percent) of the subparagraph (5) 
output (within the meaning of subdivi-
sion (ii) of this subparagraph) of such a 
facility (whether or not conditional 
upon the production of such output) or 
(2) two or more nonexempt persons, 
each of which pays annually a guaran-
teed minimum payment exceeding 3 
percent of the average annual debt 
service with respect to the obligations 
in question, agree, pursuant to con-
tracts, to take, or to take or pay for, a 
major portion (more than 25 percent) of 
the subparagraph (5) output of such a 
facility (whether or not conditioned 
upon the production of such output), 
and 

(b) Payment made or to be made with 
respect to such contract or contracts 
by such nonexempt person or persons 
exceeds a major part (more than 25 per-
cent) of the total debt service with re-
spect to such issue of obligations. 

(ii) For purposes of this subpara-
graph— 

(a) Where a contract described in sub-
division (i) of this subparagraph may 
be extended by the issuer of obligations 
described therein, the term of the con-
tract shall be considered to include the 
period for which such contract may be 
so extended. 

(b) The subparagraph (5) output of a 
facility shall be determined by multi-
plying the number of units produced or 
to be produced by the facility in 1 year 
by the number of years in the contract 
term of the issue of obligations issued 
to provide such facility. The number of 
units produced or to be produced by a 
facility in 1 year shall be determined 
by reference to its nameplate capacity 
(or where there is no nameplate capac-
ity, its maximum capacity) without 
any reduction for reserves or other un-
utilized capacity. The contract term of 
an issue begins on the date the output 
of a facility is first taken, pursuant to 
a take or a take or pay contract, by a 
nonexempt person and ends on the lat-
est maturity date of any obligation of 
the issue (determined without regard 
to any optional redemption dates). If, 
however, on or before the date of issue 
of a prior issue of governmental obliga-
tions issued to provide a facility, the 
issuer makes a commitment in the 
bond indenture or related document to 
refinance such prior issue with one or 
more subsequent issues of govern-
mental obligations, then the contract 
term of the issue shall be determined 
with regard to the latest redemption 
date of any obligation of the last such 
refinancing issue with respect to such 
facility (determined without regard to 
any optional redemption dates). Where 
it appears that the term of an issue (or 
the terms of two or more issues) is ex-
tended for purposes of extending the 
contract term of an issue and thereby 
increasing the subparagraph (5) output 
of the facility provided by such issue, 
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the subparagraph (5) output of such fa-
cility shall be determined by the Com-
missioner without regard to the provi-
sions of this subdivision (b). 

(c) The total debt service with re-
spect to an issue of obligations shall be 
the total dollar amount (excluding any 
penalties) payable with respect to such 
issue over its entire term. The entire 
term of an issue begins on its date of 
issue and ends on the latest maturity 
date of any obligation of the issue (de-
termined without regard to any op-
tional redemption dates). If, however, 
on or before the date of issue of a prior 
issue of governmental obligations the 
issuer makes a commitment in the 
bond indenture or related document to 
refinance such prior issue with one or 
more subsequent issues of govern-
mental obligations, the entire term of 
the issue shall be determined with re-
gard to the latest redemption date of 
any obligation of the last such refi-
nancing issue (determined without re-
gard to any optional redemption 
dates). 

(d) Two or more nonexempt persons 
who are related persons (within the 
meaning of section 103(c)(6)(C)) shall be 
treated as one nonexempt person. 

(c) Examples. The application of the 
rules contained in section 103(c) (2) and 
(3) and paragraph (b) of this section are 
illustrated by the following examples: 

Example 1. State A and corporation X enter 
into an arrangement under which A is to pro-
vide a factory which X will lease for 20 years. 
The arrangement provides (1) that A will 
issue $10 million of bonds, (2) that the pro-
ceeds of the bond issue will be used to pur-
chase land and to construct and equip a fac-
tory in accordance with X’s specifications, 
(3) that X will rent the facility (land, fac-
tory, and equipment) for 20 years at an an-
nual rental equal to the amount necessary to 
amortize the principal and pay the interest 
on the outstanding bonds, and (4) that such 
payments by X and the facility itself will be 
the security for the bonds. The bonds are in-
dustrial development bonds since they are 
part of an issue of obligations (1) all of the 
proceeds of which are to be used (by pur-
chasing land and constructing and equipping 
the factory) in a trade or business by a non-
exempt person, and (2) the payment of the 
principal and interest on which is secured by 
the facility and payments to be made with 
respect thereto. 

Example 2. The facts are the same as in ex-
ample (1) except that (1) X will purchase the 
facility, and (2) annual payments equal to 

the amount necessary to amortize the prin-
cipal and pay the interest on the outstanding 
bonds will be made by X. The bonds are in-
dustrial development bonds for the reasons 
set forth in example (1). 

Example 3. State B and corporation X enter 
into an arrangement under which B is to 
loan $10 million to X. The arrangement pro-
vides (1) that B will issue $10 million of 
bonds, (2) that the proceeds of the bond issue 
will be loaned to X to provide additional 
working capital and to finance the acquisi-
tion of certain new machinery, (3) that X 
will repay the loan in annual installments 
equal to the amount necessary to amortize 
the principal and pay the interest on the 
outstanding bonds, and (4) that the payments 
on the loan and the machinery will be the se-
curity for only the payment of the principal 
on the bonds. The bonds are industrial devel-
opment bonds since they are part of an issue 
of obligations (1) all of the proceeds of which 
are to be used in a trade or business by a 
nonexempt person, and (2) the payment of 
the principal on which is secured by pay-
ments to be made in respect of property to 
be used in a trade or business. The result 
would be the same if only the payment of the 
interest on the bonds were secured by pay-
ments on the loan and machinery. 

Example 4. The facts are the same as in ex-
ample (1), (2), or (3) except that the annual 
payments required to be made by corpora-
tion X exceed the amount necessary to amor-
tize the principal and pay the interest on the 
outstanding bonds. The bonds are industrial 
development bonds for the reasons set forth 
in such examples. The fact that corporation 
X is required to pay an amount in excess of 
the amount necessary to pay the principal 
and interest on the bonds does not affect 
their status as industrial development bonds. 
Similarly, if the annual payments required 
to be made by corporation X were sufficient 
to pay only a major portion of either the 
principal or the interest on the outstanding 
bonds, the bonds would be industrial develop-
ment bonds for the reasons set forth in such 
examples. 

Example 5. The facts are the same as in ex-
ample (1), (2), (3), or (4) except that the issuer 
is a political subdivision which has taxing 
power and the bonds are general obligation 
bonds. Since both the trade or business and 
the security interest tests are met, the bonds 
are industrial development bonds notwith-
standing the fact that they constitute an un-
conditional obligation of the issuer payable 
from its general revenues. 

Example 6. (a) State C issues its general ob-
ligation bonds to purchase land and con-
struct a hotel for use by the general public 
(i.e., tourists, visitors, travelers on business, 
etc.). The bond indenture provides (1) that C 
will own and operate the project for the pe-
riod required to redeem the bonds, and (2) 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00380 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



369 

Internal Revenue Service, Treasury § 1.103–7 

that the project itself and the revenues de-
rived therefrom are the security for the 
bonds. The bonds are not industrial develop-
ment bonds since (1) the proceeds are to be 
used by an exempt person in a trade or busi-
ness carried on by such person, and (2) a 
major portion of such proceeds is not to be 
used, directly or indirectly, in a trade or 
business carried on by a nonexempt person. 
Use of the hotel by hotel guests who are 
travelling in connection with trades or busi-
nesses of nonexempt persons is not an indi-
rect use of the hotel by such nonexempt per-
sons for purposes of section 103(c). 

(b) The facts are the same as in paragraph 
(a) of this example except that corporation Y 
enters into a long-term agreement with C 
that Y will rent more than one-fourth of the 
rooms on an annual basis for a period ap-
proximately equal to one half of the term of 
the bonds. The bonds are industrial develop-
ment bonds because (1) a major portion of 
the proceeds used to construct the hotel is to 
be used in the trade or business of corpora-
tion Y (a nonexempt person) and (2) a major 
portion of the principal and interest on such 
issue will be derived from payments in re-
spect of the property used in the trade or 
business of Y. 

Example 7. (a) State D and corporation Y 
enter into an agreement under which Y will 
lease for 20 years three floors of a 12- story 
office building to be constructed by D on 
land which it will acquire. D will occupy the 
grade floor and the remaining eight floors of 
the building. The portion of the costs of ac-
quiring the land and constructing the build-
ing which are allocated to the space to be 
leased by Y is not in excess of 25 percent of 
the total costs of acquiring the land and con-
structing the building. Such costs, whether 
attributable to the acquisition of land or the 
construction of the building, were allocated 
to leased space in the same proportion that 
the reasonable rental value of such leased 
space bears to the reasonable rental value of 
the entire building. From the facts and cir-
cumstances presented, it is determined that 
such allocation was reasonable. The arrange-
ment between D and Y provides that D will 
issue $10 million of bonds, that the proceeds 
of the bond issue will be used to purchase 
land and construct an office building, that Y 
will lease the designated floor space for 20 
years at its reasonable rental value, and that 
such rental payments and the building itself 
shall be security for the bonds. The bonds 
are not industrial development bonds since a 
major portion of the proceeds is not to be 
used, directly or indirectly, in the trade or 
business of a nonexempt person. 

(b) The facts are the same as in paragraph 
(a) of this example except that corporation Y 
will lease four floors, and the costs allocated 
to these floors are in excess of 25 percent of 
D’s investment in the land and building. The 
bonds are industrial development bonds be-

cause (1) a major portion of the building is to 
be used in the trade or business of a non-
exempt person, and (2) a major portion of the 
principal and interest on such issue is se-
cured by the rental payments on the build-
ing. 

Example 8. The facts are the same as in 
paragraph (b) of example (7) except that, in-
stead of leasing any space to corporation Y, 
State D will lease the four floors to numer-
ous unrelated private business users to be 
used in their trades or businesses. No lease 
will have a term exceeding 2 years. A major 
portion of the principal and interest will be 
paid from the revenues that D will derive 
from such leases. The fact that the activities 
of D, an exempt person, may amount to a 
trade or business of leasing property is not 
material, and the bonds are industrial devel-
opment bonds for the reasons set forth in 
paragraph (b) of example (7). The result 
would be the same in the case of long-term 
leases. 

Example 9. State E issues its obligations to 
finance the construction of dormitories for 
educational institution Z which is an organi-
zation described in section 501(c)(3) and ex-
empt from tax under section 501(a). The dor-
mitories are to be owned and operated by Z 
and their operation does not constitute an 
unrelated trade or business. The bonds are 
not industrial development bonds since the 
proceeds are to be used by an exempt person 
in a trade or business carried on by such per-
son which is not an unrelated trade or busi-
ness, as determined by applying section 
513(a) to Z. 

Example 10. State F issues its obligations 
to finance the construction of a toll road and 
the cost of erecting related facilities such as 
gasoline service stations and restaurants. 
Such related facilities represent less than 25 
percent of the total cost of the project and 
are to be leased or sold to nonexempt per-
sons. The toll road is to be owned and oper-
ated by F. The revenues from the toll road 
and from the rental of related facilities are 
the security for the bonds. The bonds are not 
industrial development bonds since a major 
portion of the proceeds is not to be used, di-
rectly or indirectly, in the trades or busi-
nesses of nonexempt persons. The fact that 
vehicles owned by nonexempt persons en-
gaged in their trades or businesses may use 
the road in common with, or as a part of, the 
general public is not material. 

Example 11. City G issues its obligations to 
finance the construction of a municipal audi-
torium which it will own and operate. The 
use of the auditorium will be open to anyone 
who wishes to use it for a short period of 
time on a rate-scale basis. The rights of such 
a user are only those of a transient occupant 
rather than the full legal possessory inter-
ests of a lessee. It is anticipated that the au-
ditorium will be used by schools, church 
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groups, and fraternities, and numerous com-
mercial organizations. The revenues from 
the rentals of the auditorium and the audito-
rium building itself will be the security for 
the bonds. The bonds are not industrial de-
velopment bonds because such use is not a 
use in the trade or business of a nonexempt 
person. 

Example 12. The facts are the same as in ex-
ample (11) except that one nonexempt person 
will have a 20-year rental agreement pro-
viding for exclusive use of the entire audito-
rium for more than 3 months of each year at 
a rental comparable to that charged short- 
term users. The bonds are industrial develop-
ment bonds since such use is a use in the 
trade or business of a nonexempt person and, 
therefore, a major portion of the proceeds of 
the issue will be used in the trade or business 
of a nonexempt person and a major portion 
of the principal or interest on such issue will 
be secured by a facility used in such trade or 
business and by payments with respect to 
such facility. 

Example 13. In order to construct an elec-
tric generating facility of a size sufficient to 
take advantage of the economies of scale: (1) 
City H will issue $50 million of its 25-year 
bonds and Z (a privately owned electric util-
ity) will use $100 million of its funds for con-
struction of a facility they will jointly own 
as tenants in common. (2) Each of the par-
ticipants will share in the ownership, output, 
and operating expenses of the facility in pro-
portion to its contribution to the cost of the 
facility, that is, one-third by H and two- 
thirds by Z. (3) H’s bonds will be secured by 
H’s ownership in the facility and by revenues 
to be derived from the sale of H’s share of 
the annual output of the facility. (4) Because 
H will need only 50 percent of its share of the 
annual output of the facility, it agrees to 
sell to Z 25 percent of its share of such an-
nual output for a period of 20 years pursuant 
to a contract under which Z agrees to take 
or pay for such power in all events. The facil-
ity will begin operation, and Z will begin to 
receive power, 4 years after the City H obli-
gations are issued. The contract term of the 
issue will, therefore, be 21 years. (5) H also 
agrees to sell the remaining 25 percent of its 
share of the annual output to numerous 
other private utilities under a prevailing 
rate schedule including demand charges. (6) 
No contracts will be executed obligating any 
person other than Z to purchase any speci-
fied amount of the power for any specified 
period of time and no one such person (other 
than Z) will pay a demand charge or other 
minimum payment under conditions which, 
under paragraph (b)(5) of this section, result 
in a transfer of the benefits of ownership and 
the burdens of paying the debt service on ob-
ligations used directly or indirectly to pro-
vide such facilities. The bonds are not indus-
trial development bonds because H’s one- 
third interest in the facility (financed with 

bond proceeds) shall be treated as a separate 
property interest and, although 25 percent of 
H’s interest in the annual output of the facil-
ity will be used directly or indirectly in the 
trade or business of Z, a nonexempt person, 
under the rule of paragraph (b)(5) of this sec-
tion, such portion constitutes less than a 
major portion of the subparagraph (5) output 
of the facility. If more than 25 percent of the 
subparagraph (5) output of the facility were 
to be sold to Z pursuant to the take or pay 
contract, the bonds would be industrial de-
velopment bonds since they would be secured 
by H’s ownership in the facility and revenues 
therefrom, and under the rules of paragraph 
(b)(5) of this section a major portion of the 
proceeds of the bond issue would be used in 
the trade or business of Z, a nonexempt per-
son. 

Example 14. J, a political subdivision of a 
State, will issue several series of bonds from 
time to time and will use the proceeds to re-
habilitate urban areas. More than 25 percent 
of the proceeds of each issue will be used for 
the rehabilitation and construction of build-
ings which will be leased or sold to non-
exempt persons for use in their trades or 
businesses. There is no limitation either on 
the number of issues or the aggregate 
amount of bonds which may be outstanding. 
No group of bondholders has any legal claim 
prior to any other bondholders or creditors 
with respect to specific revenues of J, and 
there is no arrangement whereby revenues 
from a particular project are paid into a 
trust or constructive trust, or sinking fund, 
or are otherwise segregated or restricted for 
the benefit of any group of bondholders. 
There is, however, an unconditional obliga-
tion by J to pay the principal and interest on 
each issue of bonds. Further, it is apparent 
that J requires the revenues from the lease 
or sale of buildings to nonexempt persons in 
order to pay in full the principal and interest 
on the bonds in question. The bonds are in-
dustrial development bonds because a major 
portion of the proceeds will be used in the 
trades or businesses of nonexempt persons 
and, pursuant to an underlying arrangement, 
payment of the principal and interest is, in 
major part, to be derived from payments in 
respect of property or borrowed money used 
in the trades or businesses of nonexempt per-
sons. 

Example 15. Power Authority K, a political 
subdivision created by the legislature in 
State X to own and operate certain power 
generating facilities, sells all of the power 
from its existing facilities to four private 
utility systems under contracts executed in 
1970, whereby such four systems are required 
to take or pay for specified portions of the 
total power output until the year 2000. Cur-
rently, existing facilities supply all of the 
present needs of the four utility systems but 
their future power requirements are expected 
to increase substantially. K issues 20-year 
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general obligation bonds to construct a large 
nuclear generating facility. A fifth private 
utility system contracts with K to take or 
pay for 30 percent of the subparagraph (5) 
output of the new facility. The balance of 
the power output of the new facility will be 
available for sale as required, but initially it 
is not anticipated there will be any need for 
such power. The revenues from the contract 
with the fifth private utility system will be 
sufficient to pay less than 25 percent of the 
principal or interest on the bonds. The bal-
ance, which will exceed 25 percent of the 
principal or interest on such bonds, will be 
paid from revenues from the contracts with 
the four systems from sale of power produced 
by the old facilities. The bonds will be indus-
trial development bonds because a major 
portion of the proceeds will be used in the 
trade or business of a nonexempt person, and 
payment of the principal and interest, pursu-
ant to an underlying arrangement, will be 
derived in major part from payments in re-
spect of property used in the trades or busi-
nesses of nonexempt persons. 

(d) Certain refunding issues—(1) Gen-
eral rule. In the case of an issue of obli-
gations issued to refund the out-
standing face amount of an issue of ob-
ligations, the proceeds of the refunding 
issue will be considered to be used for 
the purpose for which the proceeds of 
the issue to be refunded were used. The 
rules of this subparagraph shall apply 
regardless of the date of issuance of the 
issue to be refunded and shall apply to 
refunding issues to be issued to refund 
prior refunding issues. 

(2) Obligations issued prior to effective 
date. In the case of an issue of obliga-
tions issued to refund the outstanding 
face amount of an issue of obligations 
issued on or before April 30, 1968 (or be-
fore January 1, 1969, if the transitional 
rules of § 1.103–12 are applicable) which 
would have been industrial develop-
ment bonds within the meaning of sec-
tion 103(c)(2) had they been issued after 
such date, the refunding issue shall not 
be considered to be an issue of indus-
trial development bonds if it does not 
make funds available for any purpose 
other than the debt service on the obli-
gations. For rules as to arbitrage 
bonds, see section 103(d). 

(3) Examples. The provisions of this 
paragraph may be illustrated by the 
following examples: 

Example 1. In 1969, State A issued $20 mil-
lion of 20-year revenue bonds the proceeds of 
which were used to contruct a sports facility 

which qualifies as an exempt facility de-
scribed in section 103(c)(4)(B) and paragraph 
(c) of § 1.103–8. The sports facility will be 
owned and operated by X, a nonexempt per-
son, for the use of the general public. In 1975, 
A issues $15 million of revenue bonds in order 
to refund the outstanding face amount of the 
1969 issue. Since the proceeds of the 1969 
issue were used for an exempt facility, the 
proceeds of the 1975 refunding issue will be 
considered to be used for the same purposes 
and section 103(c)(1) shall not apply to the 
1975 refunding issue. The result would have 
been the same if the original issue had been 
issued in 1965. For rules as to a refunding ob-
ligation held by substantial users of facili-
ties constructed with the proceeds of the 
issue refunded, see section 103(c)(7) and 
§ 1.103–11. 

Example 2. In 1967, prior to the effective 
date of section 103(c), city B issued $10 mil-
lion of revenue bonds the proceeds of which 
were used to construct a manufacturing fa-
cility for corporation Y, a nonexempt person. 
Lease payments by Y were security for the 
bonds. In 1975, B issue $7 million of revenue 
bonds in order to retire the outstanding face 
amount of the 1967 issue. The interest rate of 
the 1975 issue is one and one-half percentage 
points lower than the interest rate on the 
1967 issue. Both issues sold at par. All of the 
terms of the 1975 issue are the same as the 
terms of the 1967 issue with the exception of 
the interest rate. The 1975 refunding issue 
will not be considered to be an issue of indus-
trial development bonds since the refunding 
issue will not make funds available for any 
purpose other than the debt service on the 
outstanding obligations. 

Example 3. The facts are the same as in ex-
ample (2) except that the interest rate on the 
refunding issue is the same as the interest 
rate on the issue to be refunded. Assume fur-
ther that city B issued the 1975 refunding 
issue in order to extend the term of the obli-
gations issued in 1967 as the result of its in-
ability to pay such obligations due to insuffi-
cient revenues. The results will be the same 
as in example (2) for the reasons stated 
therein. 

[T.D. 7199, 37 FR 15486, Aug. 3, 1972; 37 FR 
16177, Aug. 11, 1972, as amended by T.D. 7869, 
48 FR 1708, Jan. 14, 1983] 

§ 1.103–8 Interest on bonds to finance 
certain exempt facilities. 

(a) In general—(1) General rule. (i) 
Under section 103(b)(4), interest paid on 
an issue of obligations issued by a 
State or local governmental unit (as 
defined in § 1.103–1) is not includable in 
gross income if substantially all of the 
proceeds of such issue is to be used to 
provide one or more of the exempt fa-
cilities listed in subparagraphs (A) 
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through (J) of section 103(b)(4) and in 
this section. However, interest on an 
obligation of such issue is includable in 
gross income if the obligation is held 
by a substantial user or a related per-
son (as described in section 103(b)(13) 
and § 1.103–11). If substantially all of 
the proceeds of a bond issue is to be 
used to provide such exempt facilities, 
the debt obligations are treated as obli-
gations described in section 103(a)(1) 
and § 1.103–1 even though such obliga-
tions are industrial development bonds 
as defined in section 103(b)(2) and 
§ 1.103–7. Substantially all of the pro-
ceeds of an issue of governmental obli-
gations are used to provide an exempt 
facility if 90 percent or more of such 
proceeds are so used. For purposes of 
this ‘‘substantially all’’ test, two rules 
apply. First, proceeds are reduced by 
amounts properly allocable on a pro 
rata basis between providing the ex-
empt facility and other uses of the pro-
ceeds. Second, amounts used to provide 
an exempt facility include amounts 
paid or incurred which are chargeable 
to the facility’s capital account or 
would be so chargeable either with a 
proper election by a taxpayer (for ex-
ample, under section 266) or but for a 
proper election by a taxpayer to deduct 
such amounts. In the event the amount 
payable with respect to an issue during 
each annual period over its term is less 
than the amount of interest accruing 
thereon in such period, e.g., in the case 
of an issue sold by the issuer for less 
than its face amount, see paragraph 
(a)(6) of this section to determine the 
amount of proceeds of the issue. 

(ii) The provisions of subdivision (i) 
of this subparagraph shall also apply to 
an issue of obligations substantially all 
of the proceeds of which is to be used 
to provide exempt facilities described 
in this section and for either or both of 
the following purposes: (a) To acquire 
or develop land as the site for an indus-
trial park described in section 103(b)(5) 
and § 1.103–9, (b) to provide facilities to 
be used by an exempt person. 

(iii) Section 103(b)(4) only becomes 
applicable where the bond issue meets 
both the trade or business and the se-
curity interest tests so that obliga-
tions are industrial development bonds 
within the meaning of section 103(b)(2). 
For rules as to exempt facilities in-

cluding property functionally related 
and subordinate to such facilities, see 
subparagraph (3) of this paragraph. For 
rules with respect to the ultimate use 
of proceeds of obligations, see subpara-
graph (4) of this paragraph. For rules 
which limit the application of the pro-
visions of this section see subparagraph 
(5) of this paragraph. For the inter-
relationship of the rules provided in 
this section and the exemption for cer-
tain small issues provided in section 
103(b)(6), see § 1.103–10. 

(2) Public use requirement. To qualify 
under section 103(b)(4) and this section 
as an exempt facility, a facility must 
serve or be available on a regular basis 
for general public use, or be a part of a 
facility so used, as contrasted with 
similar types of facilities which are 
constructed for the exclusive use of a 
limited number of nonexempt persons 
in their trades or businesses. For exam-
ple, a private dock or wharf owned by 
or leased to, and serving only a single 
manufacturing plant would not qualify 
as a facility for general public use, but 
a hangar or repair facility at a munic-
ipal airport, or a dock or a wharf, 
would qualify even if it is owned by, or 
leased or permanently assigned to, a 
nonexempt person provided that such 
nonexempt person directly serves the 
general public, such as a common pas-
senger carrier or freight carrier. Simi-
larly, an airport owned or operated by 
a nonexempt person for general public 
use is a facility for public use, as is a 
dock or wharf which is a part of a pub-
lic port. However, a landing strip 
which, by reason of a formal or infor-
mal agreement or by reason of geo-
graphic location, will not be available 
for general public use does not satisfy 
the public use requirement. Sewage or 
solid waste disposal facilities and air or 
water pollution control facilities, de-
scribed in sections 103(b)(4) (E) and (F) 
and paragraphs (f) and (g) of this sec-
tion, will be treated in all events as 
serving a general public use although 
they may be part of a nonpublic facil-
ity such as a manufacturing facility 
used in the trade or business of a non-
exempt user. 

(3) Functionally related and subordi-
nate. An exempt facility includes any 
land, building, or other property func-
tionally related and subordinate to 
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such facility. Property is not function-
ally related and subordinate to a facil-
ity if it is not of a character and size 
commensurate with the character and 
size of such facility. Since substan-
tially all of the proceeds of a bond 
issue must be used for the exempt facil-
ity (or for any combination of exempt 
facilities, industrial parks, and facili-
ties to be used by exempt persons), in-
cluding property functionally related 
and subordinate thereto, an insubstan-
tial amount of the proceeds of a bond 
issue may be used for facilities which 
are neither exempt facilities (or a com-
bination of exempt facilities, industrial 
parks and facilities to be used by ex-
empt persons) nor functionally related 
and subordinate to exempt facilities. 
Thus, for example, where substantially 
all of the proceeds of an urban redevel-
opment bond issue are to be used by a 
State urban redevelopment agency for 
residential real property for family 
units within the meaning of section 
103(b)(4)(A) and paragraph (b) of this 
section, an insubstantial amount may 
be used for an industrial or commercial 
project or for any other purpose that is 
not functionally related and subordi-
nate to the residential real property 
for family units. 

(4) Ultimate use of proceeds. The ques-
tion whether substantially all of the 
proceeds of an issue of obligations are 
to be used to provide one or more of 
the exempt facilities listed in subpara-
graphs (A) through (J) of section 
103(b)(4) and in this section is to be re-
solved by reference to the ultimate use 
of such proceeds. For example, such 
proceeds will be treated as used to pro-
vide residential rental property wheth-
er the State or local governmental unit 
(i) constructs such property and leases 
or sells it to any person who is not an 
exempt person for use in such person’s 
trade or business of leasing such prop-
erty; (ii) lends the proceeds to any such 
person for such purpose; or (iii) lends 
the proceeds to banks or other finan-
cial institutions in order to increase 
the supply of funds for mortgage lend-
ing under conditions requiring such 
banks or other financial institutions to 
use such proceeds only for further lend-
ing for residential rental property. 

(5) Limitation. (i) A facility qualifies 
under this section only to the extent 

that there is a valid reimbursement al-
location under § 1.150–2 with respect to 
expenditures that are incurred before 
the issue date of the bonds to provide 
the facility and that are to be paid 
with the proceeds of the issue. In addi-
tion, if the original use of the facility 
begins before the issue date of the 
bonds, the facility does not qualify 
under this section if any person that 
was a substantial user of the facility at 
any time during the 5-year period be-
fore the issue date or any related per-
son to that user receives (directly or 
indirectly) 5 percent or more of the 
proceeds of the issue for the user’s in-
terest in the facility and is a substan-
tial user of the facility at any time 
during the 5-year period after the issue 
date, unless— 

(A) An official intent for the facility 
is adopted under § 1.150–2 within 60 days 
after the date on which acquisition, 
construction, or reconstruction of that 
facility commenced; and 

(B) For an acquisition, no person 
that is a substantial user or related 
person after the acquisition date was 
also a substantial user more than 60 
days before the date on which the offi-
cial intent was adopted. 

(ii) A facility, the original use of 
which commences (or the acquisition 
of which occurs) on or after the issue 
date of bonds to provide that facility, 
qualifies under this section only to the 
extent that an official intent for the fa-
cility is adopted under § 1.150–2 by the 
issuer of the bonds within 60 days after 
the commencement of the construc-
tion, reconstruction, or acquisition of 
that facility. Temporary construction 
or other financing of a facility prior to 
the issuance of the bonds to provide 
that facility will not cause that facil-
ity to be one that does not qualify 
under this paragraph (a)(5)(ii). 

(iii) For purposes of paragraph 
(a)(5)(i) of this section, substantial user 
has the meaning used in section 
147(a)(1), related person has the meaning 
used in section 144(a)(3), and a user 
that is a governmental unit within the 
meaning of § 1.103–1 is disregarded. 

(iv) Except to the extent provided in 
§§ 1.142–4(d), 1.148–11A(i), and 1.150–2(j), 
this paragraph (a)(5) applies to bonds 
issued after June 30, 1993, and sold be-
fore July 8, 1997. See § 1.142–4(d) for 
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rules relating to bonds sold on or after 
July 8, 1997. 

(6) Deep discount obligations. (i) Ex-
cept as otherwise provided in para-
graph (a)(7) of this section, the pro-
ceeds of any issue of obligations sold 
by the issuer after June 4, 1982, shall 
include any imputed proceeds of the 
issue. The imputed proceeds of an issue 
equal the sum of the amounts of im-
puted proceeds for each annual period 
(hereinafter, bond year) over the term 
of the issue. 

(ii) The amount of imputed proceeds 
for a bond year equals— 

(a) The sum of the amounts of inter-
est that will accrue with respect to 
each obligation that is part of the issue 
in such year, reduced (but not below 
zero) by 

(b) The sum of the amounts of prin-
cipal and interest that become payable 
with respect to the issue in that bond 
year. 

(iii) Interest will be deemed to accrue 
with respect to an obligation on an 
amount that, as of the commencement 
of that year, is equal to the sum of— 

(a) The purchase price (as defined in 
§ 1.103–13(d)(2)) allocable to the obliga-
tion and 

(b) The aggregate of the amounts of 
interest accruing in each prior bond 
year with respect to the obligation, re-
duced by all amounts that became pay-
able with respect to the obligation in 
prior bond years. Any amount that be-
comes payable during the 30 day period 
following any bond year will be deemed 
to have become payable in such bond 
year. Thus, to the extent interest on an 
obligation accruing during a bond year 
does not become payable within 30 days 
from the end of such year, it is treated 
as reinvested under the same terms as 
the obligation. For purposes of this 
subparagraph (6), the rate at which 
such interest accrues is equal to the 
yield of the obligation. Yield is com-
puted in the same manner as set forth 
in § 1.103–13(c)(1)(ii) for computing yield 
on governmental obligations (assuming 
annual compounding of interest). Such 
computations shall be made without 
regard to optional call dates. 

(7) Deep discount obligations; special 
rules. (i) There are no imputed proceeds 
with respect to an obligation if— 

(a) The obligation does not have a 
stated interest rate (determinable at 
the date of issue) that increases over 
the term of the obligation, and 

(b) The purchase price of the obliga-
tion is at least 95 percent of its face 
amount. 

At the option of the issuer, any obliga-
tion described in the preceding sen-
tence may be disregarded in computing 
the imputed proceeds of the issue. Pay-
ments with respect to such obligations 
are also disregarded in determining the 
amount payable with respect to the 
issue in that bond year. If each obliga-
tion which is part of an issue is de-
scribed in this subdivision (i), there are 
no imputed proceeds with respect to 
the issue. 

(ii) If the actual rate at which inter-
est is to accrue over the term of an ob-
ligation is indeterminable at the date 
of issue then, in computing the yield of 
the obligation for purposes of this 
paragraph, such rate shall be deter-
mined as if the conditions as of the 
date of issue will not change over the 
term of the obligation. Thus, for exam-
ple, if interest on an obligation is to be 
paid semiannually at a rate equal to 80 
percent of the yield on six month 
Treasury bills at the most recent pub-
lic sale immediately prior to the cor-
responding interest payment date and 
the yield on six month Treasury bills 
sold immediately preceding the issue 
date is 10 percent, then the six month 
Treasury bill rate is deemed to be a 
constant 10 percent for purposes of de-
termining the amount of imputed pro-
ceeds of the issue. Therefore, all inter-
est payments on the obligation would 
be deemed to be made at a rate of 8 per-
cent. 

(8) Examples. The principles of this 
paragraph may be illustrated by the 
following examples: 

Example 1. State A issues its bonds and 
plans to use substantially all of the proceeds 
from such bond issue to purchase land and 
build a facility which will be used for one of 
the purposes described in section 103(b)(4) 
and this section. The arrangement provides 
that (1) A will issue bonds with a face 
amount of $21 million and with all accrued 
interest payable annually, the proceeds of 
which (after deducting bond election costs, 
costs of publishing notices, attorneys’ fees, 
printing costs, trustees’ fees for fiscal 
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agents, and similar expenses) will be $20 mil-
lion; (2) $18 million of the proceeds of the 
bond issue will be used to purchase land and 
to construct such facility; (3) $2 million of 
the proceeds will be used for an unrelated fa-
cility which will be used by X, a nonexempt 
person, in a separate trade or business and 
for a purpose not described in section 103(b) 
(4) or (5); (4) X will rent both facilities for 20 
years at an annual rental equal to the 
amount necessary to amortize the principal 
and pay the interest annually on the out-
standing bonds; and (5) such payments by X 
and the facilities will be the security for the 
bonds. On these facts, substantially all of the 
proceeds will be used in connection with an 
exempt facility described in section 103(b)(4) 
and this section. Accordingly, section 
103(b)(1) does not apply to the bonds unless 
such bonds are thereafter held by a person 
who is a substantial user of the facilities or 
a related person within the meaning of sec-
tion 103(b)(13) and § 1.103–11. 

Example 2. On July 1, 1982, State B sells an 
issue of its obligations to an underwriter in 
anticipation of a public offering. The initial 
offering price is $18,627,639.69 of which 
$17,000,000 is to be used to construct a pollu-
tion control facility described in section 
103(b)(4)(F). X Corporation, a nonexempt per-
son, is to use the facility and, in exchange, is 
obligated to pay an amount equal to the face 
amount of the issue when it becomes due. 
The obligations are issued on August 1, 1982. 
The face amount of the issue is $30,000,000. 
The issue is a term issue with all obligations 
maturing on August 1, 1987. The issue bears 
no stated rate of interest; there are no inter-
est coupons on the obligations. The bonds 
are industrial development bonds with a 
yield (based upon annual compounding) of 
ten percent. Based on these facts, the 
amount of imputed proceeds with respect to 
the issue is determined as follows: 

Date 
Purchase price 
plus accumu-
lated interest 

Interest Imputed pro-
ceeds 

Aug. 1, 1983 .................................................................................................... $18,627,639.69 $1,862,763.97 $1,862,763.97 
Aug. 1, 1984 .................................................................................................... 20,490,403.68 2,049,040.37 2,049,040.37 
Aug. 1, 1985 .................................................................................................... 22,539,444.03 2,253,944.40 2,253,944.40 
Aug. 1, 1986 .................................................................................................... 24,793,388.43 2,479,338.84 2,479,338.84 
Aug. 1, 1987 .................................................................................................... 27,272,727.27 2,727,272.73 0 

Total imputed proceeds ........................................................................... .......................... ........................ 8,645,087.58 

Therefore, proceeds of the issue equal 
$27,272,727.27 less issuance costs. Substan-
tially all of the bond proceeds are not used 
to provide an exempt facility, and section 
103(b)(1) applies to the issue. 

Example 3. The facts are the same as exam-
ple (2) except that the issue has a face 
amount and purchase price of $18,500,000. The 
issue also provides for one payment in addi-
tion to the redemption payment, in the 
amount of $10,267,668 payable on or after Au-
gust 1, 1986, one year before maturity. Sec-
tion 103(b)(1) applies to the issue. 

Example 4. On July 1, 1982, City E sells an 
issue of industrial development bonds to pro-
vide for a convention facility, as described in 

section 103(b)(4)(C). Assume that the bonds 
are issued on that date as well. The issue has 
a face amount of $15,240,000 and a purchase 
price of $11,929,382.53. The estimated cost of 
the facility is $11,000,000. The bonds are ‘‘zero 
coupon’’ bonds, i.e., there are no interest 
coupons. Each series is initially offered for 
less than 95 percent of its face amount. The 
issue matures serially over a five year pe-
riod, with each series being allocated a part 
of the purchase price of the issue. The fol-
lowing chart indicates the purchase price 
and yield for each series and debt service for 
the issue: 
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There are no imputed proceeds because the 
amount payable on the issue in each bond 
year exceeds the total amount of interest ac-
cruing on the issue during such bond year. 
Section 103(b)(1) does not apply to the bonds 
unless such bonds are held by a person who 
is a substantial user of the facility or a re-
lated person within the meaning of section 
103(b)(13) and § 1.103–11. 

Example 5. On July 1, 1982, City C issues in-
dustrial development bonds in the face 
amount of $30 million to construct a sports 
facility described in section 103(b)(4)(B) to be 
leased to D, a nonexempt person, with pay-
ments on the bonds secured by the lease. C 
receives $30 million in exchange for the 
bonds which will be used to provide the facil-
ity. The bonds mature on July 1, 2002. Each 
bond provides for an annual interest pay-
ment equal to ten percent of the face amount 
of the bond, with the last payment thereon 
(on July 1, 2002) including a return of the 
principal amount of the bond. The proceeds 
of the issue are $30 million. Section 103(b)(1) 
does not apply to the bonds unless such 
bonds are held by a person who is a substan-
tial user of the facility or a related person 
within the meaning of section 103(b)(13) and 
§ 1.103–11. 

Example 6. The facts are the same as exam-
ple (5) except that each bond provides for an 
annual interest payment equal to nine per-
cent of its face amount and is sold with the 
option to tender the bond to D for purchase 
at par 5 years after the sale date of July 1, 
1982 (i.e., the bonds are sold with a ‘‘put’’ op-
tion). Such bonds also provide a put option 
annually thereafter. There are no imputed 
proceeds (without regard to § 1.103–8(a)(7)), 
and the result is the same as example (5). 

Example 7. On July 1, 1982, City F sells an 
issue of industrial development bonds in the 
face amount of $20 million to acquire a park-
ing facility as described in section 
103(b)(4)(D). The estimated cost of the facil-
ity is $17,800,000. The issue is issued on the 
same date and will mature serially over the 
following ten years. Each bond that is part 
of the issue bears annual interest coupons, 
each of which is in an amount equal to ten 
percent of the face amount of the bond. Each 
maturity has a face amount of $2,000,000. The 
issue is initially offered to the public for 
$19,700,000, allocable to each maturity as fol-
lows: 

Maturity Purchase 
price 

July 1, 1983 ....................................................... $1,990,000 
July 1, 1984 ....................................................... $1,980,000 
July 1, 1985 ....................................................... $1,980,000 
July 1, 1986 ....................................................... $1,970,000 
July 1, 1987 ....................................................... $1,970,000 
July 1, 1988 ....................................................... $1,970,000 
July 1, 1989 ....................................................... $1,960,000 
July 1, 1990 ....................................................... $1,960,000 
July 1, 1991 ....................................................... $1,960,000 

Maturity Purchase 
price 

July 1, 1992 ....................................................... $1,960,000 

Based on the foregoing issue proceeds equal 
$19,700,000 less issuance costs. There are no 
imputed proceeds with respect to this issue 
inasmuch as each bond pays interest at a 
constant rate in each bond year and the pur-
chase price of each bond is at least 95 percent 
of its face amount. Substantially all of the 
proceeds are to be used to provide the ex-
empt facility. Accordingly, section 103(b)(1) 
does not apply to the bonds unless such 
bonds are thereafter held by a person who is 
a substantial user of the facility or a related 
person within the meaning of section 
103(b)(13) and § 1.103–11. 

(b) Residential rental property—(1) 
General rule for obligations issued after 
April 24, 1979. Section 103(b)(1) shall not 
apply to any obligation which is issued 
after April 24, 1979, and is part of an 
issue substantially all of the proceeds 
of which are to be used to provide a 
residential rental project in which 20 
percent or more of the units are to be 
occupied by individuals or families of 
low or moderate income (as defined in 
paragraph (b)(8)(v) of this section). In 
the case of a targeted area project, the 
minimum percentage of units which 
are to be occupied by individuals of low 
or moderate income is 15 percent. See 
generally § 1.103–7 for rules relating to 
refunding issues. 

(2) Registration requirement. Any obli-
gation (including any refunding obliga-
tion) issued after December 31, 1981, to 
provide a residential rental project 
must be issued as part of an issue, each 
obligation of which is in registered 
form (as defined in paragraph (b)(8)(ii) 
of this section). 

(3) Transitional rule. For purposes of 
this section, obligations issued after 
April 24, 1979, may be treated as issued 
before April 25, 1979, if the transitional 
requirements of section 1104 of the 
Mortgage Subsidy Bond Tax Act of 1980 
(94 Stat. 2670) are satisfied. 

(4) Residential rental project. (i) In gen-
eral. A residential rental project is a 
building or structure, together with 
any functionally related and subordi-
nate facilities, containing one or more 
similarly constructed units— 

(a) Which are used on other than a 
transient basis, and 
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(b) Which satisfy the requirements of 
paragraph (b)(5)(i) of this section and 
are available to members of the gen-
eral public in accordance with the re-
quirement of paragraph (a)(2) of this 
section. 
Substantially all of each project must 
contain such units and functionally re-
lated and subordinate facilities. Hotels, 
motels, dormitories, fraternity and so-
rority houses, rooming houses, hos-
pitals, nursing homes, sanitariums, 
rest homes, and trailer parks and 
courts for use on a transient basis are 
not residential rental projects. 

(ii) Multiple buildings. (a) Proximate 
buildings or structures (hereinafter 
‘‘buildings’’) which have similarly con-
structed units are treated as part of 
the same project if they are owned for 
Federal tax purposes by the same per-
son and if the buildings are financed 
pursuant to a common plan. 

(b) Buildings are proximate if they 
are located on a single tract of land. 
The term ‘‘tract’’ means any parcel or 
parcels of land which are contiguous 
except for the interposition of a road, 
street, stream or similar property. Oth-
erwise, parcels are contiguous if their 
boundaries meet at one or more points. 

(c) A common plan of financing exists 
if, for example, all such buildings are 
provided by the same issue or several 
issues subject to a common indenture. 

(iii) Functionally related and subordi-
nate facilities. Under paragraph (a)(3) of 
this section, facilities that are func-
tionally related and subordinate to res-
idential rental projects include facili-
ties for use by the tenants, for exam-
ple, swimming pools, other rec-
reational facilities, parking areas, and 
other facilities which are reasonably 
required for the project, for example, 
heating and cooling equipment, trash 
disposal equipment or units for resi-
dent managers or maintenance per-
sonnel. 

(iv) Owner-occupied residences. For 
purposes of section 103 (b)(4)(A) and 
this paragraph (b), the term ‘‘residen-
tial rental project’’ does not include 
any building or structure which con-
tains fewer than five units, one unit of 
which is occupied by an owner of the 
units. 

(5) Requirement must be continuously 
satisfied—(i) Rental requirement. Once 

available for occupancy, each unit (as 
defined in paragraph (b)(8)(i) of this 
section) in a residential rental project 
must be rented or available for rental 
on a continuous basis during the longer 
of— 

(a) The remaining term of the obliga-
tion, or 

(b) The qualified project period (as 
defined in paragraph (b)(7) of this sec-
tion). 

(ii) Low or moderate income occupancy 
requirement. Individuals or families of 
low or moderate income must occupy 
that percentage of completed units in 
such project applicable to the project 
under paragraph (b)(1) of this section 
continuously during the qualified 
project period. For this purpose, a unit 
occupied by an individual or family 
who at the commencement of the occu-
pancy is of low or moderate income is 
treated as occupied by such an indi-
vidual or family during their tenancy 
in such unit, even though they subse-
quently cease to be of low or moderate 
income. Moreover, such unit is treated 
as occupied by an individual or family 
of low or moderate income until reoc-
cupied, other than for a temporary pe-
riod, at which time the character of 
the unit shall be redetermined. In no 
event shall such temporary period ex-
ceed 31 days. 

(6) Effect of post-issuance noncompli-
ance—(i) In general. Unless corrected 
within a reasonable period, noncompli-
ance with the requirements of this 
paragraph (b) shall cause the project to 
be treated as other than a project de-
scribed in section 103 (b)(4)(A) and this 
paragraph (b) as of the date of issue. 
After an issue to provide such project 
ceases to qualify, subsequent con-
formity with the requirements will not 
alter the taxable status of such issue. 

(ii) Correction of noncompliance. If the 
issuer corrects any noncompliance 
arising from events occurring after the 
issuance of the obligation within a rea-
sonable period, such noncompliance 
(e.g., an unauthorized sublease) shall 
not cause the project to be a project 
not described in this paragraph (b). A 
reasonable period is at least 60 days 
after such error is first discovered or 
would have been discovered by the ex-
ercise of reasonable diligence. 
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(iii) Involuntary loss. (a) The require-
ments of paragraph (b) shall cease to 
apply to a project in the event of invol-
untary noncompliance caused by fire, 
seizure, requisition, foreclosure, trans-
fer of title by deed in lieu of fore-
closure, change in a Federal law or an 
action of a Federal agency after the 
date of issue which prevents an issuer 
from enforcing the requirements of this 
paragraph, or condemnation or similar 
event but only if, within a reasonable 
period, either the obligation used to 
provide such project is retired or 
amounts received as a consequence of 
such event are used to provide a 
project which meets the requirement of 
section 103 (b)(4)(A) and this paragraph 
(b). 

(b) The provisions of paragraph 
(b)(6)(iii)(a) of this section shall cease 
to apply to a project subject to fore-
closure, transfer of title by deed in lieu 
of foreclosure or similar event if, at 
anytime during that part of the quali-
fied project period subsequent to such 
event, the obligor on the acquired pur-
pose obligation (as defined in § 1.103– 
13(b)(4)(iv)(a)) or a related person (as 
defined in § 1.103–10(e)) obtains an own-
ership interest in such project for tax 
purposes. 

(7) Qualified project period. The term 
‘‘qualified project period’’ means— 

(i) For obligations issued after April 
24, 1979, and prior to September 4, 1982, 
a period of 20 years commencing on the 
later of the date that the project be-
comes available for occupancy or the 
date of issue of the obligations. The re-
quirement of paragraph (b)(5)(ii) of this 
section shall be deemed met if the 
owner of the project contracts with a 
Federal or state agency to maintain at 
least 20 percent (or 15 percent in the 
case of targeted areas) of the units for 
low or moderate income individuals or 
families (as defined in paragraph 
(b)(8)(v) of this section) for 20 years in 
consideration for rent subsidies for 
such individuals or families for such 
period. 

(ii) For obligations issued after Sep-
tember 3, 1982, a period beginning on 
the later of the first day on which at 
least 10 percent of the units in the 
project are first occupied or the date of 
issue of an obligation described in sec-

tion 103(b)(4)(A) and this paragraph and 
ending on the later of the date— 

(a) Which is 10 years after the date on 
which at least 50 percent of the units in 
the project are first occupied, 

(b) Which is a qualified number of 
days after the date on which any of the 
units in the project is first occupied, or 

(c) On which any assistance provided 
with respect to the project under sec-
tion 8 of the United States Housing Act 
of 1937 terminates. 
For purposes of this paragraph 
(b)(7)(ii), the term ‘‘qualified number of 
days’’ means 50 percent of the total 
number of days comprising the term of 
the obligation with the longest matu-
rity in the issue used to provide the 
project. In the case of a refunding of 
such an issue, the longest maturity is 
equal to the sum of the period the prior 
issue was outstanding and the longest 
term of any refunding obligations. 

(8) Other definitions. For purposes of 
this paragraph— 

(i) Unit. The term ‘‘unit’’ means any 
accommodation containing separate 
and complete facilities for living, 
sleeping, eating, cooking, and sanita-
tion. Such accommodations may be 
served by centrally located equipment, 
such as air conditioning or heating. 
Thus, for example, an apartment con-
taining a living area, a sleeping area, 
bathing and sanitation facilities, and 
cooking facilities equipped with a 
cooking range, refrigerator, and sink, 
all of which are separate and distinct 
from other apartments, would con-
stitute a unit. 

(ii) In registered form. The term ‘‘in 
registered form’’ has the same meaning 
as in section 6049. With respect to obli-
gations issued after December 31, 1982, 
such term shall have the same meaning 
as prescribed in section 103(j) (includ-
ing the regulations thereunder). 

(iii) Targeted area project. The term 
‘‘targeted area project’’ means a 
project located in a qualified census 
tract (as defined in § 6a.103A–2(b)(4)) or 
an area of chronic economic distress 
(as defined in § 6a.103A–2(b)(5)). 

(iv) Building or structure. The term 
‘‘building or structure’’ generally 
means a discrete edifice or other man- 
made construction consisting of an 
independent foundation, outer walls, 
and roof. A single unit which is not an 
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entire building but is merely a part of 
a building is not a building or struc-
ture within the meaning of this sec-
tion. As such, while single townhouses 
are not buildings if their foundation, 
outer walls, and roof are not inde-
pendent, detached houses and 
rowhouses are buildings. 

(v) Low or moderate income. Individ-
uals and families of low or moderate 
income shall be determined in a man-
ner consistent with determinations of 
lower income families under section 8 
of the United States Housing Act of 
1937, as amended, except that the per-
centage of median gross income which 
qualifies as low or moderate income 
shall be 80 percent. Therefore, occu-
pants of a unit are considered individ-
uals or families of low or moderate in-
come only if their adjusted income 
(computed in the manner prescribed 
with § 1.167(k)–3(b)(3)) does not exceed 
80 percent of the median gross income 
for the area. Notwithstanding the fore-
going, the occupants of a unit shall not 
be considered to be of low or moderate 
income if all the occupants are stu-
dents (as defined in section 151(e)(4)), 
no one of whom is entitled to file a 
joint return under section 6013. The 
method of determining low or mod-
erate income in effect on the date of 
issue will be determinative for such 
issue, even if such method is subse-
quently changed. In the event pro-
grams under section 8(f) of the Housing 
Act of 1937, as amended, are terminated 
prior to the date of issue, the applica-
ble method shall be that in effect im-
mediately prior to the date of such ter-
mination. 

(9) Examples. The following examples 
illustrate the application of this para-
graph (b). 

Example 1. In August 1982, City X issues $10 
million of registered bonds with a term of 20 
years to be used to finance the construction 
of an apartment building to be available to 
members of the general public. X loans the 
proceeds of the bonds to Corporation M, the 
tax owner of the project. The loan is secured 
by a promissory note from M and a mortgage 
on the project. The mortgage requires an-
nual payments sufficient to amortize the 
principal and interest on the bonds. Corpora-
tion M maintains 20 percent of the units in 
the project for low or moderate income indi-
viduals and meets all of the requirements of 
this section until 2002, at which time M con-

verts the project to offices. The bonds are in-
dustrial development bonds, but because the 
proceeds are used for construction of residen-
tial rental property, which is an exempt fa-
cility under section 103(b)(4)(A) and para-
graph (b) of this section, section 103(b)(1) 
does not apply. 

Example 2. The facts are the same as in ex-
ample (1), except that the building is con-
structed adjacent to a factory, and the fac-
tory employees are to be given preference in 
selecting tenants. The bonds are industrial 
development bonds and the facility is not an 
exempt facility under section 103(b)(4)(A) and 
paragraph (b) of this section because it is not 
a facility constructed for use by the general 
public. 

Example 3. The facts are the same as in ex-
ample (1), except that the proceeds of the ob-
ligation are provided to N, a cooperative 
housing corporation, to finance the construc-
tion of a cooperative housing project. N sells 
stock in such cooperative to shareholders, 
some of whom occupy the units in the coop-
erative and some of whom rent the units to 
other persons. Such project is not a residen-
tial rental project within the meaning of sec-
tion 103(b)(4)(A) and § 1.103–8(b) because less 
than all of the units in the building are used 
for rental. Further, the bonds are mortgage 
subsidy bonds under section 103A because 
more than a significant portion of the pro-
ceeds are used to provide financing for resi-
dences, some of which are owner-occupied 
and some of which are used in the trade or 
business of rental. 

Example 4. On February 1, 1984, County Z 
issues registered obligations with a term of 3 
years and loans the proceeds to Corporation 
V to construct a garden apartment project 
for tenants who are 65 years or older. The 
mortgage on the project secures the loan. At 
the end of 3 years, V obtains permanent fi-
nancing for the project from a commercial 
lender. The project is not a targeted area 
project. V has not contracted with any Fed-
eral or State agency to provide rental assist-
ance under section 8 of the United States 
Housing Act of 1937. As a condition for pro-
viding financing for construction, Z requires 
that the deed to the project contain a cov-
enant that requires the project be used for 
elderly tenants and restricts occupancy of 20 
percent of the units in the project to individ-
uals or families of low or moderate income. 
Further, the deed provides that ‘‘Such cov-
enant shall run with and bind the land, from 
the date that ten percent of the units in the 
project are first occupied until ten years 
after the date that at least half the units are 
first occupied. The right to enforce these re-
strictions is vested in County Z.’’ In 1990, 
however, less than 20 percent of the units are 
occupied by families or individuals of low or 
moderate incomes, and three months after 
learning of this condition County Z had not 
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commenced enforcement of the covenant. Al-
though on the date of issue the proceeds of 
the obligation were used to provide a resi-
dential rental project, the obligation will 
not be treated as providing a residential 
rental project within the meaning of section 
103(b)(4)(A) as of February 1, 1984, because 
the project did not meet the requirements of 
this paragraph for at least 10 years after at 
least 50 percent of the units are first occu-
pied. 

Example 5. On January 15, 1983, State X 
issues registered obligations with a term of 
15 years, the proceeds of which are loaned to 
Corporation P to construct an apartment 
building. The project will be a ‘‘targeted area 
project’’, within the meaning of § 1.103– 
8(b)(8)(iii). Corporation P intends to rent all 
the units to individuals for their residences, 
maintaining 15 percent of the units in the 
project for individuals having low or mod-
erate incomes, for 15 years. In 1988, however, 
Corporation P converts 80 percent of the 
units to condominiums. Corporation P re-
pays the loan to State X which, in turn, re-
deems the obligations. The obligations are 
not used to provide a residential rental 
project within the meaning of section 
103(b)(4)(A), and all the interest paid or to be 
paid on such obligations will be includable in 
gross income. 

Example 6. On January 15, 1984, State Z 
issues registered obligations with a term of 
15 years the proceeds of which will be used to 
acquire and renovate a residential apartment 
building. Z sells the project to Corporation U 
and receives a 30-year mortgage. On June 1, 
1985, the first occupants of the project com-
mence their tenancies. At least 50 percent of 
the units in the project are occupied on July 
1, 1985. On January 15, 1988, Z issues 35-year 
refunding bonds the proceeds of which are 
used to retire the obligations issued in 1984. 
The prior issue will be discharged by March 
15, 1988. In order to meet the requirement of 
§ 1.103–8(b)(5)(ii), at least 20 percent of such 
units must be occupied by individuals of low 
or moderate income until January 1, 2005. 

Example 7. The facts are the same as in ex-
ample (6) except that in 1987, the apartment 
building is substantially destroyed by fire. 
The building was insured at its fair market 
value. U does not intend to reconstruct the 
building but uses a portion of the insurance 
proceeds to repay the unpaid balance of the 
mortgage. Z uses this amount to redeem the 
outstanding bonds at the first available call 
date. Since the project was substantially de-
stroyed by fire and the outstanding bonds 
are retired at the first available call date, 
the requirements of section 103(b)(4)(A) and 
this paragraph (b) are satisfied with respect 
to the obligations. 

Example 8. The facts are the same as in ex-
ample (6) except that in 1987 U defaults on 
the mortgage, and Z obtains title to the 
project without instituting foreclosure pro-

ceedings. Z sells the project to S and uses 
the proceeds to retire the outstanding bonds. 
Since S did not obtain the project with obli-
gations described in section 103(b)(4), S is not 
required to meet the requirements of section 
103(b)(4)(A) and this paragraph. Further, the 
1984 obligations are obligations described in 
section 103(b)(4)(A). 

Example 9. In September 1983, State W 
issues $10 million of registered bonds with a 
term of 3 years, the proceeds of which are to 
be loaned to Corporation V to finance the 
construction of an apartment building in a 
rural community. At the end of 3 years, V 
obtains permanent financing from Federal 
Agency T. Agency T will not allow the deed 
to contain any restrictive covenant relating 
to the use of the project. Under Federal law, 
however, T requires that V maintain all of 
the units in the project for rental to low-in-
come farmworkers for the term of the mort-
gage, which is 20 years. Further, the mort-
gage between T and V provides that if T de-
termines that low-income housing is no 
longer required in the community in which 
the project is constructed then the repay-
ment of the mortgage may be accelerated. T 
determines as of the date of issue that low- 
income housing will be needed in the com-
munity for at least 20 years. In 1987, the 
project fails to meet the requirements of sec-
tion 1.103–8(b)(5)(ii), relating to occupancy by 
individuals or families of low or moderate in-
come. Further, T does not require V to cor-
rect the failure. Based on the foregoing, the 
bonds issued by W will be treated as de-
scribed in section 103(b)(4)(A). 

Example 10. The facts are the same as in ex-
ample (9) except that in 1987, the Federal law 
is amended to provide that Agency T may 
not enforce its low-income occupancy re-
quirement. The result is the same. 

Example 11. The facts are the same as in ex-
ample (9) except that in 1987 Agency T deter-
mines that due to a change in circumstances 
in the community in which the project is lo-
cated low-income rental housing is no longer 
required. As such, T requires V to repay the 
mortgage. Since the obligations have been 
repaid, W has no legal right to enforce the 
requirements of paragraph (b) with respect 
to the project. Subsequent nonconformity of 
the project with the requirements of § 1.103– 
8(b) under these circumstances will not cause 
the obligations issued by W to be industrial 
development bonds within the meaning of 
section 103(b)(1). 

(10) Obligations issued before April 25, 
1979—(i) General rules. Section 103(b)(1) 
shall not apply to obligations issued 
before April 25, 1979, which are part of 
an issue substantially all of the pro-
ceeds of which are to be used to provide 
residential real property for family 
units. In order to qualify under this 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00393 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



382 

26 CFR Ch. I (4–1–15 Edition) § 1.103–8 

paragraph (b) as an exempt facility, the 
facility must satisfy the public use re-
quirement of paragraph (a)(2) of this 
section by being available for use by 
members of the general public. 

(ii) Family units defined. For purposes 
of this paragraph (b) the term ‘‘family 
unit’’ means a building or any portion 
thereof which contains complete living 
facilities which are to be used on other 
than a transient basis by one or more 
persons, and facilities functionally re-
lated and subordinate thereto. Thus, an 
apartment which is to be used on other 
than a transient basis as a residence by 
a single person or by a family and 
which contains complete facilities for 
living, sleeping, eating, cooking, and 
sanitation, constitutes a family unit. 
Such a unit may be served by centrally 
located machinery and equipment as in 
a typical apartment building. To qual-
ify as a family unit, the living facili-
ties must be a separate, self-contained 
building or constitute one unit in a 
building substantially all of which con-
sists of similar units, together with 
functionally related and subordinate 
facilities and areas. Hotels, motels, 
dormitories, fraternity and sorority 
houses, rooming houses, hospitals, 
sanitariums, rest homes, and trailer 
parks and courts for use on a transient 
basis do not constitute residential real 
property for family units. 

(iii) Functionally related and subordi-
nate facilities. Under paragraph (a)(3) of 
this section, facilities which are func-
tionally related and subordinate to res-
idential real property actually used for 
family units include, for example, fa-
cilities for use by the occupants such 
as a swimming pool, a parking area, 
and recreational facilities. 

(c) Sports facilities—(1) General rule. 
Section 103(b)(4)(B) provides that sec-
tion 103(b)(1) shall not apply to obliga-
tions issued by a State or local govern-
mental unit which are part of an issue 
substantially all of the proceeds of 
which are to be used to provide sports 
facilities. In order to qualify as an ex-
empt facility under section 103(b)(4)(B) 
and this paragraph, the facility must 
satisfy the public use requirement of 
paragraph (a)(2) of this section by 
being available for use by members of 
the general public either as partici-
pants or as spectators. 

(2) Sports facility defined. (i) For pur-
poses of section 103(b)(4)(B) and this 
paragraph, the term ‘‘sports facilities’’ 
includes both outdoor and indoor facili-
ties. The facility may be designed ei-
ther as a spectator or as a participa-
tion facility. For example, the term in-
cludes both indoor and outdoor sta-
diums for baseball, football, ice hock-
ey, or other sports events, as well as fa-
cilities for the participation of the gen-
eral public in sports activities, such as 
golf courses, ski slopes, swimming 
pools, tennis courts, and gymnasiums. 
The term does not include, however, fa-
cilities such as a golf course, swimming 
pool, or tennis court, which are con-
structed for use by members of a pri-
vate club or as integral or subordinate 
parts of a hotel or motel, or the use of 
which will be restricted to a special 
class or group or to guests of a par-
ticular hotel or motel, since they are 
not facilities for the use of the general 
public as required by paragraph (a)(2) 
of this section. 

(ii) Under paragraph (a)(3) of this sec-
tion, facilities which are functionally 
related and subordinate to a sports fa-
cility, such as a parking lot, clubhouse, 
ski slope warming house, bath house, 
or ski tow, are considered to be part of 
a sports facility. A ski lodge which 
consists primarily of overnight accom-
modations is not functionally related 
and subordinate to a sports facility. 

(d) Convention or trade show facilities— 
(1) General rule. Section 103(b)(4)(C) pro-
vides that section 103(b)(1) shall not 
apply to obligations issued by a State 
or local governmental unit which are a 
part of an issue substantially all of the 
proceeds of which are to be used to pro-
vide convention or trade show facili-
ties. In order to qualify under section 
103(b)(4)(C) and this paragraph as an ex-
empt facility, the facility must satisfy 
the public use requirement of para-
graph (a)(2) of this section by being 
available for an appropriate charge or 
rental, on a rate scale basis, for use by 
members of the general public. The 
public use requirement is not satisfied 
if the use of a convention or trade show 
facility is limited by long-term leases 
to a single user or group of users. 

(2) Convention or trade show facilities 
defined. For purposes of section 
103(b)(4)(C) and this paragraph, the 
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term ‘‘convention or trade show facili-
ties’’ means special-purpose buildings 
or structures, such as meeting halls 
and display areas, which are generally 
used to house a convention or trade 
show, including, under paragraph (a)(3) 
of this section, facilities functionally 
related and subordinate to such facili-
ties such as parking lots or railroad 
sidings. A hotel or motel which is 
available to the general public, wheth-
er or not it is intended primarily to 
house persons attending or partici-
pating in a convention or trade show, 
is neither a convention or trade show 
facility nor functionally related and 
subordinate thereto. 

(e) Certain transportation facilities—(1) 
General rule. Section 103(b)(4)(D) pro-
vides that section 103(b)(1) shall not 
apply to obligations issued by a State 
or local governmental unit which are 
part of an issue substantially all of the 
proceeds of which are to be used to pro-
vide (i) airports, docks, wharves, mass 
commuting facilities, or public parking 
facilities, or (ii) storage or training fa-
cilities directly related to any such fa-
cility. In order to qualify under section 
103(b)(4)(D) and this paragraph as an 
exempt facility, the facility must sat-
isfy the public use requirement of para-
graph (a)(2) of this section by being 
available for use by members of the 
general public or for use by common 
carriers or charter carriers which serve 
members of the general public. A dock 
or wharf which is part of a public port 
(or a public port to be constructed in 
accordance with a plan which has been 
finally adopted on the date the obliga-
tions in question are issued) satisfies 
the public use test. A parking lot will 
be available for use by the general pub-
lic unless more than an insubstantial 
portion thereof will be used exclusively 
by or for the benefit of a nonexempt 
person by reason of a formal or infor-
mal agreement or by reason of the re-
mote geographic location of the facil-
ity. 

(2) Definitions. For purposes of sec-
tion 103(b)(4)(D) and this paragraph— 

(i) With respect to bonds sold at or 
before 5:00 p.m. EST on December 29, 
1978, an airport includes service accom-
modations for the public such as termi-
nals, retail stores in such terminals, 
runways, hangars, loading facilities, 

repair shops, parking areas, and facili-
ties which, under paragraph (a)(3) of 
this section, are functionally related 
and subordinate to the airport, such as 
facilities for the preparation of in- 
flight meals, restaurants, and accom-
modations for temporary or overnight 
use by passengers, and other facilities 
functionally related to the needs or 
convenience of passengers, shipping 
companies, and airlines. The term 
‘‘airport’’ does not include a landing 
strip which, by reason of a formal or 
informal agreement, or by reason of ge-
ographic location, will not be available 
for general public use. 

(ii) With respect to bonds sold after 
5:00 p.m. EST on December 29, 1978— 

(a) An airport includes facilities 
which are directly related and essential 
to— 

(1) Servicing aircraft or enabling air-
craft to take off and land, or 

(2) Transferring passengers or cargo 
to or from aircraft. 
A facility does not satisfy either of the 
foregoing requirements if the facility 
need not be located at, or in close prox-
imity to, the take-off and landing area 
in order to perform its function. Exam-
ples of facilities which satisfy those re-
quirements are terminals, runways, 
hangars, loading facilities, repair 
shops, and land-based navigation aids 
such as radar installation. 

(b) Under paragraph (a)(3) of this sec-
tion, an airport includes facilities 
other than those described in para-
graph (e)(2)(ii)(a) only if they are func-
tionally related and subordinate to an 
airport (as defined in paragraph 
(e)(2)(ii)(a)). A facility (or part thereof) 
is not functionally related and subordi-
nate to an airport if the facility (or 
part thereof)— 

(1) Is not of a character and size com-
mensurate with the character and size 
of the airport at or adjacent to which 
the facility is located, or 

(2) Is not located at or adjacent to 
that airport. 
A facility may satisfy the character 
and size requirement although it pro-
vides minimal benefits to other air-
ports. For example, a facility for the 
preparation of in-flight meals which 
has capacity sufficient to prepare all 
in-flight meals for aircraft departing 
the airport where the facility is located 
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qualifies although some meals may be 
consumed in transit between other air-
ports. Other examples of facilities 
functionally related and subordinate to 
an airport are restaurants and retail 
stores located in terminals, ground 
transportation parking areas, and ac-
commodations for temporary or over-
night use by passengers. Unimproved 
land (including agricultural land) that 
is adjacent to an airport and that is 
impaired by a significant level of air-
port noise is functionally related and 
subordinate to the airport if after its 
acquisition that land will not be con-
verted to a use that is incompatible 
with the level of airport noise. Adja-
cent land with existing improvements 
also may be functionally related and 
subordinate to an airport by reason of 
impairment by a significant level of 
airport noise but only if the use of such 
land before its acquisition is incompat-
ible with the airport noise level, its use 
after acquisition is to be compatible, 
and the post-acquisition use will be es-
sentially different from the pre-acqui-
sition use. Notwithstanding the fore-
going, an interest in such improved 
land acquired solely to mitigate dam-
ages attributable to airport noise is 
treated as functionally related and sub-
ordinate to the airport. Thus, for ex-
ample, amounts allocated to imposing 
a servitude on improved land adjacent 
to an airport restricting its future use 
to uses compatible with airport noise 
are treated as amounts allocated to 
property functionally related and sub-
ordinate to an airport. For the purpose 
of determining whether land is im-
paired by a significant level of airport 
noise, any generally accepted noise es-
timating methodology may be used. 
For example, a Noise Exposure Fore-
cast (NEF), a method for composite 
noise rating recommended by the Fed-
eral Aviation Administration to meas-
ure the impact of airport noise, may be 
used for this purpose. Compatibility 
may be determined by reference to reg-
ulations or general guidelines pub-
lished by the Federal Aviation Admin-
istration under section 102 of the Avia-
tion Safety and Noise Abatement Act 
of 1979 (49 U.S.C. 2102), or sections 
11(3)(C) and 18(a)(4) of the Airport and 
Airway Development Act of 1970, as 
amended (49 U.S.C. 1711(3)(C) and 

1718(a)(4)), concerning uses of land im-
paired by a significant level of airport 
noise, or, where available, by reference 
to the airport compatibility plan spe-
cifically addressing what constitutes a 
compatible use of that land. 

(c) As an illustration of the rules of 
this paragraph (e)(2)(ii), an office build-
ing (or office space within a building) 
or a computer facility, either of which 
serves a system-wide or regional func-
tion of an airline, is not considered 
part of an airport since that facility is 
not described in either paragraph 
(e)(2)(ii)(a) or (b). However, a mainte-
nance or overhaul facility which serv-
ices aircraft is considered part of an 
airport under paragraph (e)(2)(ii)(a) 
since that facility is directly related 
and essential to servicing aircraft and 
must be located where aircraft take off 
and land in order to perform its func-
tion. 

(d) A hotel located at or adjacent to 
an airport satisfies the requirements of 
paragraph (e)(2)(ii)(b), that is, it is of a 
character and size commensurate with 
the character and size of the airport at 
or adjacent to which it is located, if 
the number of guest rooms in the hotel 
is reasonable for the size of the airport, 
taking into account the current and 
projected passenger usage of the ter-
minal facility. If the hotel contains 
meeting rooms, the number and size of 
these rooms must be in reasonable pro-
portion to the number of guest rooms 
in the hotel. Limited recreational fa-
cilities will not prevent the hotel from 
being of a character and size commen-
surate with the character and size of 
the airport. 

(iii) A dock or wharf includes prop-
erty which, under paragraph (a)(3) of 
this section, is functionally related and 
subordinate to a dock or wharf such as 
the structure alongside which a vessel 
docks, the equipment needed to receive 
and to discharge cargo and passengers 
from the vessel, such as cranes and 
conveyors, related storage, handling, 
office, and passenger areas, and similar 
facilities. 

(iv) A mass commuting facility in-
cludes real property together with im-
provements and personal property used 
therein, such as machinery, equipment, 
and furniture, serving the general pub-
lic commuting on a day-to-day basis by 
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bus, subway, rail, ferry, or other con-
veyance which moves over prescribed 
routes. Such property also includes ter-
minals and facilities which, under 
paragraph (a)(3) of this section, are 
functionally related and subordinate to 
the mass commuting facility, such as 
parking garages, car barns, and repair 
shops. Use of mass commuting facili-
ties by noncommuters in common with 
commuters is immaterial. Thus, a ter-
minal leased to a common carrier bus 
line which serves both commuters and 
long distance travelers would qualify 
as an exempt facility. 

(3) Related storage or training facility. 
Section 103 (b)(4)(D) includes only 
those storage and training facilities 
which are both (i) directly related to a 
facility to which subparagraph (1)(i) or 
(ii) of this paragraph applies and (ii) 
physically located on or adjacent to 
such a facility. For example, a storage 
facility would include a grain elevator, 
silo, warehouse, or oil and gas storage 
tank used in connection with a dock or 
wharf and located on or adjacent to 
such dock or wharf. Similarly, a train-
ing facility would include a building lo-
cated at or adjacent to an airport for 
the training of flight personnel or a 
paved area immediately adjoining a 
bus garage used to train bus drivers. 

(4) Examples. The principles of this 
paragraph may be illustrated by the 
following examples: 

Example 1. B Airport Authority, a political 
subdivision of State A, owns and operates B 
Airport. B Airport Authority adds several 
runways. In view of the expanded area im-
paired by significant levels of airport noise, 
the Authority proposes to issue bonds the 
proceeds of which are to be used to acquire a 
hospital located adjacent to the airport. The 
noise level on the acquired property is 40 
NEF. By reference to a noise exposure map 
setting forth noncompatible land uses and by 
reference to guidelines published by the Fed-
eral Aviation Administration, it is estab-
lished that continued use of the land for a 
hospital is not compatible with the noise 
level. Prior to issuing the bonds, B contracts 
to lease the property to Corporation C to be 
used for warehouse space. Within 18 months 
of the bonds’ issuance C will remodel the 
hospital (previously owned by D, who is un-
related to C) with its own funds and rent the 
facility as a warehouse. Use as a warehouse 
is determined to be compatible with the 
level of airport noise impairing the land. The 
improved land and prospective revenues from 
the facility’s rental are security for the pro-

posed issuance. Based on the foregoing, the 
acquired land satisfies the public use test. 
Furthermore, it is functionally related and 
subordinate to the airport because the im-
provements are to be used in an essentially 
different manner than prior to the land’s ac-
quisition. The bonds are industrial develop-
ment bonds. However, section 103(b)(1) does 
not apply unless the provisions of section 
103(b)(13) and § 1.103–11 apply. 

Example 2. The facts are the same as in Ex-
ample (1) except that a substantial portion of 
the proceeds of the bond issue is allocated to 
the acquisition of a limited interest in an ad-
ditional tract of land (also impaired by air-
port noise measured at 40 NEF) on which an 
office building stands. The limited interest 
holds B harmless for damages caused by air-
port noise and restricts uses of the tract 
after the building is retired to those compat-
ible with noise levels caused by the airport. 
Based on the foregoing, such interest satis-
fies the public use test. Furthermore, the in-
terest is functionally related and subordi-
nate to the airport because it is solely to 
mitigate damage attributable to airport 
noise, in part by restricting future land uses. 
The bonds are industrial development bonds. 
However, section 103(b)(1) does not apply un-
less the provisions of section 103(b)(13) or 
§ 1.103–11 apply. 

Example 3. On June 1, 1982, M Airport Au-
thority, a political subdivision of State O, 
issues obligations, the proceeds of which are 
loaned to X Corporation, a nonexempt per-
son. X uses the proceeds to construct a hotel 
adjacent to the main terminal building at M 
Airport. X will be unconditionally liable for 
repayment of the proposed obligations. The 
hotel will be used to provide temporary and 
overnight accommodations for airline pas-
sengers using M Airport. The number of 
rooms in the hotel is reasonable for an air-
port of M’s size, taking into account the cur-
rent and projected passenger usage of the 
terminal facility. In addition to guest rooms, 
the hotel will contain a restaurant, small re-
tail stores (such as a gift shop and 
newstand), and limited recreation facilities 
(such as a swimming pool). The hotel will 
also contain several multipurpose rooms 
suitable for use as meeting rooms. The num-
ber and size of these rooms will be in reason-
able proportion to the number and size of the 
guest rooms in the hotel. Use of the guest 
rooms, restaurant and stores, recreational 
facilities, and meeting rooms by air pas-
sengers arriving at or departing from M Air-
port will be incidental to the use of the hotel 
by air passengers for temporary and over-
night accommodations. The hotel is of a 
character and size commensurate with the 
character and size of M Airport. Con-
sequently, applying the provisions of § 1.103– 
8(e)(2), the hotel is functionally related and 
subordinate to M Airport. The obligations 
are industrial development bonds. Section 
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103(b)(1) does not apply to the obligations, 
however, unless the provisions of section 
103(b)(10) and § 1.103–11 apply. 

Example 4. On June 1, 1982, N Airport Au-
thority, a political subdivision of State P, 
issues obligations the proceeds of which are 
loaned to Y Corporation, a nonexempt per-
son. Y uses the proceeds to construct a hotel 
adjacent to the main terminal building at N 
Airport. Y Corporation will be uncondition-
ally liable for repayment of the proposed ob-
ligations. The hotel will contain extensive 
recreational facilities, including a large roof- 
top swimming pool, tennis courts, and a 
health club. In addition, facilities for con-
ferences consisting of a ballroom-sized meet-
ing room capable of being partitioned by 
movable panels and several smaller meeting 
rooms will be constructed. The number of 
rooms in the hotel will substantially exceed 
the number which is reasonably based on the 
current and projected passenger usage of the 
terminal facility. Because of the presence of 
extensive recreational and conference facili-
ties, as well as the presence of on excessive 
number of rooms at the hotel, the hotel fails 
to be of a character and size commensurate 
with the character and size of N Airport. The 
result would be the same if the hotel did not 
have extensive recreational facilities. Con-
sequently, the hotel is not functionally re-
lated and subordinate to N Airport under 
§ 1.103–8(e)(2). The obligations are industrial 
development bonds and interest thereon is 
not excluded from gross income by reason of 
subsection (a)(1) or (b)(4) of section 103. 

(f) Certain public utility facilities—(1) 
General rule. (i) Section 103(b)(4)(E) pro-
vides that section 103(b)(1) shall not 
apply to obligations issued by a State 
or local governmental unit which are 
part of an issue substantially all of the 
proceeds of which are to be used to pro-
vide sewage disposal facilities, solid 
waste disposal facilities, or facilities 
for the local furnishing of electric en-
ergy or gas. In order to qualify under 
section 103(b)(4)(E) as an exempt facil-
ity, the facility must satisfy the public 
use requirement of paragraph (a)(2) of 
this section. A public utility facility 
described in this subparagraph (with 
the exception of sewage and solid waste 
disposal facilities which will be treated 
in all events as serving the general 
public) will satisfy the public use re-
quirement only if such facility, or the 
output thereof, is available for use by 
members of the general public. 

(ii) A facility for the local furnishing 
of electric energy or gas is, for pur-
poses of applying the public use test in 
paragraph (a)(2) of this section, avail-

able for use by members of the general 
public if (a) the owner or operator of 
the facility is obligated, by a legisla-
tive enactment, local ordinance, regu-
lation, or the equivalent thereof, to 
furnish electric energy or gas to all 
persons who desire such services and 
who are within the service area of the 
owner or operator of such facility, and 
(b) it is reasonably expected that such 
facility will serve or be available to a 
large segment of the general public in 
such service area. For rules with re-
spect to facilities for the furnishing of 
water, see paragraph (h) of this section. 

(2) Definitions. For purposes of sec-
tion 103(b)(4)(E) and this paragraph— 

(i) The term ‘‘sewage disposal facili-
ties’’ means any property used for the 
collection, storage, treatment, utiliza-
tion, processing, or final disposal of 
sewage. 

(ii) The term ‘‘facilities for the local 
furnishing of electric energy or gas’’ 
means property which— 

(a) Is either property of a character 
subject to the allowance for deprecia-
tion provided in section 167 or land, 

(b) Is used to produce, collect, gen-
erate, transmit, store, distribute, or 
convey electric energy or gas. 

(c) Is used in the trade or business of 
furnishing electric energy or gas, and 

(d) Is a part of a system providing 
service to the general populace of one 
or more communities or municipali-
ties, but in no event more than 2 con-
tiguous counties (or a political equiva-
lent) whether or not such counties are 
located in one State. 

For purposes of this subdivision, a city 
which is not within, or does not consist 
of, one or more counties (or a political 
equivalent) shall be treated as a county 
(or a political equivalent). A facility 
for the generation of electric energy 
otherwise qualifying under this sub-
division will not be disqualified be-
cause it is connected to a system for 
interconnection with other public util-
ity systems for the emergency transfer 
of electric energy. The facilities need 
not be located in the area served by 
them. Also, the term ‘‘facilities for the 
local furnishing of electric energy or 
gas’’ does not include coal, oil, gas, nu-
clear cores, or other materials per-
forming a similar function. 
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(g) Air or water pollution control facili-
ties—(1) General rule. Section 
103(b)(4)(F) provides that section 
103(b)(1) shall not apply to obligations 
issued by a State or local govern-
mental unit which are part of an issue 
substantially all of the proceeds of 
which are to be used to provide air or 
water pollution control facilities. Such 
facilities are in all events treated as 
serving the general public and, thus, 
satisfy the public use requirement of 
paragraph (a)(2) of this section. 

(2) Definitions. (i) For purposes of sec-
tion 103(b)(4)(F) and this paragraph, 
property is a pollution control facility 
to the extent that the test of either 
subdivision (iii) or (iv) of this subpara-
graph is satisfied, but only if— 

(a) It is property which is described 
in subdivision (ii) of this subparagraph 
and is either of a character subject to 
the allowance for depreciation provided 
in section 167 or land, and 

(b) Either (1) a Federal, State, or 
local agency exercising jurisdiction has 
certified that the facility, as designed, 
is in furtherance of the purpose of 
abating or controlling atmospheric pol-
lutants or contaminants, or water pol-
lution, as the case may be, or (2) the fa-
cility is designed to meet or exceed ap-
plicable Federal, State, and local re-
quirements for the control of atmos-
pheric pollutants or contaminants, or 
water pollution, as the case may be, in 
effect at the time the obligations, the 
proceeds of which are to be used to pro-
vide such facilities, are issued. 

(ii) Property is described in this sub-
division if it is property to be used, in 
whole or in part, to abate or control 
water or atmospheric pollution or con-
tamination by removing, altering, dis-
posing, or storing pollutants, contami-
nants, wastes, or heat. In the case of 
property to be used to control water 
pollution, such property includes the 
necessary intercepting sewers, pump-
ing, power, and other equipment, and 
their appurtenances. For rules relating 
to facilities which remove pollutants 
from fuel or certain other items, see 
subdivision (vi) of this subparagraph. 

(iii) In the case of an expenditure for 
property which is designed for no sig-
nificant purpose other than the control 
of pollution, the total expenditure for 
such property satisfies the test of this 

subdivision. Thus, where property 
which is to serve no function other 
than the control of pollution is to be 
added to an existing manufacturing or 
production facility, the total expendi-
ture for such property satisfies the test 
of this subdivision. Also, if an expendi-
ture for property would not be made 
but for the purpose of controlling pol-
lution, and if the expenditure has no 
significant purpose other than the pur-
pose of pollution control, the total ex-
penditure for such property satisfies 
the test of this subdivision even though 
such property serves one or more func-
tions in addition to its function as a 
pollution control facility. 

(iv) In the case of property to be 
placed in service for the purpose of 
controlling pollution and for a signifi-
cant purpose other than controlling 
pollution, only the incremental cost of 
such facility satisfies the test of this 
subdivision. The ‘‘incremental cost’’ of 
property is the excess of its total cost 
over that portion of its cost expended 
for a purpose other than the control of 
pollution. 

(v) An expenditure has a significant 
purpose other than the control of pol-
lution if it results in an increase in 
production or capacity, or in a mate-
rial extension of the useful life of a 
manufacturing or production facility 
or a part thereof. 

(h) Water facilities—(1) General rule. 
Section 103(b)(4)(G) provides that sec-
tion 103(b)(1) shall not apply to obliga-
tions issued by a State or local govern-
mental unit which are part of an issue 
substantially all of the proceeds of 
which are to be used to provide facili-
ties for the furnishing of water which 
are available, on reasonable demand, to 
members of the general public. A water 
facility will satisfy the public use test 
of paragraph (a)(2) of this section if it 
will provide water, on reasonable de-
mand, to any member of the general 
public within the service area of the 
water system of which such facility is 
a part. 

(2) Definition. For purposes of section 
103(b)(4)(G) and this paragraph, the 
‘‘water facilities’’ include artesian 
wells, reservoirs, dams, related equip-
ment and pipelines, and other facilities 
used to furnish water for domestic, in-
dustrial, irrigation, or other purposes. 
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(3) Effective date. The provisions of 
this paragraph apply in the case of fa-
cilities provided by obligations issued 
after January 1, 1969. In the case of fa-
cilities provided by obligations issued 
on or before such date to which section 
103(b) is applicable, the provisions of 
paragraph (f) of this section shall 
apply. For such purposes, wherever the 
term ‘‘local furnishing of electric en-
ergy or gas’’ appears in paragraph (f) of 
this section, such term shall be deemed 
to read ‘‘local furnishing of electric en-
ergy, gas, or water.’’ 

(i) Examples. The application of sec-
tion 103(b)(4) and this section are illus-
trated by the following examples: 

Example 1. City B plans to issue $10 million 
of bonds to be used to construct a sports sta-
dium. The revenues from the facility and the 
facility itself will be the security for the 
bonds. A professional football team rents the 
facility on a long-term leasee for part of the 
year and a professional baseball team rents 
the sports facility for the remainder of the 
year. Tickets are sold by the teams to the 
general public. The bonds are industrial de-
velopment bonds, but since the proceeds are 
used for a spectator facility for general pub-
lic use, which is an exempt facility under 
section 103(b)(4)(B) and paragraph (c) of this 
section, section 103(b)(1) does not apply un-
less the provisions of section 103(b)(13) and 
§ 1.103–11 apply. 

Example 2. City C plans to issue $10 million 
of bonds to be used to construct a convention 
hall which it will own. City C plans to lease 
the convention hall for 25 years to corpora-
tion Y, a nonexempt person, which will oper-
ate and maintain it. The terms of the lease 
obligate Y to make the convention hall gen-
erally available for civic, business, and rec-
reational shows, meetings, performances, 
and similar activities serving or benefiting 
the community. Lease payments from Y and 
the facility will be security for the bonds. 
The bonds are industrial development bonds, 
but since the proceeds are to be used for a fa-
cility for general public use, which is an ex-
empt facility under section 103(b)(4)(C) and 
paragraph (d) of this section, section 103(b)(1) 
does not apply unless the provisions of sec-
tion 103(b)(13) and § 1.103–11 apply. 

Example 3. City D issues $100 million of its 
bonds and uses the proceeds to finance con-
struction of an airport for the use of the gen-
eral public. D will own and operate the air-
port. A major portion of the rentable space 
in the terminal building is leased on a long- 
term basis to common carrier and non-sched-
uled airlines. The bonds will be secured by 
the airport landing and runway charges and 
by payments with respect to such long-term 
leases from such commercial airlines. Such 

commercial airline payments are expected to 
constitute more than 50 percent of the total 
revenues from the airport. The bonds are in-
dustrial development bonds, but since the 
proceeds are to be used for an airport for use 
by the general public and by carriers serving 
the general public, which is an exempt facil-
ity under section 103(b)(4)(D) and paragraph 
(e) of this section, section 103(b)(1) does not 
apply unless the provisions of section 
103(b)(13) and § 1.103–11 apply. The result 
would be the same if D hired an airport man-
agement firm to operate the airport. 

Example 4. City E issues $6 million of its 
bonds and uses the proceeds to finance con-
struction of a landing strip for airplanes to 
be located adjacent to the factories of cor-
porations Y and Z. The landing strip will be 
used in the trades or businesses of Y and Z 
and by any member of the general public 
wishing to use it. However, due to its loca-
tion, general public use will be negligible. 
The lease payments by Y and Z for the use of 
the facility are the security for the bonds. 
The bonds are industrial development bonds 
and the facility is not an exempt facility 
under section 103(b)(4)(D) and paragraph (c) 
of this section because it is not a facility 
constructed for general public use. 

Example 5. State F and corporation Z enter 
into an arrangement which provides that F 
will issue $10 million of its bonds and use the 
proceeds to construct a facility for Z the 
only purpose of which is to control air and 
water pollution at Z’s plant. The principal 
and interest on the bonds will be secured by 
the charges which F will impose on Z. The 
bonds are industrial development bonds, but 
since the proceeds are to be used for air and 
water pollution facilities designed to abate 
pollution by private persons, such facilities 
are for the benefit of the general public and 
are exempt facilities under section 
103(b)(4)(F) and paragraph (g) of this section. 
Accordingly, section 103(b)(1) does not apply 
unless the provisions of section 103(b)(13) and 
§ 1.103–11 apply. 

Example 6. City G issues $20 million of its 
bonds and will use $6 million to finance resi-
dential rental property which qualifies as an 
exempt facility under section 103(b)(4)(A) and 
paragraph (b) of this section, $9 million to fi-
nance construction of a stadium which quali-
fies as an exempt facility under section 
103(b)(4)(B) and paragraph (c) of this section, 
and $5 million for convention facilities which 
qualify as exempt facilities under section 
103(b)(4)(C) and paragraph (d) of this section. 
The facilities will be used in the trades or 
businesses of nonexempt persons and rental 
payments with respect to such facilities and 
the facilities themselves will be the security 
for the bonds. The bonds are industrial devel-
opment bonds, but since all the proceeds are 
to be used for facilities which are exempt fa-
cilities under section 103(b)(4), section 
103(b)(1) does not apply unless the provisions 
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of section 103(b)(10) and § 1.103–11 apply. The 
result would be the same, if; instead of using 
$9 million to finance construction of a sta-
dium, the $9 million were used to finance 
construction of a capitol building. [Reg. 
§ 1.103–8]. 

[T.D. 7199, 37 FR 15490, Aug. 3, 1972] 

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 1.103–8, see the List of CFR 
Sections Affected, which appears in the 
Finding Aids section of the printed volume 
and at www.fdsys.gov. 

§ 1.103–9 Interest on bonds to finance 
industrial parks. 

(a) General rule. (1) Under section 
103(c)(5), interest paid on an issue of 
obligations issued by a State or local 
governmental unit (as defined in 
§ 1.103–1) is not includable in gross in-
come if substantially all of the pro-
ceeds of such issue is to be used to fi-
nance the acquisition or development 
of land as the site for an industrial 
park (referred to in this section as ‘‘in-
dustrial park bonds’’). However, inter-
est on an obligation of such an issue is 
includable in gross income if the obli-
gation is held by a substantial user or 
a related person (as described in sec-
tion 103(c)(7) and § 1.103–11). If substan-
tially all of the proceeds of a bond 
issue is to be so used to finance an in-
dustrial park, the debt obligations are 
treated as obligations described in sec-
tion 103(a)(1) and § 1.103–1 even though 
such obligations are industrial develop-
ment bonds within the meaning of sec-
tion 103(c)(2) and § 1.103–7. Whether sub-
stantially all of the proceeds of an 
issue of governmental obligations are 
used to finance an industrial park is 
determined consistently with the rules 
for exempt facilities in § 1.103–8(a)(1)(i). 

(2) The provisions of subparagraph (1) 
of this paragraph shall also apply to an 
issue of obligations substantially all of 
the proceeds of which is to be used to 
acquire or develop land as the site for 
an industrial park described in section 
103(c)(5) and this section and for either 
or both of the following purposes: (i) To 
finance exempt facilities described in 
section 103(c)(4) and § 1.103–8, (ii) to fi-
nance facilities to be used by an ex-
empt person. 

(3) Section 103(c)(5) only becomes ap-
plicable where the bond issue meets 
both the trade or business and the se-
curity interest tests so that the obliga-

tions are industrial development bonds 
within the meaning of section 103(c)(2). 
For the interrelationship of the rules 
provided in this section and the exemp-
tion for certain small issues provided 
in section 103(c)(6), see § 1.103–10. 

(b) Definition of an industrial park. 
For purposes of section 103(c)(5) and 
this section, the term ‘‘industrial 
park’’ means a tract of land, other 
than a tract of land intended for use by 
a single enterprise, suitable primarily 
for use as building sites by a group of 
enterprises engaged in industrial, dis-
tribution, or wholesale businesses if ei-
ther— 

(1) The control and administration of 
the tract is vested in an exempt person 
(within the meaning of paragraph (b)(2) 
of § 1.103–7), or 

(2) The uses of the tract are normally 
(i) regulated by protective minimum 
restrictions, ordinarily including the 
size of individual sites, parking and 
loading regulations, and building set-
back lines, and (ii) designed to be com-
patible, under a comprehensive plan, 
with the community in which the in-
dustrial park is located and with the 
uses of the surrounding land. 

(c) Development of land defined. For 
purposes of section 103(c)(5) and this 
section, the term ‘‘development of 
land’’ includes the provision of certain 
improvements to an industrial park 
site if such improvements are inci-
dental to the use of the land as an in-
dustrial park. Such incidental im-
provements include the building or in-
stallation of incidental water, sewer, 
sewage and waste disposal, drainage, or 
similar facilities (whether surface, sub-
surface, or both). Such incidental im-
provements include the provision of in-
cidental transportation facilities, such 
as hard-surface roads (including curbs 
and gutters) and railroad spurs and sid-
ings; power distribution facilities, such 
as gas and electric lines; and commu-
nication facilities. The provision of 
structures or buildings of any kind is 
not included within the meaning of the 
term ‘‘development of land,’’ except for 
those structures or buildings which are 
necessary in connection with the inci-
dental improvements encompassed by 
the term, such as, for example, a water 
pumphouse and storage tank needed in 
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connection with the incidental provi-
sion of water facilities in an industrial 
park. 

(d) Examples. The application of the 
rules contained in section 103(c)(5) and 
this section are illustrated by the fol-
lowing examples: 

Example 1. City A and corporations X, Y, 
and Z (unrelated companies) enter into an 
arrangement under which A is to acquire a 
tract of land suitable for use as an industrial 
park. The arrangement provides that: (1) A 
will issue $10 million of bonds to be used for 
the acquisition and development of a suit-
able tract of land; (2) the tract will be con-
trolled and administered by A, pursuant to a 
comprehensive zoning plan, for the use of a 
group of enterprises; (3) A will install nec-
essary water, sewer, and drainage facilities 
on the tract; (4) A will sell substantial por-
tions of the developed tract to X for use as a 
factory site and to Y for use as a warehouse 
site; (5) A will lease a sizeable portion of the 
tract to Z for 20 years as a distribution cen-
ter site; and (6) the developed tract and the 
proceeds from the sale or lease of parts of 
the tract will be the security for the bonds. 
The bonds are industrial development bonds. 
Since, however, the proceeds of the issue are 
to be used for the acquisition and develop-
ment of a tract of land as the site for an in-
dustrial park under section 103(c)(5), section 
103(c)(1) does not apply unless the provisions 
of section 103(c)(7) and § 1.103–11 apply. 

Example 2. The facts are the same as in ex-
ample (1) except that $1 million of the pro-
ceeds of the $10 million issue are to be used 
for the construction of a factory by corpora-
tion W or X. The bonds are industrial devel-
opment bonds. Under these circumstances, 
substantially all of the proceeds are treated 
as used or to be used for the acquisition and 
development of a tract of land as the site for 
an industrial park described in section 
103(c)(5). Accordingly, section 103(c)(1) does 
not apply unless the provisions of section 
103(c)(7) and § 1.103–11 apply. 

[T.D. 7199, 37 FR 15494, Aug. 3, 1972, as amend-
ed by T.D. 7511, 42 FR 54285, Oct. 5, 1977] 

§ 1.103–10 Exemption for certain small 
issues of industrial development 
bonds. 

(a) In general. Section 103(b)(6) ap-
plies to certain industrial development 
bond issues (referred to in this section 
as ‘‘exempt small issues’’) and bonds 
issued to refund certain issues (referred 
to in this section as ‘‘exempt small re-
funding issues’’). If an issue is an ex-
empt small issue or an exempt small 
refunding issue, then under the re-
quirements of section 103(b)(6) and this 

section the interest paid on the debt 
obligations is not includable in gross 
income, and the obligations are treated 
as obligations described in section 
103(a)(1) and § 1.103–1, even though such 
obligations are industrial development 
bonds as defined in section 103(b)(2) and 
§ 1.103–7. However, interest on an obli-
gation of such an issue is includable in 
gross income if the obligation is held 
by a substantial user of the financed 
facilities or a related person (as de-
scribed in section 103(b)(7) and § 1.103– 
11). Section 103(b)(6) only becomes ap-
plicable where the bond issue meets 
both the trade or business and the se-
curity interest tests so that the obliga-
tions are industrial development bonds 
within the meaning of section 103(b)(2). 
For bonds issued before January 1, 1979, 
in taxable years ending before such 
date, and for capital expenditures made 
before January 1, 1979, with respect to 
such bonds, paragraphs (b), (c), and (d) 
of this section shall be applied by sub-
stituting $5 million for $10 million. 

(b) Small issue exemption—(1) $1 million 
or less. Section 103(b)(6)(A) provides 
that section 103(b)(1) shall not apply to 
any debt obligation issued by a State 
or local governmental unit as part of 
an issue where— 

(i) The aggregate authorized face 
amount of such issue (determined by 
aggregating the outstanding face 
amount of any prior exempt small 
issues described in paragraph (d) of this 
section and the face amount of the 
issue of obligations in question) is $1 
million or less; and 

(ii) Substantially all of the proceeds 
of such issue is to be used for the ac-
quisition, construction, reconstruction, 
or improvement of land or property of 
a character subject to the allowance 
for depreciation under section 167. Pro-
ceeds which are loaned to a borrower 
for use as working capital or to finance 
inventory are not used in the manner 
described in the preceding sentence. 
Whether substantially all of the pro-
ceeds of an issue of governmental obli-
gations are used in such manner is de-
termined consistently with the rules 
for exempt facilities in § 1.103–8(a)(1)(i). 
Any obligation which is an industrial 
development bond within the meaning 
of section 103(b)(2) and which satisfies 
the $1 million small issue exemption 
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requirements is an exempt small issue. 
See paragraph (c)(1) of this section for 
the treatment of refunding issues of $1 
million or less. 

(2) $10 million or less. (i) Under section 
103(b)(6)(D), the issuing State or local 
governmental unit may elect to have 
an aggregate authorized face amount of 
$10 million or less, in lieu of the $1 mil-
lion exemption otherwise provided for 
in section 103(b)(6)(A), with respect to 
issues of obligations that are industrial 
development bonds (within the mean-
ing of section 103(b)(2)) issued after Oc-
tober 24, 1968. If the election is made in 
a timely manner, the bonds will be 
treated as obligations of a State or 
local governmental unit described in 
section 103(a)(1) and § 1.103–1 if the sum 
of— 

(a) The aggregate face amount of the 
issue including the aggregate out-
standing face amount of any prior $1 
million or $10 million exempt small 
issues taken into account under sec-
tion 103(b)(6)(B) and paragraph (d) of 
this section, and 

(b) The aggregate amount of ‘‘section 
103(b)(6)(D) capital expenditures’’ 
(within the meaning of paragraph 
(b)(2)(ii) of this section), 
is $10 million or less. In the case of an 
issue of obligations that qualified for 
exemption under section 103(b)(6)(A) 
and this paragraph, if a section 
103(b)(6)(D) capital expenditure made 
after the date of issue has the effect of 
making taxable the interest on the 
issue, under section 103(b)(6)(G) the loss 
of tax exemption for the interest shall 
begin only with the date on which the 
expenditure that caused the issue to 
cease to qualify under the $10 million 
limit was paid or incurred. See para-
graph (b)(2)(vi) of this section for the 
time and manner in which the issuer 
may elect the $10 million exemption. 
See section 103(b)(6)(H) and paragraph 
(c)(2) of this section for the treatment 
of certain refinancing issues of $10 mil-
lion of less. 

(ii) The term ‘‘section 103(b)(6)(D) 
capital expenditure’’ is defined in this 
subdivision. Special rules for applying 
such definition in the case of certain 
expenditures paid or incurred by a 
State or local governmental unit are 
prescribed in subdivision (iii) of this 
subparagraph. Except as excluded by 

subdivision (iv) or (v) of this subpara-
graph, an expenditure (regardless of 
how paid, whether in cash, notes, or 
stock in a taxable or nontaxable trans-
action) is a section 103(b)(6)(D) capital 
expenditure if— 

(a) The capital expenditure was fi-
nanced other than out of the proceeds 
of issues to the extent such issues are 
taken into account under paragraph 
(b)(2)(i)(a) of this section. 

(b) The capital expenditures were 
paid or incurred during the 6-year pe-
riod which begins 3 years before the 
date of issuance of the issue in ques-
tion and ends 3 years after such date, 

(c) The principal user of the facility 
in connection with which the property 
resulting from the capital expenditures 
is used and the principal user of the fa-
cility financed by the proceeds of the 
issue in question is the same person or 
are two or more related persons (as de-
fined in section 103(b)(6)(C) and para-
graph (e) of this section), 

(d) Both facilities referred to in (c) of 
this subdivision were (during the pe-
riod described in (b) of this subdivision 
or a part thereof) located in the same 
incorporated municipality or in the 
same county outside of the incor-
porated municipalities in such county), 
and 

(e) The capital expenditures were 
properly chargeable to the capital ac-
count of any person or State or local 
governmental unit (whether or not 
such person is the principal user of the 
facility or a related person) deter-
mined, for this purpose, without regard 
to any rule of the Code which permits 
expenditures properly chargeable to 
capital account to be treated as cur-
rent expenses. With respect to obliga-
tions issued on or after August 8, 1972, 
determinations under the preceding 
sentence shall be made by including 
any expenditure which may, under any 
rule or election under the Code, be 
treated as a capital expenditure 
(whether or not such expenditure is so 
treated). With respect to obligations 
issued on or after August 8, 1972, for 
purposes of this subparagraph, capital 
expenditures made with respect to a 
contiguous or integrated facility which 
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is located on both sides of a border be-
tween two or more political jurisdic-
tions are made with respect to a facil-
ity located in all such jurisdictions 
and, therefore, shall be treated as if 
they were made in each such political 
jurisdiction. 

(iii) Amounts properly chargeable to 
capital account under subdivision (ii) 
(e) of this subparagraph include capital 
expenditures made by a State or local 
governmental unit with respect to an 
exempt facility or an industrial park, 
within the 6-year period described in 
subdivision (ii)(b) of this subparagraph, 
out of the proceeds of bond issues to 
which section 103(b)(1) did not apply by 
reason of section 103(b) (4) or (5) (relat-
ing to certain exempt activities and in-
dustrial parks). Thus, for example, the 
cost to the lessor of a leased plantsite 
financed out of the proceeds of an issue 
for an exempt air pollution control fa-
cility under section 103(b)(4)(F) and 
paragraph (g) of § 1.103–8 would con-
stitute a section 103(b)(6)(D) capital ex-
penditure. However, in the case of an 
industrial park, only the land costs al-
located on an area basis to the plant-
site and the actual cost of any im-
provements made on the plantsite, or 
to be used principally in connection 
with the actual plantsite occupied by a 
principal user or a related person, shall 
be taken into account as capital ex-
penditures. Where the actual amount 
of capital expenditures made with re-
spect to a facility by a person (includ-
ing a State or local governmental unit) 
other than the user of such facility (or 
a related person) cannot be 
ascertained, the fair market value of 
the property with respect to which the 
capital expenditures were made, at the 
time of such capital expenditures, shall 
be deemed to be the amount of such 
capital expenditures. In the case of a 
transaction which is not in form a pur-
chase but which is treated as a pur-
chase for Federal income tax purposes, 
the purchase price for Federal income 
tax purposes shall constitute a capital 
expenditure. 

(iv) A section 103(b)(6)(D) capital ex-
penditure shall not include any ‘‘ex-
cluded expenditure’’ described in (a) 
through (e) of this subdivision (iv). 

(a) A capital expenditure is an ex-
cluded expenditure if either it is made 

by a public utility company which is 
not the principal user of the facility fi-
nanced by the proceeds of the issue in 
question (or a related person) with re-
spect to property of such company, or 
it is made by a State or local govern-
mental unit with respect to property of 
such unit, and if in either case it meets 
all of the following three conditions: 
Such property of such company or unit 
(as the case may be) must be used to 
provide gas, water, sewage disposal 
services, electric energy, or telephone 
service. Such property must be in-
stalled in, or connected to, the facility 
but must not consist of property which 
is such an integral part of the facility 
that the cost of such property is ordi-
narily included as part of the acquisi-
tion, construction, or reconstruction 
cost of such facility. Such property 
must be of a type normally paid for by 
the user (or a related person) in the 
form of periodic fees based upon time 
or use. 

(b) A capital expenditure is an ex-
cluded expenditure if it is made by a 
person other than the user, a related 
person, or a State or local govern-
mental unit and if it is made with re-
spect to tangible personal property 
(within the meaning of paragraph (c) of 
§ 1.48–1), or intangible personal prop-
erty, leased to the user (or a related 
person) of a facility. However, the pre-
ceding sentence shall apply only if such 
personal property is leased by the man-
ufacturer of such tangible or intangible 
personal property, or by a person in the 
trade or business of leasing property 
the same as, or similar to, such per-
sonal property, and only if, pursuant to 
general business practice, property of 
such type is ordinarily the subject of a 
lease. 

(c) A capital expenditure is an ex-
cluded expenditure if it is made to re-
place property damaged or destroyed 
by fire, storm, or other casualty, to the 
extent that these expenditures do not 
exceed in dollar amount the fair mar-
ket value (determined immediately be-
fore the casualty) of the property re-
placed. 

(d) A capital expenditure is an ex-
cluded expenditure if it is required by a 
change made after the date of issue in 
a Federal or State law, or a local ordi-
nance which has general application, or 
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if it is required by a change made after 
such date in rules and regulations of 
general application issued under such 
law or ordinance. 

(e) A capital expenditure is an ex-
cluded expenditure if it is required by 
or arises out of circumstances which 
could not reasonably be foreseen on the 
date of issue or which arise out of a 
mistake of law or fact. However, the 
aggregate dollar amount taken into ac-
count under this subdivision (e) with 
respect to any issue may not exceed $1 
million. With respect to expenditures 
incurred prior to December 11, 1971, the 
dollar amount specified in the pre-
ceding sentence shall be $250,000. 

(v)(a) If the assets of a corporation 
are acquired by another corporation in 
a transaction to which section 381(a) 
(relating to carryovers in certain cor-
porate acquisitions) applies, the ex-
change of consideration by the acquir-
ing corporation for such assets is not a 
section 103(b)(6)(D) capital expenditure 
by such acquiring corporation. 

(b) However, if an exchange referred 
to in (a) of this subdivision occurs dur-
ing the 6-year period beginning 3 years 
before the date of issuance of an issue 
of obligations and ending 3 years after 
such date, the transferor and trans-
feree shall be treated as having been 
related persons for the portion of such 
6-year period preceding the date of the 
exchange for purposes of determining 
whether section 103(b)(6)(D) capital ex-
penditures have been made. For pur-
poses of this subdivision (b), the date of 
an exchange to which section 381 ap-
plies shall be the date of distribution 
or transfer within the meaning of para-
graph (b) of § 1.381(b)–1. 

(c) If section 351(a) applies to a trans-
fer of property to a corporation solely 
in exchange for its stock or securities, 
the issuance of such stock or securities 
in such exchange is not a section 
103(b)(6)(D) capital expenditure by such 
corporation. 

(d) However, if such a transfer re-
ferred to in (c) of this subdivision oc-
curs during the 6-year period beginning 
3 years before the date of issuance of 
an issue of obligations and ending 3 
years after such date, and if, with re-
spect to the property transferred, ex-
penditures made within such period 
would have been section 103(b)(6)(D) 

capital expenditures if the transferor 
and transferee had been related persons 
for such period, then such expenditures 
shall be considered to be section 
103(b)(6)(D) capital expenditures made 
by the transferee. In addition, if a 
transferor and transferee are related 
persons immediately following such 
transfer, such transferor and transferee 
shall also be treated as having been re-
lated persons for the portion of such 6- 
year period preceding the date of such 
transfer. 

(e) For purposes of this subdivision 
(v), the term ‘‘issue of obligations’’ 
means an issue being tested for pur-
poses of qualifying or continuing to 
qualify under an election pursuant to 
section 103(b)(6)(D) as to which an 
amount which would be a section 
103(b)(6)(D) capital expenditure solely 
by reason of (b) or (d) of this subdivi-
sion must be taken into account. 

(f) If with respect to an issue of obli-
gations an expenditure would not have 
been a section 103(b)(6)(D) capital ex-
penditure but for the application of (b) 
or (d) of this subdivision, and if such 
section 103(b)(6)(D) capital expenditure 
has the effect of making taxable the in-
terest on an issue of obligations which 
qualified for exemption under section 
103(b)(6)(A) and this paragraph, the loss 
of tax exemption for such interest shall 
begin not earlier than the date of such 
exchange or transfer referred to in this 
subdivision (v). 

(vi) The issuer may make the elec-
tion provided by section 103(b)(6)(D) 
and this paragraph (b)(2) (assuming 
that the bonds otherwise qualify under 
section 103(b)(6) by noting the election 
affirmatively at or before the time of 
issuance of the issue in question on its 
books or records with respect to the 
issue. The term ‘‘books or records’’ in-
cludes the bond resolution or other 
similar legislation for the issue in 
question as well as the bond transcript 
or other compilation of bond and bond- 
related documents. If the issuer fails to 
make an election at the time and in 
the manner prescribed in this para-
graph (b)(2), the issue will not be treat-
ed as described in section 103(b)(6)(D), 
and interest thereon will be includible 
in gross income. 

(c) Refunding or refinancing issue ex-
emption—(1) $1 million or less refunding 
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issue. Section 103(b)(6)(A) also provides 
that section 103(b)(1) shall not apply to 
any debt obligation issued by a State 
or local governmental unit as part of 
an issue the aggregate authorized face 
amount of which is $1 million or less, if 
substantially all of the proceeds of 
such issue are to be used— 

(i) To redeem part of all of a prior 
issue substantially all of the proceeds 
of which were used to acquire, con-
struct, reconstruct, or improve land or 
property of a character subject to the 
allowance for depreciation, or 

(ii) To redeem part or all of a prior 
exempt small refunding issue. 

(2) 10 million or less refinancing issue. 
Section 103(b)(6)(H) provides that sec-
tion 103(b)(1) shall not apply to any 
debt obligation issued by a govern-
mental unit as part of an issue which is 
$10 million or less if the condition of 
section 103(b)(6)(H) is met and if sub-
stantially all of the proceeds are to be 
used— 

(i) To redeem part or all of one or 
more prior exempt small issues, or 

(ii) To redeem part or all of one or 
more prior exempt small refunding 
issues. 
The condition of section 103(b)(6)(H) is 
that an election by the issuer of the $10 
million exemption in lieu of the $1 mil-
lion limit for a refunding issue may be 
made only if each prior issue being re-
deemed is an issue which qualified ei-
ther for the $1 million exemption or, by 
reason of an election under section 
103(b)(6)(D), for the $10 million exemp-
tion. In addition, in applying the cap-
ital expenditures test under section 
103(b)(6)(D)(ii) and paragraph (b)(2)(i)(b) 
of this section to refinancing issues, 
section 103(b)(6)(D) capital expendi-
tures are taken into account only for 
purposes of determining whether prior 
issues which were made under the sec-
tion 103(b)(6)(D) election qualified 
under section 103(b)(6)(A) and would 
have continued to qualify under that 
section but for the redemption. 

(d) Certain prior issues taken into ac-
count—(1) In general. Section 
103(b)(6)(B) provides, in effect, that if 
(i) a prior issue specified in subpara-
graph (2) of this paragraph is an ex-
empt small issue (including for this 
purpose an exempt small refunding 
issue) under section 103(b)(6)(A) and 

this section, and (ii) such prior issue is 
outstanding at the time of issuance of 
a subsequent issue, then in deter-
mining the aggregate face amount of 
such subsequent issue (for purposes of 
determining whether such issue is a $1 
million or $10 million exempt small 
issue under section 103(b)(6)(A) and this 
section) there shall be taken into ac-
count the outstanding face amount of 
such prior exempt small issue. For pur-
poses of this paragraph, the out-
standing face amount of a prior exempt 
small issue does not include the face 
amount of any obligation which is to 
be redeemed from the proceeds of such 
subsequent issue. 

(2) Prior issues specified. The face 
amount of an outstanding prior exempt 
small issue is taken into account under 
subparagraph (1) of this paragraph if— 

(i) The proceeds of both the prior ex-
empt small issue and of the subsequent 
issue (whether or not the State or local 
governmental unit issuing such obliga-
tion is the same unit for each such 
issue) are or will be used primarily 
with respect to facilities located or to 
be located in the same incorporated 
municipality or located or to be lo-
cated in the same county outside of an 
incorporated municipality in such 
county (and, for purposes of this sub-
division, on or after August 8, 1972, a 
contiguous or integrated facility which 
is located on both sides of a border be-
tween two or more political jurisdic-
tions shall be treated as if it is entirely 
within each such political jurisdic-
tion), and 

(ii) The principal user of the financed 
facilities referred to in subdivision (i) 
of this subparagraph is or will be the 
same person or two or more related 
persons (as defined in section 
103(b)(6)(C) and paragraph (e) of this 
section). 

(3) Rules of application. The rules of 
this paragraph shall apply— 

(i) Only in the case of outstanding 
prior exempt small issues which are in-
dustrial development bonds to which 
section 103(b)(1) would have applied but 
for the provisions of section 103(b)(6). 
Thus, for example, the provisions of 
this paragraph do not apply in respect 
of a prior issue of obligations issued on 
or before April 30, 1968. In addition, the 
provisions of this paragraph do not 
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apply in respect of a prior issue for an 
exempt facility under section 103(b)(4) 
and § 1.103–8, or for an industrial park 
under section 103(b)(5) and § 1.103–9, 
whether or not the issue might also 
have qualified as an exempt small issue 
under section 103(b)(6)(A) and this sec-
tion. 

(ii) To all prior exempt small issues 
which meet the requirements of this 
paragraph. Thus, for example, in deter-
mining the aggregate face amount of 
an issue under section 103(b)(6)(A), the 
outstanding face amount of prior $1 
million or $10 million exempt small 
issues which meet the requirements of 
this paragraph shall be taken into ac-
count in determining the aggregate 
face amount of a subsequent issue 
being tested for the $1 million small 
issue exemption. Similarly, in deter-
mining the aggregate face amount of 
an issue under section 103(b)(6)(A) and 
(D), the outstanding face amount of 
prior $1 million or $10 million exempt 
small issues which meet the require-
ments of this paragraph shall be taken 
into account in determining the aggre-
gate face amount of a subsequent issue 
being tested for the $10 million small 
issue exemption. 

(e) Related persons. For purposes of 
section 103(b) and §§ 1.103–7 through 
1.103–11, the term ‘‘related person’’ 
means a person who is related to an-
other person if, on the date of issue of 
an issue of obligations— 

(1) The relationship between such 
persons would result in a disallowance 
of losses under section 267 (relating to 
disallowance of losses, etc., between re-
lated taxpayers) and section 707(b) (re-
lating to losses disallowed, etc., be-
tween partners and controlled partner-
ships) and the regulations thereunder, 
or 

(2) Such persons are members of the 
same controlled group of corporations, 
as defined in section 1563(a), relating to 
definition of controlled group of cor-
porations (except that ‘‘more than 50 
percent’’ shall be substituted for ‘‘at 
least 80 percent’’ each place it appears 
in section 1563(a)) and the regulations 
thereunder. 

(f) Disqualification of certain small 
issues. (1) Section 103(b)(6) shall not 
apply to any obligation issued after 
April 24, 1979, which is part of an issue, 

a significant portion of the proceeds of 
which are to be used directly or indi-
rectly to provide residential real prop-
erty for family units. For purposes of 
the preceding sentence, the term ‘‘res-
idential real property for family units’’ 
means residential rental projects 
(within the meaning of § 1.103–8(b)) and 
owner-occupied residences (within the 
meaning of section 103A). 

(2) For purposes of paragraph (f)(1), a 
significant portion of the proceeds of 
an issue are used to provide residential 
real property for family units if 5 per-
cent or more of the proceeds are so 
used. 

(g) Examples. The application of the 
rules contained in section 103(b)(6) and 
this section are illustrated by the fol-
lowing examples: 

Example 1. County A and corporation X 
enter into an arrangement under which the 
county will provide a factory which X will 
lease for 25 years. The arrangement provides 
(1) that A will issue $1 million of bonds on 
March 1, 1970, (2) that the proceeds of the 
bond issue will be used to acquire land in 
County A (but not in an incorporated mu-
nicipality) and to construct and equip a fac-
tory on such land in accordance with X’s 
specifications, (3) that X will rent the facil-
ity for 25 years at an annual rental equal to 
the amount necessary to amortize the prin-
cipal and pay the interest on the outstanding 
bonds, and (4) that such payments by X and 
the facility itself shall be the security for 
the bonds. Although the bonds issued are in-
dustrial development bonds, the bonds are an 
exempt small issue under section 103(b)(6)(A) 
and this section since the aggregate author-
ized face amount of the bond issue is $1 mil-
lion or less and all of the proceeds of the 
bond issue are to be used to acquire and im-
prove land and acquire and construct depre-
ciable property. The result would be the 
same if the arrangement provided that X 
would purchase the facility from A. 

Example 2. The facts are the same as in ex-
ample (1) except that, instead of acquiring 
land and constructing a new factory, the ar-
rangement provides that A will acquire a va-
cant existing factory building and rebuild 
and equip the building in accordance with 
X’s specifications. The bonds are an exempt 
small issue for the same reasons as in exam-
ple (1). 

Example 3. The facts are the same as in ex-
ample (1) or (2) except that the financed fa-
cilities are additions to facilities which were 
financed by an issue of bonds to which sec-
tion 103(b)(1) does not apply because such 
bonds were issued prior to May 1, 1968, or 
were subject to the transitional provisions of 
§ 1.103–12. The bonds are an exempt small 
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issue since neither of the prior bond issues 
are taken into account under section 
103(b)(6)(B) and this section in determining 
the status of industrial development bonds 
which are issued after April 30, 1968, and 
which are not subject to the transitional 
provisions of § 1.103–12. 

Example 4. The facts are the same as in ex-
ample (1) except that, subsequently, corpora-
tion X proposes to County A that A build a 
$400,000 warehouse located in Town M (an un-
incorporated town located in County A) for 
X under terms similar to the factory ar-
rangement described in example (1). On the 
proposed issue date of the subsequent bond 
issue, $600,000 of the first exempt small issue 
will be outstanding. If A issues $400,000 of 
bonds for such purposes, the bonds will be an 
exempt small issue under section 103(b)(6) 
and this section since, under the rules of sec-
tion 103(b)(6)(B) and paragraph (d) of this sec-
tion, if the aggregate authorized face 
amount of the new issue and the outstanding 
prior exempt small issue will be $1 million or 
less, the new issue will be an exempt small 
issue. If, however, the aggregate authorized 
face amount of the prior issue outstanding 
on the date of the subsequent issue were in 
excess of $600,000, the subsequent issue would 
not qualify as an exempt small issue because 
(1) the combined aggregate face amount of 
the outstanding prior issue and the new issue 
would be in excess of $1 million, (2) the fa-
cilities financed by both issues are to be lo-
cated in unincorporated areas in the same 
county, (3) the same taxpayer will be the 
principal user of both facilities, and (4) but 
for the rules of section 103(b)(6)(B) and para-
graph (d) of this section the prior issue 
would be an exempt small issue. 

Example 5. The facts are the same as in ex-
ample (1) except that subsequently corpora-
tion X proposes to City P and City R (incor-
porated municipalities located in County A) 
that P and R each issue bonds and each build 
$1 million facilities to be located in Cities P 
and R for the use of X under terms similar to 
the arrangement in example (1). Each of the 
$1 million issues will be an exempt small 
issue because each proposed facility is lo-
cated within a different incorporated mu-
nicipality and the proceeds of the prior out-
standing exempt small issue were used to 
construct facilities outside of an incor-
porated area. 

Example 6. The facts are the same as in ex-
ample (1) except that $95,000 of the $1 million 
will be used by the corporation as working 
capital. The bonds are an exempt small issue 
for the same reason as in example (1) since 
substantially all of the proceeds will be used 
for the acquisition of land and the construc-
tion of depreciable property. 

Example 7. The facts are the same as in ex-
ample (1) except that on November 1, 1969, 
County A issued $10 million of industrial de-
velopment bonds, all of the proceeds of which 

were issued for the acquisition of land as the 
site for an industrial park within the mean-
ing of section 103(b)(5) and § 1.103–9. The pro-
ceeds of the $1 million of bonds issued in 1970 
will be used to construct a factory for cor-
poration X to be located in the industrial 
park. The bonds issued in 1970 are industrial 
development bonds within the meaning of 
section 103(b)(2) and § 1.103–7. Since, however, 
the prior 1969 issue is not an issue to which 
section 103(b)(6)(A) applied (see paragraph 
(d)(3)(i) of this section), the bonds issued in 
1970 are an exempt small issue for the rea-
sons stated in example (1). 

Example 8. County B enters into three sepa-
rate arrangements with three unrelated cor-
porations whereby the county will provide 
separate storage facilities for each corpora-
tion. The arrangement provides (1) that the 
county will issue bonds and loan to each cor-
poration $250,000 of the proceeds which will 
be used to acquire land in the county and to 
construct the facilities, (2) that the rental 
payments by the corporations will be equal 
to the amount necessary to amortize the 
principal and pay the interest on any out-
standing bonds issued by the county, and (3) 
that the payments by the corporations and 
the facilities themselves shall be the secu-
rity for the industrial development bonds. 
For convenience, the county issues one se-
ries of bonds in the face amount of $750,000 
rather than three separate series of bonds of 
$250,000 each. The issue is an exempt small 
issue under section 103(b)(6)(A) and para-
graph (b)(1) of this section since the aggre-
gate authorized face amount of the bond 
issue is $1 million or less, and all of the pro-
ceeds of the bond issue are to be used to ac-
quire and improve land and acquire and con-
struct depreciable property. 

Example 9. City C and corporation Y enter 
into an arrangement under which C will pro-
vide a factory which Y will lease for 25 years. 
The arrangement provides (1) that C will 
issue $4 million of bonds on March 1, 1969, 
after making the election under section 
103(b)(6)(D) and paragraph (b)(2) of this sec-
tion, (2) that the proceeds of the bond issue 
will be used to acquire land in the city and 
to construct and equip a factory on such land 
in accordance with Y’s specifications, (3) 
that Y will rent the facilities for 25 years at 
an annual rental equal to the amount nec-
essary to amortize the principal and pay the 
interest on the outstanding bonds, (4) that 
such payments by Y and the facility itself 
shall be the security for the bonds, and (5) 
that, if corporation Y pays or incurs capital 
expenditures in excess of $1 million within 3 
years from the date of issue which disqualify 
the bonds as an exempt small issue under 
section 103(b)(6)(D), it will either furnish 
funds to C to redeem such bonds at par or at 
a premium, or increase the rental payments 
to C in an amount sufficient to pay a pre-
mium interest rate. Although the bonds 
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issued are industrial development bonds, 
they are an exempt small issue under section 
103(b)(6)(A) by reason of the election under 
section 103(b)(6)(D) and paragraph (b)(2) of 
this section, since the aggregate authorized 
face amount of the bond issue is $5 million or 
less and all of the proceeds of the bond issue 
are to be used to acquire and improve land 
and acquire and construct depreciable prop-
erty. The provisions for redemption of the 
bonds or an increase in rental if the bonds 
are disqualified as an exempt small issue 
under section 103(b)(6)(A) will not disqualify 
an otherwise valid election under section 
103(b)(6)(D) and paragraph (b)(2) of this sec-
tion. 

Example 10. The facts are the same as in ex-
ample (9) except that corporation Y subse-
quently proposed to the city that it build a 
$1 million warehouse next to the plant for 
the use of Y under terms similar to the fac-
tory arrangement. Assume further that the 
factory building was completed by March 1, 
1970, and that on January 15, 1972, the pro-
posed issue date of the subsequent bond 
issue, $2 million of the first exempt small 
issue will be outstanding. In determining the 
aggregate authorized face amount of the new 
issue, the original face amount of a prior 
outstanding issue must be reduced by that 
portion which is to be redeemed before it is 
added to the face amount of the new issue. 
Therefore, if the city issues $3 million of 
bonds to redeem the remaining $2 million of 
bonds and to construct the warehouse the 
bonds will be an exempt small issue under 
section 103(b)(6)(A) if an election is made 
under section 103(b)(6)(D) and paragraph 
(b)(2) of this section since (1) the face 
amount of the new issue ($3 million), plus (2) 
the face amount of the prior outstanding ex-
empt small issue minus the amount of such 
issue to be refunded ($2 million minus $2 mil-
lion), plus (3) capital expenditures during the 
preceding 3 years financed other than out of 
the proceeds of outstanding issues to which 
section 103(b)(6)(A) and paragraph (b) of this 
section applied ($2 million), do not exceed $5 
million. If, however, the amount of the Janu-
ary 15, 1972, issue were $31⁄2 million, the issue 
would not qualify as an exempt small issue 
under section 103(b)(6)(A) and paragraph 
(b)(2) of this section. 

Example 11. The facts are the same as in ex-
ample (9), except that on June 15, 1971, Y pur-
chases from an unrelated motor carrier busi-
ness a warehouse terminal in the same city 
at a cost of $250,000 and tractor-trailers and 
other automotive equipment based at the 
terminal at a cost of $1 million. This subse-
quent expenditure by Y has the effect of 
making the interest on the city C bonds in-
cludable in the gross income of the holders of 
such bonds as of June 15, 1971, because the 
face amount of the March 1, 1969, issue ($4 
million) plus the subsequent capital expendi-
tures within 3 years of the date of issue 

($1,250,000) exceed $5 million. (See section 
103(b)(6)(D) and paragraph (b)(2)(i) of this 
section.) 

Example 12. The facts are the same as in ex-
ample (9), except that in March, 1970, Y will 
move $3 million of additional used machin-
ery and equipment into the factory from its 
factory in another city. The expenditures for 
such machinery and equipment were in-
curred by Y more than 3 years prior to the 
date of issue of the bonds. The transfer of 
such used equipment into city C does not 
constitute a section 103(b)(6)(D) capital ex-
penditure within the meaning of paragraph 
(b)(2)(ii) of this section since the expendi-
tures with respect to such property were in-
curred more than 3 years prior to the date of 
issue of the bonds. Had the capital expendi-
tures with respect to such property been in-
curred during the 6-year period beginning 3 
years before the date of issue of the bonds 
and in the 3 years after such date, they 
would constitute section 103(b)(6)(D) capital 
expenditures. 

Example 13. The facts are the same as in ex-
ample (9), except that in March 1970, corpora-
tion Y enters into an arrangement with re-
spect to machinery and equipment to be used 
in the facility. The arrangement is labeled 
by the parties as a lease but is treated as a 
sale for Federal income tax purposes. The 
amount treated as the purchase price of the 
machinery and equipment is a section 
103(b)(6)(D) capital expenditure. 

Example 14. On February 1, 1970, city D 
issues $5 million of its bonds to finance con-
struction of an addition to the manufac-
turing plant of corporation Z. The bonds will 
be secured by the facility and lease pay-
ments to be made by Z which will be suffi-
cient to pay the principal and interest on 
such bonds. Assume that the bonds qualify as 
an exempt small issue under section 
103(b)(6)(A) pursuant to an election under 
section 103(b)(6)(D) and paragraph (b)(2) of 
this section. On February 1, 1971, D plans to 
issue $1 million of its bonds to construct a 
pollution control facility to be leased to Z 
for use at its manufacturing plant. The rent-
al payments from the lease will be sufficient 
to pay the principal and interest on the 
bonds. The bonds will be secured by such fa-
cility and the lease payments. Capital ex-
penditures for the pollution control facility 
will be paid or incurred beginning before 
February 1, 1973. Although the pollution con-
trol facility is an exempt facility under sec-
tion 103(b)(4)(F) and paragraph (g) of § 1.103– 
8, amounts used for the pollution control fa-
cility shall be considered to be a section 
103(b)(6)(D) capital expenditure and the in-
terest on the February 1, 1970, issue will be-
come taxable as of the date such capital ex-
penditure began to be paid or incurred. See 
section 103(b)(6)(G) and paragraph (b)(2)(i) of 
this section. 
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Example 15. On February 1, 1970, City E 
issues $500,000 of its bonds to acquire and de-
velop an industrial park within the meaning 
of section 103(b)(5) and paragraph (b) of 
§ 1.103–9. The park consists of 100 acres and is 
divided into one 50 acre plantsite and 4 
smaller sites. The aggregate acquisition cost 
of the undeveloped land is $150,000 or an aver-
age per acre cost of $1,500. Roads, sidewalks, 
sewers, utilities, sewage, and waste disposal 
facilities serving the entire industrial park 
cost $300,000. On September 1, 1970, E leases 
to corporation Y for 30 years the 50 acre 
plantsite (with an allocated cost of $75,000) 
and a railroad spur track from the railroad 
right of way to Y’s plantsite for Y’s exclu-
sive use. The spur track was constructed 
using $50,000 of the proceeds of the industrial 
park bond issue. E also proposes to issue on 
September 1, 1970, $4,875,000 of its bonds to 
construct and equip a building on the leased 
plantsite to be leased to Y at an additional 
rental sufficient to pay the principal and in-
terest on this issue of bonds. The September 
1, 1970, issue will be an exempt small issue 
under section 103(b)(6)(A) pursuant to an 
election under section 103(b)(6)(D) and para-
graph (b)(2) of this section since the sum of 
the amount of the second issue ($4,875,000) 
and the capital expenditures allocated to the 
plantsite ($75,000 for 50 acres of land plus 
$50,000 for the railroad spur tract, totaling 
$125,000) does not exceed $5 million. The sum 
of $300,000 which was spent in development of 
the industrial park provided facilities which 
will serve or benefit the users generally and 
hence under paragraph (b)(2)(iii) of this sec-
tion is not considered to have provided fa-
cilities as to which Y will be the principal 
user. 

Example 16. On June 1, 1970, corporation Z 
simultaneously enters into separate arrange-
ments with City F and City G under which 
each city will issue a $5 million exempt 
small issue of bonds the proceeds of which 
will be used by Z to construct separate facili-
ties in each city. By June 1, 1971, the facili-
ties have been completed in the respective 
cities. On January 1, 1972, Cities F and G, 
through a valid legal proceeding, merge into 
a new City FG. Since in this case F and G 
were separate cities on June 1, 1970 (the date 
of the bond issues), the factories are not con-
sidered to be located in the same incor-
porated municipality. Accordingly, each $5 
million issue by City F and G will continue 
to qualify as an exempt small issue. 

Example 17. On June 1, 1973, City H issues 
an exempt small issue of $4.75 million to fi-
nance a facility of corporation S to be lo-
cated in City H. On October 1, 1974, S and 
corporation T, previously unrelated to S, 
consummated a statutory merger which 
qualifies as a reorganization described in 
section 368(a)(1)(A) and thus as a transaction 
described in section 381(a). In the trans-
action, T transferred to S assets with a fair 

market value of $1.5 million in exchange for 
stock of S, $300,000 of securities of S, and 
$100,000 cash. On March 23, 1971, T made 
$400,000 of capital expenditures for an addi-
tion to its factory located in City H. For pur-
poses of testing the H issue of June 1, 1973, 
such expenditures would have been section 
103(b)(6)(D) capital expenditures if T and S 
had been related persons. Under the provi-
sions of paragraph (b)(2)(v)(a) of this section, 
the exchange of $1.5 million of stock, securi-
ties, and cash by S does not constitute a sec-
tion 103(b)(6)(D) capital expenditure. Since, 
however, S and T are treated as related per-
sons starting 3 years prior to the date of 
issue of the obligations, the $400,000 of ex-
penditures by T constitute section 
103(b)(6)(D) capital expenditures. Thus, the 
interest on the June 1, 1973, issue of obliga-
tions would become taxable (since the $5 mil-
lion limit would be exceeded) on the date of 
the merger. 

Example 18. In 1965 City I issues $10 million 
of industrial development bonds to construct 
and equip a factory for corporation Z. In 1975 
the remaining principal amount of the bonds 
outstanding is $4.1 million. If I issues $4.5 
million of bonds to redeem the balance of the 
prior issue, and for other purposes, such 
issue cannot qualify as an exempt small 
issue under section 103(b)(6)(D) and para-
graph (b)(2) of this section even though at 
the time of issue the interest on the 1965 
bonds was tax-exempt since the prior issue 
must be one which qualified under section 
103(b)(6)(A) and this section. Further, the 
1975 issue will be an issue of industrial devel-
opment bonds notwithstanding the provi-
sions of paragraph (d)(2) of § 1.103–7 which 
provides that certain bonds issued to refund 
an issue of obligations issued on or before 
April 30, 1968 (or January 1, 1969, in certain 
cases) will not be so treated. Paragraph (d)(2) 
of § 1.103–7 is not applicable because the 1975 
issue makes funds available for a purpose 
other than the debt service obligation on the 
1965 bonds. 

Example 19. In 1969 City J issues $4 million 
of industrial development bonds which qual-
ify as an exempt small issue under section 
103(b)(6)(A) pursuant to an election under 
section 103(b)(6)(D) and paragraph (b)(2) of 
this section. In 1971, by reason of a $2 million 
addition to the factory built with the pro-
ceeds of the issue, the 1969 exempt small 
issue loses its tax-exempt status. In 1972, the 
city issues a $5 million issue to redeem the 
prior 1969 issue. The redemption issue will 
not qualify as an exempt small issue since 
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the prior 1969 issue did not continue to qual-
ify under section 103(b)(6)(A) and this sec-
tion. 

[T.D. 7199, 37 FR 15494, Aug. 3, 1972; 37 FR 
16177, Aug. 11, 1972; 37 FR 17826, Sept. 1, 1972, 
as amended by T.D. 7511, 42 FR 54285, Oct. 5, 
1977; T.D. 7840, 47 FR 46084, Oct. 15, 1982; 51 
FR 16299, May 2, 1986] 

§ 1.103–11 Bonds held by substantial 
users. 

(a) In general. Section 103(c) (4), (5), 
or (6) (relating respectively to interest 
on bonds to finance certain exempt fa-
cilities, interest on bonds to finance in-
dustrial parks, and the exemption for 
certain small issues of industrial devel-
opment bonds) does not apply, as pro-
vided in section 103(c)(7), with respect 
to any obligation for any period during 
which such obligation is held either by 
a person who is a substantial user of 
the facilities with respect to which the 
proceeds of such obligation were used 
or by a related person (within the 
meaning of section 103(c)(6)(C) and 
paragraph (e) of § 1.103–10). Therefore, 
in such a case, interest paid on such an 
obligation is includable in the gross in-
come of a substantial user (or related 
person) for any period during which 
such obligation is held by such user (or 
related person). 

(b) Substantial user. In general, a sub-
stantial user of a facility includes any 
nonexempt person who regularly uses a 
part of such facility in his trade or 
business. However, unless a facility, or 
a part thereof, is constructed, recon-
structed, or acquired specifically for a 
nonexempt person or persons, such a 
nonexempt person shall be considered 
to be a substantial user of a facility 
only if (1) the gross revenue derived by 
such user with respect to such facility 
is more than 5 percent of the total rev-
enue derived by all users of such facil-
ity or (2) the amount of area of the fa-
cility occupied by such user is more 
than 5 percent of the entire usable area 
of the facility. Under certain facts and 
circumstances, where a nonexempt per-
son has a contractual or preemptive 
right to the exclusive use of property 
or a portion of property, such person 
may be a substantial user of such prop-
erty. A substantial user may also be a 
lessee or sublessee of all or any portion 
of the facility. A licensee or similar 
person may also be a substantial user 

where his use is regular and is not 
merely a casual, infrequent, or spo-
radic use of the facility. Absent special 
circumstances, individuals who are 
physically present on or in the facility 
as employees of a substantial user shall 
not be deemed to be substantial users. 

(c) Examples. The application of sec-
tion 103(c)(7) and this section are illus-
trated by the following examples: 

Example 1. Pursuant to an arrangement 
with corporation X, County A issues $4 mil-
lion of its bonds (an exempt small issue 
under section 103(c)(6)(A) pursuant to an 
election under section 103(c)(6)(D) and para-
graph (b)(2) of § 1.103–10) and will use the pro-
ceeds to finance construction of a manufac-
turing facility which is to be leased to X for 
an annual rental of $500,000. X subleases 
space to a restaurant operator at an annual 
rental of $25,000 for the operation of a can-
teen and lunch counter for the convenience 
of X’s employees. The canteen is required to 
be open at least 5 days each week (except 
holidays) from 8:30 a.m. to 5 p.m., and the 
lunch counter must be in operation during 
the noon hour. The canteen regularly sells 
cigarettes, candy, and soft drinks, and uses 
advertising displays and dispensers with 
product names. The space physically occu-
pied and the amount of revenue derived by 
the restaurant operator are more than 5 per-
cent of the respective amounts with respect 
to the entire facility. Both X and the res-
taurant operator are substantial users. How-
ever, absent special circumstances none of 
X’s employees, the employees of the res-
taurant operator, or the customers or sales-
men who regularly visit the premises to do 
business either with X or the restaurant op-
erator are substantial users. Similarly, the 
manufacturers, distributors, and dealers of 
products sold in the canteen ordinarily are 
not substantial users. 

Example 2. The facts are the same as in ex-
ample (1) except that X rents food and bev-
erage vending machines from a local dealer. 
The machines are regularly serviced by the 
local dealer under a contract with X. Title to 
and ownership of the machines are retained 
by the dealer. The local dealer is not deemed 
to be a substantial user if the revenue de-
rived by such dealer from, and the space oc-
cupied by, such machines do not exceed 5 
percent of the respective amounts with re-
spect to the entire facility. 

Example 3. City B proposes to issue $2 mil-
lion of bonds which qualify as an exempt 
small issue under section 103(c)(6)(A) pursu-
ant to an election under section 103(c)(6)(D) 
and paragraph (b)(2) of § 1.103–10 in order to 
construct a medical building for certain phy-
sicians and dentists. The facility will con-
tain 30 offices to be leased on equal terms 
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and for the same rental rates to each physi-
cian or dentist for use in his trade or busi-
ness. Each physician or dentist will be a sub-
stantial user of the facility since the facility 
is being constructed specifically for such 
physicians and dentists. The result would be 
the same in the case of an office building for 
general commercial use. 

Example 4. City C proposes to expand the 
airport it owns and operates with the pro-
ceeds of its bonds which qualify as bonds 
issued for an exempt facility under section 
103(c)(4)(D) and paragraph (e) of § 1.103–8 and 
which are secured by a pledge of airport rev-
enues. The airport is serviced by several 
commercial airlines which have long-term 
agreements with C for the use of runways, 
terminal space, and hangar and storage fa-
cilities. Each of the airlines either occupies 
more than 5 percent of the usable space of, or 
derives more than 5 percent of the revenue 
derived with respect to, the airport. C also 
leases counter and vehicle servicing and 
parking areas to car rental companies, space 
for restaurants, kiosks for the sale of news-
papers and magazines, and space for the op-
erations of a charter plane company. The 
latter operates its own planes, offers flying 
lessons and services, and stores private 
planes for local businesses and individuals. 
An airport limousine company has an exclu-
sive franchise for passenger pickup at the 
terminal. Other taxi, transfer, freight, and 
express companies regularly deliver pas-
sengers and freight to the terminal but do 
not have space regularly assigned to them, 
nor do they have operating agreements with 
C. Various business concerns have adver-
tising product displays in the terminal build-
ing. In addition to regular telephone service, 
coin-operated telephones, provided by the 
telephone company, are located throughout 
the terminal, at locations specified by C. 
None of the above exceed the 5-percent limi-
tations of paragraph (b) of this section and 
the bond proceeds will not be specifically 
used for any of them. Only the commercial 
airlines, which violate the 5-percent limita-
tions, are substantial users of the airport. 

Example 5. City D issues $25 million of its 
revenue bonds and will use $10 million of the 
proceeds to finance construction of a sports 
facility which qualifies as an exempt facility 
under section 103(c)(4)(B) and paragraph (c) 
of § 1.103–8, $8 million to acquire and develop 
land as the site for an industrial park within 
the meaning of section 103(c)(5) and § 1.103–9, 
and $7 million to finance the construction of 
an office building to be used exclusively by 
the city, an exempt person. The revenues 
from the sports facility and the industrial 
park and all the facilities themselves will be 
the security for the bonds. The sports facil-
ity and the industrial park sites will be used 
in the trades of businesses of nonexempt per-
sons. The bonds are industrial development 
bonds, but under the provisions of paragraph 

(a)(1) of § 1.103–8 and paragraph (a) of § 1.103– 
9, the interest on the $25 million issue will 
not be includable in gross income. However, 
the interest on bonds held shall be includable 
in the gross income of a substantial user of 
either the sports facility or the industrial 
park if such substantial user holds any of the 
obligations of the $25 million issue. The 5- 
percent limitations of paragraph (b) of this 
section are applied separately with respect 
to each facility. 

Example 6. Authority E issues $4 million of 
bonds which qualify as an exempt small issue 
under section 103(c)(6)(A) pursuant to an 
election under section 103(c)(6)(D) and para-
graph (b)(2) of § 1.103–10 in order to construct 
a bank building on the grounds of an airport. 
In addition, E issues $40 million to expand 
the airport. The bank will not derive revenue 
in excess of 5 percent of the revenue derived 
with respect to the airport nor will it occupy 
more than 5 percent of the usable area of 
such airport. The bank will be a substantial 
user of the bank building constructed with 
the proceeds of the $4 million issue since the 
facility was constructed specifically for the 
bank. However, the bank will not be a sub-
stantial user with respect to the airport be-
cause it does not exceed the 5-percent limita-
tions of paragraph (b) of this section. Had E 
issued one issue of $44 million in order to ex-
pand the airport and construct a bank build-
ing, the bank would be a substantial user of 
the entire facility since the $44 million issue 
was being used to construct a facility a por-
tion of which was specifically for the bank. 

[T.D. 7199, 37 FR 15499, Aug. 3, 1972; 37 FR 
16177, Aug. 11, 1972] 

§ 1.103–16 Obligations of certain volun-
teer fire departments. 

(a) General rule. An obligation of a 
volunteer fire department issued after 
December 31, 1980, shall be treated as 
an obligation of a political subdivision 
of a State for purposes of section 
103(a)(1) if— 

(1) The volunteer fire department is a 
qualified volunteer fire department 
within the meaning of paragraph (b) of 
this section, and 

(2) Substantially all of the proceeds 
of the issue of which the obligation is 
a part are to be used for the acquisi-
tion, construction, reconstruction, or 
improvement of a fire house or fire 
truck used or to be used by the quali-
fied volunteer fire department. 

An obligation of a volunteer fire department 
shall not be treated as an obligation of a po-
litical subdivision of a State for purposes of 
section 103(a)(1) unless both conditions set 
forth in this paragraph (a) are satisfied. 
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Thus, for example, if an obligation is issued 
by an ambulance and rescue squad that is a 
qualified volunteer fire department as re-
quired by paragraph (a)(1) of this section, but 
substantially all of the proceeds of the issue 
of which the obligation is a part are to be 
used for the furnishing of emergency medical 
services, rather than for the purposes speci-
fied in paragraph (a)(2) of this section, the 
obligation shall not be treated as an obliga-
tion of a political subdivision of a State for 
purposes of section 103(a)(1). 

(b) Definition of qualified volunteer fire 
department. For purposes of this sec-
tion, the term ‘‘qualified volunteer fire 
department’’ means an organization— 

(1) That is organized and operated to 
provide firefighting services or emer-
gency medical services in an area with-
in the jurisdiction of a political sub-
division, and 

(2) That is required to furnish fire-
fighting services by written agreement 
with the political subdivision, and 

(3) That serves persons in an area 
within the jurisdiction of the political 
subdivision that is not provided with 
any other firefighting services. 
The requirement of paragraph (b)(2) of 
this section that a qualified volunteer 
fire department be required to furnish 
firefighting services by written agree-
ment with the political subdivision 
may be satisfied by an ordinance or 
statute of the political subdivision that 
establishes, regulates, or funds the vol-
unteer fire department. A volunteer 
fire department does not fail to satisfy 
the requirement of pargraph (b)(3) of 
this section by furnishing or receiving 
firefighting services on an emergency 
basis, or by cooperative agreement 
with other fire departments, to or from 
areas outside of the area that the vol-
unteer fire department is organized and 
operated to serve. The fact that tax 
revenues of a political subdivision 
served by a volunteer fire department 
contribute toward the support of the 
volunteer fire department in the form 
of salary, purchase of equipment, or 
other defrayment of expenses will not 
prevent the volunteer fire department 
from being a ‘‘qualified volunteer fire 
department’’ within the meaning of 
this paragraph (b). Moreover, an obli-
gation of a volunteer fire department 
receiving such support may qualify as 
an obligation of a political subdivision 
within the meaning of section 103(a)(1) 

independently of section 103(i) and this 
section if the requirements of section 
103(a)(1) are satisfied. See § 1.103–1(b) 
for rules relating to qualification under 
section 103(a)(1). 

(c) ‘‘Substantially all’’ test. Substan-
tially all of the proceeds of an issue are 
used for the purposes specified in para-
graph (a)(2) of this section if 90 percent 
or more of the proceeds are so used. 
Thus, for example, if more than 10 per-
cent of the proceeds of an obligation 
issued by a qualified volunteer fire de-
partment are used for the purchase of 
an ambulance or for rescue equipment 
not to be used in providing fire fighting 
services, interest on the obligation is 
not exempt from tax under section 
103(i) and this section. In computing 
this percentage— 

(1) Costs are allocated between pro-
viding a firehouse or firetruck and 
other uses of the proceeds on a pro rata 
basis; and 

(2) The rules set forth in § 1.103– 
8(a)(1)(i), relating to amounts allocable 
to exempt and nonexempt uses and 
amounts chargeable to capital account, 
apply. 

(d) Refunding issues. An obligation 
which is part of an issue issued by a 
qualified volunteer fire department 
after December 31, 1980, part or all of 
the proceeds of which issue are used di-
rectly or indirectly to pay principal, 
interest, call premium, or reasonable 
incidental costs of refunding a prior 
issue qualifies as an obligation of a po-
litical subdivision under section 103(i) 
and this section only if— 

(1) The prior issue was issued by a 
qualified volunteer fire department; 

(2) Substantially all of the proceeds 
of the prior issue were used for the pur-
poses described in paragraph (a)(2) of 
this section; 

(3) The prior issue was issued after 
December 31, 1980; and 

(4) The refunding issue is issued not 
more than 180 days before the date on 
which the last obligation of the prior 
issue is discharged (within the meaning 
of § 1.103–13)(b)(11)). 

(e) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. The County M Volunteer Fire 
and Rescue Association provides firefighting, 
ambulance, and emergency medical services 
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in County M. The board of county commis-
sioners of County M contracts with the 
County M Volunteer Fire and Rescue Asso-
ciation for these services, and County M is 
not served by any other firefighting associa-
tion. On August 1, 1981, the Association 
issues an obligation for funds to purchase a 
new fire truck, a new ambulance, and rescue 
equipment not to be used for fighting fires. 
Funds to be used for the purchase of the am-
bulance and rescue equipment constitute 
more than 10 percent of the proceeds of the 
obligation. Thus, substantially all of the pro-
ceeds of the obligations are not used for one 
of the purposes described in paragraph (a)(2) 
of this section. Although the County M Vol-
unteer Fire and Rescue Association is a 
qualified volunteer fire department under 
paragraph (b) of this section because it pro-
vides firefighting and emergency medical 
services in an area within County M which is 
not provided with any other firefighting 
services and is required to provide these 
services by written agreement with County 
M, the August 1, 1981, obligation of County M 
Volunteer Fire and Rescue Association will 
not be treated as an obligation of a political 
subdivision of a State under section 103(i) 
and paragraph (a) of this section because 
substantially all of the proceeds of the obli-
gation are not to be used for a purpose de-
scribed in section 103(i)(l)(B) and paragraph 
(a)(2) of this section. Accordingly, interest 
on the August 1, 1981, obligation of County M 
Volunteer Fire and Rescue Association is not 
exempt from gross income under section 
103(a)(1). 

Example 2. County N Volunteer Fire De-
partment provides firefighting services in 
County N by contract with the county, 
which is not served by any other firefighting 
association. On June 15, 1982, County N Vol-
unteer Fire Department issues its obligation 
for funds to construct an addition to its fire-
house to house a rescue squad, the rescue 
squad’s vehicle, and rescue equipment not to 
be used in firefighting. Although the County 
N Volunteer Fire Department is a qualified 
volunteer fire department under paragraph 
(b) of this section, interest on its June 15, 
1982, obligation will not be exempt from tax 
under section 103(i) and this section because 
the proceeds of this obligation will not be 
used for the purposes described in paragraph 
(a) of this section. 

Example 3. The County O Volunteer Fire 
and Rescue Association provides firefighting, 
ambulance, and emergency medical services 
in County O. The board of county commis-
sioners of County O contracts with the Coun-
ty O Volunteer Fire and Rescue Association 
for these services, and County O is not 
served by any other firefighting association. 
On September 1, 1983, the Association issues 
its obligations for funds to construct a new 
building to house its firefighting, ambu-
lance, and rescue functions. Although the 

ambulance and rescue equipment will occupy 
space in the projected facility, the cost allo-
cable on a pro rata basis to providing hous-
ing for the ambulance and rescue equipment 
represents less than 10 percent of the pro-
ceeds of the obligations. Thus, substantially 
all of the proceeds of the obligations are used 
for one of the purposes described in para-
graph (a)(2) of this section. The County O 
Volunteer Fire and Rescue Association is a 
qualified volunteer fire department under 
paragraph (b) of this section because it pro-
vides firefighting and emergency medical 
services in an area within County O which is 
not provided with any other firefighting 
services and is required to provide these 
services by written agreement with County 
O. The obligations of County O Volunteer 
Fire and Rescue Association will be treated 
as obligations of a political subdivision of a 
State under section 103(i) and paragraph (a) 
of this section because the obligations are 
those of a qualified volunteer fire depart-
ment and because substantially all of the 
proceeds of the obligations are to be used for 
a purpose described in section 103(i)(1)(B) and 
paragraph (a)(2) of this section. Accordingly, 
interest on the September 1, 1983, issue of ob-
ligations of County O Volunteer Fire and 
Rescue Association is exempt from gross in-
come under section 103(a)(1). 

[T.D. 7901, 48 FR 32981, July 20, 1983] 

§ 1.103(n)–1T Limitation on aggregrate 
amount of private activity bonds 
(temporary). 

Q–1: What does section 103(n) pro-
vide? 

A–1: Interest on an issue of private 
activity bonds will not be tax exempt 
unless the aggregrate amount of bonds 
issued pursuant to that issue, when 
added to (i) the aggregate amount of 
private activity bonds previously 
issued by the issuing authority during 
the calendar year and (ii) the portion 
of that year’s private activity bond 
limit that the issuing authority has 
elected to carry forward to a future 
year, does not exceed the issuing 
authority’s private activity bond limit 
for that calendar year. See A–4 of 
§ 1.103(n)–4T with respect to private ac-
tivity bonds issued under a 
carryforward election. 

Q–2: What is the effective date of sec-
tion 103(n)? 

A–2: In general, section 103(n) applies 
to private activity bonds issued after 
December 31, 1983. Section 103(n) does 
not apply to any issue of obligations, 
however, if there was an inducement 
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resolution (or other comparable pre-
liminary approval) for the project be-
fore June 19, 1984, and the issue for 
such project is issued before January 1, 
1985. An issue of obligations will be 
considered to be issued for the project 
pursuant to the inducement resolution 
in existence before June 19, 1984, to the 
extent that the nature, character, and 
purpose of the facility has not changed 
in any material way, and to the extent 
that the capacity of the facility has 
not increased materially; in addition, 
the issue of obligations must be for the 
same or a related initial owner, man-
ager, or operator. See § 1.103–10(e) for 
the definition of related persons. See 
A–16 of § 1.103(n)–3T with respect to cer-
tain projects preliminarily approved 
before October 19, 1983. The transi-
tional rules provided by section 631(c) 
of the Tax Reform Act of 1984 do not 
apply to section 103(n). See § 1.103– 
13(b)(6) for the rules relating to the 
date of issue of obligations. 

Q–3: If an issue of private activity 
bonds causes the issuer’s private activ-
ity bond limit to be exceeded, what is 
the effect on that issue? 

A–3: If an issue of private activity 
bonds causes the issuing authority’s 
private activity bond limit to be ex-
ceeded, no portion of that issue will be 
treated as obligations described in sec-
tion 103(a), and interest paid on the 
issue will be subject to Federal income 
taxation. 

Q–4: If an issue of private activity 
bonds causes the issuer’s private activ-
ity bond limit to be exceeded, what is 
the effect on previous issues of private 
activity bonds that met the require-
ments of section 103(n) when issued? 

A–4: Private activity bonds issued as 
part of an issue that met the private 
activity bond limit when issued con-
tinue to meet the requirements of sec-
tion 103(n) even though a subsequent 
issue causes the aggregate amount of 
private activity bonds issued by an 
issuing authority to exceed the 
authority’s private activity bond limit 
for the calendar year. 

Example. The following example illus-
trates the provisions of A–3 and A–4 of 
this § 1.103(n)–1T: 

Example. The State ceiling for State Z for 
1986 is $200 million. City M, within the State, 
and State Z itself are authorized to issue pri-

vate activity bonds. Under the allocation 
formula provided by the Governor of State Z, 
City M has a private activity bond limit of 
$50 million; the balance of the State ceiling 
is allocated to State Z. On June 1, 1986, City 
M issues a $75 activity bonds. On September 
1, 1986, State Z issues a $150 million issue of 
private activity bonds. Based on these facts, 
the obligations of City M do not meet the re-
quirements of section 103(n) since the aggre-
gate amount of private activity bonds issued 
by City M in 1986 exceeded its private activ-
ity bond limit for such year; thus, such obli-
gations are not described in section 103(a). 
That the State Z issue caused the aggregate 
amount of private activity bonds issued in 
the State during 1986 to exceed the State 
ceiling does not cause such obligations to 
fail to meet the requirements of section 
103(n). 

Q–5: What is the aggregate amount of 
private activity bonds issued as part of 
an issue? 

A–5: The aggregate amount of private 
activity bonds issued as part of an 
issue is the face amount of the issue. 

(Secs. 103(n) and 7805 of the Internal Revenue 
Code of 1954 (98 Stat. 916, 26 U.S.C. 103(n); 68A 
Stat. 917, 26 U.S.C. 7805)) 

[T.D. 7981, 49 FR 39316, Oct. 5, 1984] 

§ 1.103(n)–2T Private activity bond de-
fined (temporary). 

Q–1: What is the definition of the 
term ‘‘private activity bond’’? 

A–1: In general, for purposes of 
§§ 1.103(n)–1T through 1.103(n)–6T, the 
term ‘‘private activity bond’’ means 
any industrial development bond or 
student loan bond the interest on 
which is exempt from tax under section 
103(a) (without application of section 
103(n)). See § 1.103–7(b) for the definition 
of the term ‘‘industrial development 
bond.’’ See A–17 of this § 1.103(n)–2T for 
the definition of the term ‘‘student 
loan bond.’’ There are five exceptions 
to the general definition of the term 
‘‘private activity bond’’; the exceptions 
include the exception for the Texas 
Veterans’ Bond Program, the residen-
tial rental property exception, the ex-
ception for certain facilities described 
in section 103(b)(4) (C) or (D), and the 
refunding obligation exception. These 
exceptions are described in A–2 through 
A–16 of this § 1.103(n)–2T. In addition, 
the term ‘‘private activity bond’’ does 
not include any issue of obligations if 
there was an inducement resolution (or 
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other comparable preliminary ap-
proval) for the project before June 19, 
1984, and the issue for that project is 
issued before January 1, 1985. See A–2 
of § 1.103(n)–1T. 

Q–2: To which obligations does the 
exception for the Texas Veterans’ Bond 
Program apply? 

A–2: The term ‘‘private activity 
bond’’ does not include general obliga-
tion bonds issued under the Texas Vet-
erans’ Bond Program if the proceeds of 
the issue, other than an amount that is 
not a major portion of the proceeds, 
are used to make loans of up to $20,000 
for the purchase of land for purposes 
authorized by such program as in effect 
on June 19, 1984. The use of the pro-
ceeds may be established by the affi-
davit of the veteran receiving the loan. 
For purposes of this exception to the 
definition of the term ‘‘private activity 
bond,’’ the use of more than 25 percent 
of the proceeds of an issue of obliga-
tions will constitute the use of a major 
portion of such proceeds. 

Q–3: To which obligations does the 
residential rental property exception 
apply? 

A–3: The term ‘‘private activity 
bond’’ does not include any obligation 
issued to provide projects for residen-
tial rental property (including property 
functionally related and subordinate to 
any such facility), as described in sec-
tion 103(b)(4)(A) and § 1.103–8(b). In addi-
tion, the term ‘‘private activity bond’’ 
does not include any housing program 
obligation under section 11(b) of the 
United States Housing Act of 1937. 

Q–4: To which obligations does the 
exception for certain facilities de-
scribed in section 103(b)(4) (C) or (D) 
apply? 

A–4: Section 103(n)(7)(C) provides that 
the term ‘‘private activity bond’’ does 
not include any obligation issued as 
part of an issue to provide convention 
or trade show facilities, as described in 
section 103(b)(4)(C) and § 1.103–8(d) (in-
cluding property functionally related 
and subordinate to any such facilities), 
if the property so described is owned 
by, or on behalf of, a governmental 
unit. In addition, the term ‘‘private ac-
tivity bond’’ does not include any obli-
gation issued as part of an issue to pro-
vide airports, docks, wharfs, mass com-
muting facilities, or storage or train-

ing facilities directly related to any of 
the foregoing facilities, as described in 
section 103(b)(4)(D) and § 1.103–8(e) (in-
cluding property functionally related 
and subordinate to any such facilities), 
if the property so described is owned 
by, or on behalf of, a governmental 
unit. See § 1.103–8(a)(3), in general, for 
the definition of the term ‘‘function-
ally related and subordinate.’’ For pur-
poses of this exception to the definition 
of the term ‘‘private activity bond,’’ 
the term ‘‘mass commuting facilities’’ 
includes ‘‘qualified mass commuting 
vehicles,’’ as defined in section 
103(b)(9), that are associated with a 
mass commuting facility described in 
§ 1.103–8(e)(2)(iv). Obligations issued as 
part of an issue to provide parking fa-
cilities, as described in section 
103(b)(4)(D), are not excepted from the 
definition of the term ‘‘private activity 
bond;’’ however, parking facilities may 
be functionally related and subordinate 
to another facility described in section 
103(b)(4) (C) or (D). 

Q–5: When is property described in 
section 103(b)(4) (C) or (D) owned by, or 
on behalf of, a governmental unit? 

A–5: In general, property described in 
section 103(b)(4) (C) or (D) will be con-
sidered to be owned by a governmental 
unit if a governmental unit is the 
owner of the property for Federal in-
come tax purposes generally. See A–5 
of § 1.103(n)–3T for the definition of the 
term ‘‘governmental unit’’. In general, 
property described in section 103(b)(4) 
(C) or (D) will be considered to be 
owned on behalf of a governmental unit 
if a constituted authority empowered 
to issue obligations on behalf of a gov-
ernmental unit is the owner of the 
property for Federal income tax pur-
poses generally. Whether the property 
is owned by, or on behalf of, a govern-
mental unit will be determined on the 
basis of the facts and circumstances of 
each particular case. The fact that the 
governmental unit’s or constituted 
authority’s obligation to pay principal 
and interest on an obligation is limited 
to revenues from fees collected from 
users of the property provided with the 
proceeds of such obligation will not, in 
itself, cause such property to be treat-
ed as not owned by, or on behalf of, the 
governmental unit. In order to qualify 
for the exception described in section 
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103(n)(7)(C), the property must be 
owned by, or on behalf of, the govern-
mental unit throughout the term of 
the issue. See A–10 of this § 1.103(n)–2T 
with respect to the consequences of a 
transfer of ownership. 

Q–6: Will property described in sec-
tion 103(b)(4) (C) or (D) that is leased to 
a non-governmental entity be treated 
as owned by, or on behalf of, a govern-
mental unit if the lessee is the owner 
of the property for Federal income tax 
purposes generally solely by reason of 
the length of the lease? 

A–6: If property, or any portion 
thereof, is leased to a non-govern-
mental entity and if, for Federal in-
come tax purposes generally, the lessee 
is the owner of the property solely by 
reason of the length of the lease, then, 
for purposes of §§ 1.103(n)–1T through 
1.103(n)–6T (but not for other Federal 
income tax purposes, such as whether 
payments under the lease constitute 
deductible rental payments), the gov-
ernmental unit will be treated as the 
owner of the property if the lessee 
elects not to claim depreciation or an 
investment credit with respect to such 
property. See A–7 of this § 1.103(n)–2T 
for the rules describing the method of 
making this election. For purposes of 
§§ 1.103(n)–1T through 1.103(n)–6T, the 
term ‘‘non-governmental entity’’ 
means a person other than a govern-
mental unit or a constituted authority 
empowered to issue obligations on be-
half of a governmental unit. The fact 
that a non-governmental entity lessee 
elects not to claim depreciation or an 
investment credit with respect to prop-
erty does not, however, ensure that the 
property will be treated as owned by, 
or on behalf of a governmental unit for 
purposes of §§ 1.103(n)–1T through 
1.103(n)–6T. Thus, for example, if the 
lessee is the owner of the property for 
Federal income tax purposes generally 
other than solely because of the length 
of the lease, the obligations issued as 
part of the issue are private activity 
bonds notwithstanding that the lessee 
elected not to claim depreciation or an 
investment credit with respect to the 
property. 

Similarly, even if a governmental 
unit is the owner of property for Fed-
eral income tax purposes generally, the 
property will not be treated as owned 

by, or on behalf of, a governmental 
unit for purposes of §§ 1.103(n)–1T 
through 1.103(n)–6T if the lease under 
which such property is leased to a non- 
governmental entity provides for sig-
nificant front end loading of rental ac-
cruals or payments. See A–12 of this 
§ 1.103(n)–2T with respect to significant 
front end loading of rental accruals or 
payments. 

Q–7: What must a lessee do in order 
to elect not to take depreciation or an 
investment credit with respect to prop-
erty described in section 103(b)(4) (C) or 
(D)? 

A–7: The lessee must make the elec-
tion at the time the lease is executed. 
The election must include a descrip-
tion of the property with respect to 
which the election is being made; the 
name, address, and TIN of the issuing 
authority; the name, address, and TIN 
of the lessee; and the date and face 
amount of the issue the proceeds of 
which are to be used to provide the 
property. The election must be signed 
by the lessee, if a natural person, or by 
a duly authorized official of the lessee. 
The issuing authority must be provided 
with a copy of the election. The issuing 
authority and the lessee must retain 
copies of the election in their respec-
tive records for the entire term of the 
lease. In addition, the lease, and any 
publicly recorded document recorded in 
lieu of such lease, must state that nei-
ther the lessee nor any successor in in-
terest under the lease may claim de-
preciation or an investment credit with 
respect to such property. This election 
may be made with respect to property 
whether or not such property otherwise 
would be eligible for depreciation or an 
investment tax credit. See section 
7701(a)(41) for the definition of the term 
‘‘TIN’’. 

Q–8: Is the election not to claim de-
preciation or an investment credit rev-
ocable? 

A–8: No, the election is irrevocable. 
In addition, the election is binding on 
all successors in interest under the 
lease regardless of whether the obliga-
tions remain outstanding. If a suc-
cessor in interest claims depreciation 
or an investment credit with respect to 
property for which such an election has 
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been made, such property will be con-
sidered transferred to a non-govern-
mental entity. See A–10 of this 
§ 1.103(n)–2T with respect to the con-
sequences of such a transfer. 

Q–9: Where obligations are issued to 
provide all or any portion of a facility 
described in section 103(b)(4) (C) or (D), 
must all of the property described in 
section 103(b)(4) (C) or (D) that is part 
of such facility be owned by, or on be-
half of, a governmental unit in order 
for such obligations to qualify for the 
exception to the definition of the term 
‘‘private activity bond’’ provided in 
section 103(n)(7)(C)? 

A–9: Generally, yes. If obligations are 
issued to provide all or any portion of 
a facility described in section 103(b)(4) 
(C) or (D), the obligations comprising 
such issue will not qualify for the ex-
ception to the definition of the term 
‘‘private activity bond’’ provided in 
section 103(n)(7)(C) unless all of the 
property described in section 103(b)(4) 
(C) or (D) that is part of (or function-
ally related and subordinate to) the fa-
cility being financed is owned by, or on 
behalf of, a governmental unit 
throughout the term of the issue. For 
this purpose, the facility being fi-
nanced will be construed to include the 
entire airport, dock, etc., under consid-
eration and not merely the part of the 
facility being provided with the pro-
ceeds of the issue. For example, the 
term facility, when used in reference to 
an airport, will be considered to in-
clude all property that is part of, or in-
cluded in, that airport under § 1.103– 
8(e)(2)(ii)(a), including all property 
functionally related and subordinate 
thereto under § 1.103–8 (a)(3) and 
(e)(2)(ii)(b). Thus, if the proceeds of an 
issue are used to provide a hangar at 
an airport described in section 
103(b)(4)(D), that airport is considered 
as being financed with such issue, and 
if any portion of that airport, including 
property functionally related and sub-
ordinate thereto, is treated as owned 
by a non-governmental entity, that 
issue does not qualify for the exception 
of the definition of the term ‘‘private 
activity bond’’ provided in section 
103(n)(7)(C). 

There are three exceptions to this 
rule, however. First, if any property 
otherwise would be considered part of 

the facility financed and such property 
was not provided with proceeds of any 
obligation described in section 103(a), 
such property will not be considered 
part of the facility being financed. 

Second, if any property otherwise 
would be considered part of the facility 
being financed and such property was 
part of such facility on or before Octo-
ber 5, 1984, such property will not be 
considered part of the facility being fi-
nanced. For this purpose, property will 
be considered part of the facility on or 
before October 5, 1984, if any person 
was under a binding contract to ac-
quire or construct such property to be 
a part of such facility on October 5, 
1984. 

Third, property will not be consid-
ered part of the facility being financed 
if such property (i) is land, a building, 
a structural component of a building, 
or other structure (other than tangible 
personal property (other than an air 
conditioning or heating unit)) and such 
property is not physically supported 
by, does not physically support, and is 
not physically connected to any prop-
erty provided with the proceeds of obli-
gations that qualify for the exception 
to the definition of the term ‘‘private 
activity bond’’ provided in section 
103(n)(7)(C), or (ii) is tangible personal 
property (other than an air condi-
tioning or heating unit). For this pur-
pose, contiguous parcels of land will 
not be considered to support, to be sup-
ported by, or to be physically con-
nected to each other, and insignificant 
physical connections (such as a connec-
tion by a sidewalk) will be disregarded. 
For purposes of this A–9, the term 
‘‘tangible personal property’’ shall 
have the meaning given to it under sec-
tion 48(a)(1)(A) and § 1.48–1(c). Exam-
ples. The following examples illustrate 
the provisions of A–9 of this § 1.103(n)– 
2T: 

Example 1. On January 1, 1986, Govern-
mental Unit M issues industrial development 
bonds to provide an airport, as described in 
section 103(b)(4)(D), which will consist of 
land, runways, a terminal and a functionally 
related and subordinate hotel. The hotel will 
be leased to N, a non-governmental entity. 
The lease does not call for significant front 
end loading of rental accruals or payments. 
For Federal income tax purposes generally, 
M will own the entire airport except that N 
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will be the owner of the hotel solely by rea-
son of the length of the lease. N properly 
elects not to claim depreciation of an invest-
ment credit with respect to the hotel. The 
industrial development bonds are not private 
activity bonds. 

Example 2. The facts are the same as in Ex-
ample (1) except that N does not make the 
election and claims depreciation with re-
spect to the hotel. The entire issue of indus-
trial development bonds is treated as an 
issue of private activity bonds. 

Example 3. The facts are the same as in Ex-
ample (2) except that the hotel is provided 
other than with the proceeds of an obligation 
described in section 103(a). The issue for the 
remainder of the airport qualifies for the ex-
ception to the definition of the term ‘‘pri-
vate activity bond’’ provided in section 
103(n)(7)(C). 

Example 4. The facts are the same as in Ex-
ample (2) except that the hotel, including the 
hotel parking lot, the hotel grounds, and the 
parcel of land on which they rest, are pro-
vided with a separate issue of industrial de-
velopment bonds. There are no significant 
connections between the hotel and the air-
port. The issue for the hotel is an issue of 
private activity bonds. The issue for the re-
mainder of the airport qualifies for the ex-
ception to the definition of the term ‘‘pri-
vate activity bonds’’ provided in section 
103(n)(7)(C). 

Example 5. The facts are the same as Exam-
ple (4) except that the hotel is constructed 
upon land provided with the proceeds of the 
issue used to provide the remainder of the 
airport. Both issues are treated as issues of 
private activity bonds. 

Example 6. On June 30, 1983, construction 
began on the City NN airport, which consists 
of land, runways, a terminal, and hangars. 
Corporation XX (a non-governmental entity) 
owns for Federal income tax purposes gen-
erally several of the hangars, which it fi-
nanced with obligations described in section 
103(a) issued on June 30, 1983. On March 1, 
1985, at a time when XX still owns the hang-
ars, City NN issues an issue of obligations 
described in section 103(b)(4)(D) to enlarge 
the terminal at the City NN airport. City NN 
will own the addition to the terminal for 
Federal income tax purposes generally. The 
obligations comprising the March 1, 1985, 
issue will not be private activity bonds. 

Q–10: What are the consequences if a 
governmental unit ceases to be treated 
as owning property described in section 
103(b)(4) (C) or (D) where the property 
was provided by obligations that were 
not private activity bonds on the date 
of issue due to the exception provided 
in section 103(n)(7)(C)? 

A–10: The obligations outstanding on 
the date such ownership ceases are pri-

vate activity bonds and are treated as 
if they are the last private activity 
bonds issued by the issuer in the cal-
endar year in which the transfer of 
ownership occurs. Thus, if the aggre-
gate amount of bonds issued pursuant 
to such issue, when added to the aggre-
gate amount of the other private activ-
ity bonds actually issued or treated as 
issued under this A–10 by the issuer 
during such year and the amount of 
any carryforward elections made dur-
ing the year, exceeds the issuer’s pri-
vate activity bond limit for such year, 
the obligations are not described in 
section 103(a) as of the date on which 
transfer of ownership occurs; if such 
obligations do not comply with the re-
quirements of section 103(n), the obli-
gations will be treated as not described 
in section 103(a) as of the date such 
ownership ceases. However, if on the 
date of issue the issuer intended to 
transfer ownership of such property to 
a non-governmental entity during the 
term of the issue, then the obligations 
are treated as the last private activity 
bonds actually issued or treated as 
issued under this A–10 by the issuer 
during the year in which such obliga-
tions were actually issued; if such obli-
gations do not comply with the re-
quirements of section 103(n), the obli-
gations will be treated as not described 
in section 103(a) as of the date of issue. 
The exception to the definition of the 
term ‘‘private activity bond’’ for facili-
ties described in section 103(b)(4) (C) 
and (D) only applies if the property is 
owned by, or on behalf of, a govern-
mental unit while all or any part of the 
issue or any refunding issue remains 
outstanding. 

If all or a portion of the property is 
sold to a non-governmental entity for 
its fair market value and all of the pro-
ceeds from the sale (except for a de 
minimis amount less than $5,000) are 
used within six months to redeem out-
standing obligations, the obligations 
will not be treated as private entity 
bonds. 

Q–11: What are the consequences if 
private activity bonds are issued to 
provide additions to a facility that was 
provided with obligations that were 
not private activity bonds when issued 
by virtue of the exception provided in 
section 103(n)(7)(C) and such additions 
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are not treated as owned by a govern-
mental unit? 

A–11: In order to qualify for the ex-
ception to the definition of the term 
‘‘private activity bond’’ for obligations 
described in section 103(b)(4) (C) or (D), 
all of the property described in section 
103(b)(4) (C) or (D) that is part of the fa-
cility provided with the proceeds gen-
erally must be owned by, or on behalf 
of, a governmental unit. See A–9 of this 
§ 1.103 (n)–2T. However, if the proceeds 
of an issue of private activity bonds are 
used to make additions to a facility 
(other than additions that are not con-
sidered to be part of the facility under 
A–9 of this § 1.103(n)–2T) that was pro-
vided with another issue of industrial 
development bonds that were not pri-
vate activity bonds when issued by vir-
tue of the exception provided in section 
103(n)(7)(C), then the prior issue will 
not cease to qualify for that exception. 
Nevertheless, for purposes of deter-
mining the aggregate amount of pri-
vate activity bonds issued during the 
year that the issue to provide the addi-
tion to the previously financed facility 
is issued, the portion of the prior issue 
outstanding on the date of issue of the 
issue to provide the addition will be 
treated as part of the issue to provide 
the addition. 

Example. The following example illus-
trates the provisions of A–11 of this 
§ 1.103 (n)–2T: 

Example. On March 1, 1986, City P issues a 
$100 million issue of industrial development 
bonds to provide an airport, as described in 
section 103(b)(4)(D). City P uses substantially 
all of the proceeds to acquire land and to 
construct runways and a terminal on that 
land. No other property is constructed on the 
land. City P is the owner of the land and the 
terminal for Federal income tax purposes 
generally. Thus, the obligations comprising 
the March 1, 1986, issue are not private activ-
ity bonds when issued. On September 1, 1988, 
City P leases a portion of the land adjacent 
to the terminal to Corporation V (a non-gov-
ernmental entity) under a true lease for Fed-
eral income tax purposes. City P’s private 
activity bond limit for 1988 is $100 million, 
and as of September 30, 1988, City P has not 
issued any private activity bond during 1988. 
On September 30, 1988, City P issues a $20 
million issue of industrial development 
bonds, the proceeds of which are to be used 
to construct a hotel that is functionally re-
lated and subordinate to the airport. The 
hotel is to be constructed on the land that P 
leased to Corporation V. The hotel will be 

owned by Corporation V for Federal income 
tax purposes generally. On September 30, 
1988, the outstanding face amount of the 
March 1, 1986, issue is $100 million. Although 
the obligations comprising the March 1, 1986, 
issue will not become private activity bonds 
as a result of the subsequent issue, on Sep-
tember 30, 1988, City P is treated as issuing 
a $120 million issue of private activity bonds. 
Since that amount exceeds City P’s private 
activity bond limit, the $20 million issue of 
private activity bonds issued on September 
30, 1988, does not meet the requirements of 
section 103(n). In addition, any subsequent 
issuance of private activity bonds by City P 
during 1988 will fail to meet the require-
ments of section 103(n). The March 1, 1986, 
issue continues to be described in section 
103(a). 

Q–12: Section 103(n)(7)(C)(iv) provides 
that the exception for certain facilities 
described in section 103(b)(4) (C) or (D) 
shall not apply in any case where the 
facility is leased under a lease that has 
significant front end loading of rental 
accruals or payments. What does ‘‘sig-
nificant front end loading of rental ac-
cruals or payments’’ mean? 

A–12: Where a lease requires rental 
payments that are significantly higher 
in the early years of the lease than in 
later years, the lease calls for signifi-
cant front end loading of rental accru-
als or payments. A lease that provides 
for flat rental payments during the en-
tire lease term does not violate the 
prohibition against significant front 
end loading of rent. In addition, a lease 
may provide for adjustments in rent 
for inflation or deflation, provided that 
such adjustments are to be made on 
the basis of a generally recognized 
price index. In addition, a lease may 
provide that rental payments are to be 
determined, in whole or part, based on 
a percentage of income, production, 
etc., provided that the percentage rate 
is kept constant (or increases) over the 
term of the lease and that the thresh-
old, if any, above which the percentage 
applies is kept constant (or decreases) 
over the term of the lease. Thus, for ex-
ample, a lease that requires rental pay-
ments throughout the term of the lease 
of $100,000 per year plus 5 percent of the 
gross income from the facility in ex-
cess of $500,000 does not violate the pro-
hibition against significant front end 
loading of rent. 
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Examples. The following examples il-
lustrate the provisions of A–4 through 
A–12 of this § 1.103(n)–2T: 

Example 1. On February 1, 1985, County Z 
issues obligations with a term of 30 years. 
Substantially all of the proceeds of the obli-
gations are to be used to provide a trade 
show facility as described in section 
103(b)(4)(C). Z leases the entire facility to 
Corporation S. For Federal income tax pur-
poses generally, S is treated as the owner of 
the facility solely by reason of the length of 
the lease. The lease provides that the lessee 
will elect not to claim depreciation or an in-
vestment credit with respect to the facility 
and that S will provide Z with a copy of the 
election. S makes the election, retains it in 
its records, and provides County Z with a 
copy. The lease provides that neither the les-
see nor any successor in interest will claim 
a deduction for depreciation or an invest-
ment credit with respect to such facility. 
The obligations are not private activity 
bonds on the date of issue, provided that the 
lease does not call for significant front end 
loading of rental accruals or payments. 

Example 2. The facts are the same as in Ex-
ample (1) except that on February 1, 1986, S 
assigns the lease to Corporation T. For its 
taxable year ending March 31, 1986, Corpora-
tion T claims depreciation with respect to 
the trade show facility. The obligations out-
standing on the date Corporation T claims 
depreciation on its Federal income tax re-
turn are treated as the last private activity 
bonds actually issued or treated as issued by 
County Z during 1986, and such obligations 
must comply with the requirements of sec-
tion 103(n). In addition, Corporation T is not 
entitled to claim depreciation or an invest-
ment credit with respect to the trade show 
facility during the balance of the term of the 
lease and will be subject to the applicable 
penalties for so claiming depreciation. 

Example 3. The facts are the same as in Ex-
ample (1) except that the obligations are re-
deemed on January 31, 1998; on January 31, 
1999, S assigns the lease to Corporation X; 
and on its Federal income tax return for cal-
endar year 1999, Corporation X claims depre-
ciation with respect to the facility. The obli-
gations are not private activity bonds pro-
vided that the lease does not call for signifi-
cant front end loading of rental accruals or 
payments. However, X is not entitled to 
claim depreciation or an investment credit 
with respect to the trade show facility dur-
ing the balance of the term of the lease and 
will be subject to the applicable penalties for 
so claiming those items. 

Q–13: To which obligations does the 
refunding obligation exception apply? 

A–13: The term ‘‘private activity 
bond’’ does not include any refunding 
obligation to the extent specified in 

this A–13. The term ‘‘refunding obliga-
tion’’ means an obligation that is part 
of an issue of obligations the proceeds 
of which are used to pay any principal 
or interest on any other issue of obliga-
tions described in section 103(a) (re-
ferred to as the prior issue). The term 
‘‘refunding obligation’’ does not in-
clude any obligations issued more than 
180 days before the prior issue is dis-
charged (‘‘advance refundings’’). The 
exception for refunding obligations 
only applies to the extent that the ag-
gregate amount of the refunding issue 
does not exceed the outstanding face 
amount of the prior issue, or portion 
thereof, being refunded. Thus, for ex-
ample, in the case of an obligation part 
of the proceeds of which are to be used 
to refund a prior issue of private activ-
ity bonds and part of the proceeds of 
which are to be used to provide a pollu-
tion control facility under section 
103(b)(4)(F), those proceeds to be used 
to refund all or any part of the prin-
cipal amount of the prior issue are not 
the proceeds of a private activity bond; 
the balance of the proceeds are the pro-
ceeds of a private activity bond. The 
refunding obligation exception does 
not apply to obligations to the extent 
that amounts are used to pay the costs 
of issuing refunding obligations. If an 
issue of obligations consists of both ob-
ligations that qualify for the refunding 
obligation exception and private activ-
ity bonds that do not meet the require-
ments of section 103(n), the entire issue 
is treated as consisting of obligations 
not described in section 103(a). 

Q–14: Does the refunding obligation 
exception apply to obligations issued 
to refund a prior issue of student loan 
bonds? 

A–14: In the case of any student loan 
bond, the refunding obligation excep-
tion applies only if, in addition to the 
requirements stated in A–13 of this 
§ 1.103(n)–2T, the maturity date of the 
funding obligation is not later than the 
later of (i) the maturity date of the ob-
ligation to be refunded, or (ii) the date 
17 years after the date on which the re-
funded obligation was issued (or, in the 
case of a series of refundings, the date 
on which the original obligation was 
issued). 

Q–15: What is the ‘‘maturity date’’ of 
an obligation? 
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A–15: For purposes of section 103(n), 
the ‘‘maturity date’’ of an obligation is 
the date on which interest ceases to ac-
crue and the obligation may either be 
paid or redeemed without penalty. The 
date is determined without regard to 
optional redemption dates (including 
those at the option of holders). If the 
issuer is required by the obligations or 
the indenture to redeem portions of ob-
ligations or to make payments of prin-
cipal with respect to obligations in 
specified amounts and at specified 
times, such mandatory redemptions or 
payments shall be treated as separate 
obligations. 

Q–16: Where private activity bonds 
are refunded with other obligations de-
scribed in section 103(a), does the re-
funding obligation exception apply to 
the extent that the aggregate amount 
of the refunding obligations exceeds 
the outstanding principal amount of 
the prior issue due to the use of a por-
tion of the proceeds of the refunding 
issue to fund a reasonably required re-
serve or replacement fund? 

A–16: Whether the prior issue was 
issued prior to January 1, 1984, or 
thereafter, the refunding obligation ex-
ception to the definition of the term 
‘‘private activity bond’’ only applies to 
the extent that the aggregate amount 
of the refunding obligation does not ex-
ceed the outstanding principal amount 
of the prior issue. Thus, the additional 
obligations issued to provide for a rea-
sonably required reserve or replace-
ment fund are private activity bonds. 

Q–17: What is a ‘‘student loan bond’’? 
A–17: The term ‘‘student loan bond’’ 

means an obligation that is issued as 
part of an issue all or a major portion 
of the proceeds of which are to be used 
directly or indirectly to finance loans 
to individuals for educational expenses. 
For purposes of this A–17, the use of 
more than 25 percent of the proceeds of 
an issue of obligations to finance loans 
to individuals for educational expenses 
will constitute the use of a major por-
tion of such proceeds in such manner. 

(Secs. 103(n) and 7805 of the Internal Revenue 
Code of 1954 (98 Stat. 916, 26 U.S.C.103(n); 68A 
Stat. 917, 26 U.S.C. 7805)) 

[T.D. 7981, 49 FR 39316, Oct. 5, 1984] 

§ 1.103(n)–3T Private activity bond 
limit (temporary). 

Q–1: What is the ‘‘State ceiling’’? 
A–1: In general, the State ceiling ap-

plicable to each State and the District 
of Columbia for any calendar year prior 
to 1987 shall be the greater of $200 mil-
lion or an amount equal to $150 multi-
plied by the State’s (or the District of 
Columbia’s) population. In the case of 
any territory or possession of the 
United States, the State ceiling for any 
calendar year prior to 1987 shall be an 
amount equal to $150 multiplied by the 
population of such territory or posses-
sion. In the case of calendar years after 
1986, the two preceding sentences shall 
be applied by substituting ‘‘$100’’ for 
‘‘$150.’’ In the case of any State that 
had an excess bond amount for 1983, the 
State ceiling for calendar year 1984 
shall be the sum of the State ceiling 
determined under the general rule plus 
50 percent of the excess bond amount 
for 1983. The excess bond amount for 
1983 is the excess (if any) of (i) the ag-
gregate amount of private activity 
bonds issued by issuing authorities in 
such State during the first 9 months of 
calendar year 1983 multiplied by 4⁄3, 
over (ii) the State ceiling determined 
under the general rule for 1984. For 
purposes of determining the State ceil-
ing amount applicable to any any 
State for calendar year 1984, an issuer 
may rely upon the State ceiling 
amount published by the Treasury De-
partment for such calendar year. How-
ever, an issuer may compute a different 
excess bond amount for 1983 where the 
issuer or the State in which the issuer 
is located has made a more accurate 
determination of the amount of private 
activity bonds issued by issuing au-
thorities in the issuer’s State during 
1983. See A–7 of this § 1.103(n)–3T for 
rules regarding a State containing con-
stitutional home rule cities. 

Q–2: What is the private activity 
bond limit for a State agency? 

A–2: Under section 103(n)(2) the pri-
vate activity bond limit for any agency 
of the State authorized to issue private 
activity bonds for any calendar year 
shall be 50 percent of the State ceiling 
for such year unless the State provides 
for a different allocation. For this pur-
pose, the State is considered an agen-
cy. See, however, A–17 of this § 1.103(n)– 
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3T with respect to the penalty for fail-
ure to comply with the requirements of 
section 631(a)(3) of the Tax Reform Act 
of 1984. 

Q–3: How is private activity bond 
limit determined where a State has 
more than one agency? 

A–3: If any State has more than one 
agency (including the State) author-
ized to issue private activity bonds, all 
such agencies shall be treated as a sin-
gle agency for purposes of determining 
the aggregate private activity bond 
limit available for all such agencies. 
Each of the State agencies is treated as 
having jurisdiction over the entire 
State. Therefore, under A–8 of this 
§ 1.103(n)–3T the aggregate private ac-
tivity bond limit for all the State agen-
cies is allocated to the State since it 
possesses the broadest sovereign pow-
ers of any of the State agencies. Each 
other State agency’s private activity 
bond limit is zero until it is assigned 
part of the private activity bond limit 
of another governmental unit pursuant 
to these regulations. 

Q–4: What is a State agency? 
A–4: A State agency is an agency au-

thorized by a State to issue private ac-
tivity bonds on behalf of the State. In 
addition, a special purpose govern-
mental unit that derives its sovereign 
powers from the State and may exer-
cise its sovereign powers throughout 
the State is a State agency. See A–5 of 
this § 1.103(n)–3T for the definition of 
the term ‘‘special purpose govern-
mental unit.’’ The term ‘‘State agen-
cy’’ does not include issuing authori-
ties empowered by a State at the re-
quest of another governmental unit 
within the State to issue private activ-
ity bonds to provide facilities within 
the jurisdiction of such other govern-
mental unit. For example, if County O 
requests the legislature of State P to 
create an issuing authority empowered 
to issue obligations to provide pollu-
tion control facilities in County O, the 
authority is not a State agency. 

Examples. The following examples il-
lustrate the provisions of A–3 and A–4 
of this § 1.103(n)–3T: 

Example 1. For 1987 State Q has a State 
ceiling of $200 million. Neither the Governor 
nor the legislature of State Q has provided a 
formula for allocating the State ceiling dif-
ferent from that provided by section 103(n) 

(2) and (3). State Q has authorized the fol-
lowing State agencies to issue private activ-
ity bonds on its behalf: Authority M, Author-
ity N, and Authority O. The aggregate pri-
vate activity bond limit available for State 
agencies of State Q is $100 million. As of Jan-
uary 1, 1987, none of this aggregate private 
activity bond limit has been assigned to any 
of Authorities M, N, or O. On January 1, 1987, 
Authority M issues $25 million of private ac-
tivity bonds. During 1987, the duly author-
ized official designated by State Q to allo-
cate the aggregate private activity bond 
limit among the three authorities does not 
allocate any of the State’s private activity 
bond limit to Authority M. The January 1, 
1987, issue does not meet the requirements of 
section 103(n) since Authority M has no pri-
vate activity bond limit for 1987. 

Example 2. Under the laws of State U, only 
the State legislature can create constituted 
authorities empowered to issue private ac-
tivity bonds on behalf of governmental units 
within State U. Authority R was created by 
the State U legislature at the request of 
County X. Authority R is a constituted au-
thority empowered to issue private activity 
bonds on behalf of County X to provide fa-
cilities located in County X. Authority S was 
created by the legislature to issue private 
activity bonds to provide pollution control 
facilities throughout the State. Authority S 
is a State agency as defined in A–4 of this 
§ 1.103(n)–3T. Authority R it is not a State 
agency. 

Q–5: What is a governmental unit? 
A–5: The term ‘‘governmental unit’’ 

has the meaning given such term by 
§ 1.103–1. For purposes of §§ 1.103(n)–1T 
through 1.103(n)–6T, a governmental 
unit is either a general purpose govern-
mental unit or a special purpose gov-
ernmental unit. The term ‘‘general 
purpose governmental unit’’ means a 
State, territory, possession of the 
United States, the District of Colum-
bia, or any general purpose political 
subdivision thereof. The term ‘‘general 
purpose political subdivision’’ denotes 
any division of government that pos-
sesses the right to exercise police pow-
ers, the power to tax, and the power of 
eminent domain and that is governed, 
at least in part, by popularly elected 
officials (e.g., county, city, town, town-
ship, parish, village). The term ‘‘spe-
cial purpose governmental unit’’ means 
any governmental unit as defined in 
§ 1.103–1 other than a general purpose 
governmental unit. For example, a 
sewer authority with the power of emi-
nent domain but without police powers 
is a special purpose governmental unit. 
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A constituted authority empowered to 
issue private activity bonds on behalf 
of a governmental unit is not a govern-
mental unit. 

Q–6: What is the private activity 
bond limit for a general purpose gov-
ernmental unit other than a State, the 
District of Columbia, a territory, or a 
possession? 

A–6: The private activity bond limit 
for any such general purpose govern-
mental unit for any calendar year is an 
amount equal to the general purpose 
governmental unit’s proportionate 
share of 50 percent of the State ceiling 
amount for such calendar year. See A– 
10 of this § 1.103(n)–3T with respect to 
the rules for providing a different allo-
cation. The proportionate share of a 
general purpose governmental unit is 
an amount that bears the same ratio to 
50 percent of the State ceiling for such 
year as the population of the jurisdic-
tion of such general purpose govern-
mental unit bears to the population of 
the entire State, District of Columbia, 
territory, or possession in which its ju-
risdiction falls. See, however, A–17 of 
this § 1.103(n)–3T with respect to the 
penalty for failure to comply with the 
requirements of section 631(a)(3) of the 
Tax Reform Act of 1984. See A–9 of this 
§ 1.103(n)–3T with respect to the private 
activity bond limit of issuing authori-
ties other than general purpose govern-
mental units. 

Q–7: What is the private activity 
bond limit for a general purpose gov-
ernmental unit in a State with one or 
more constitutional homes rule cities? 

A–7: The private activity bond limit 
for a constitutional home rule city for 
any calendar year is an amount equal 
to the constitutional home rule city’s 
proportionate share of 100 percent of 
the State ceiling amount for the cal-
endar year. The proportionate share of 
a constitutional home rule city is an 
amount that bears the same ratio to 
the State ceiling for such year as the 
population of the jurisdiction of such 
constitutional home rule city bears to 
the population of the entire State. The 
private activity bond limit for issuers 
other than constitutional home rule 
cities is computed in the manner de-
scribed in A–2 through A–6 of this 
§ 1.103(n)–3T, except that in computing 
the private activity bond limit for 

issuers other than such constitutional 
home rule cities, the State ceiling 
amount for any calendar year shall be 
reduced by the aggregate private activ-
ity bond limit for all constitutional 
home rule cities in the State. The term 
‘‘constitutional home rule city’’ 
means, with respect to any calendar 
year, any political subdivision of a 
State that, under a State constitution 
that was adopted in 1970 and effective 
on July 1, 1971, had home rule powers 
on the first day of the calendar year. 
See, however, A–17 of this § 1.103(n)–3T 
with respect to the penalty for failure 
to comply with the requirements of 
section 631(a)(3) of the Tax Reform Act 
of 1984. 

Q–8: How is the private activity bond 
limit of an issuing authority deter-
mined under section 103(n)(3) when 
there are overlapping jurisdictions? 

A–8: If an area is within the jurisdic-
tion of two or more governmental 
units, that area will be treated as only 
within the jurisdiction of the govern-
mental unit having jurisdiction over 
the smallest geographical area. How-
ever, the governmental unit with juris-
diction over the smallest geographical 
area may enter into a written agree-
ment to allocate all or a designated 
portion of such overlapping area to the 
governmental unit having jurisdiction 
over the next smallest geographical 
area. Where two or more issuing au-
thorities, whether governmental units 
or constituted authorities, have au-
thority to issue private activity bonds 
and both issuing authorities have juris-
diction over the identical geographical 
area, that area will be treated as only 
within the jurisdiction of the one hav-
ing the broadest sovereign powers. 
However, the issuing authority having 
the broadest sovereign powers may 
enter into a written agreement to allo-
cate all or a designated portion of such 
area to the one with the narrower sov-
ereign powers. All written agreements 
entered into pursuant to this A–8 must 
be retained by the assignee in its 
records for the term of all private ac-
tivity bonds it issues in each calendar 
year to which such agreement applies. 
See A–9 of this § 1.103(n)–3T with re-
spect to the private activity bond limit 
of issuing authorities other than gen-
eral purpose governmental units. 
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Q–9: What is the private activity 
bond limit of an issuing authority 
(other than a State agency) that is not 
a general purpose governmental unit? 

A–9: A constituted authority empow-
ered to issue private activity bonds on 
behalf of a governmental unit is treat-
ed as having jurisdiction over the same 
geographical area as the governmental 
unit on behalf of which it is empowered 
to issue private activity bonds. Since a 
governmental unit has broader sov-
ereign powers than a constituted au-
thority empowered to issue private ac-
tivity bonds on its behalf, a con-
stituted authority has a private activ-
ity bond limit under section 103(n) (2) 
and (3) of zero. Similarly, a special pur-
pose governmental unit is treated for 
purposes of section 103(n) as having ju-
risdiction over the same geographical 
area as that of the general purpose gov-
ernmental unit or units from which the 
special purpose governmental unit de-
rives its sovereign powers. Since a gen-
eral purpose governmental unit has 
broader sovereign powers than a spe-
cial purpose governmental unit, a spe-
cial purpose governmental unit has a 
private activity bond limit under sec-
tion 103(n) (2) and (3) of zero. An issuer 
of qualified scholarship funding bonds, 
as defined in section 103(e), is treated 
for purposes of section 103(n) as issuing 
on behalf of the State or politicial sub-
division or subdivisions that requested 
its organization or its exercise of power 
to issue bonds. See A–13 and A–14 of 
this § 103(n)–3T with respect to assign-
ments of private activity bond limit. 
For purposes of §§ 1.103(n)–1T through 
1.103(n)–6T, a special purpose govern-
mental unit shall be considered to de-
rive its authority from the smallest 
general purpose governmental unit 
that— 

(i) Enacts a specific law (e.g., a provi-
sion of a State constitution, charter, or 
statute) by or under which the special 
purpose governmental unit is created, 
or 

(ii) Otherwise empowers, approves, or 
requests the creation of the special 
purpose governmental unit, or 

(iii) Appoints members to the gov-
erning body of the special purpose gov-
ernmental unit, 
and within which general purpose gov-
ernmental unit falls the entire area in 

which such special purpose govern-
mental unit may exercise its sovereign 
powers. If no one general purpose gov-
ernmental unit meets such criteria 
(e.g., a regional special purpose govern-
mental unit that exercises its sov-
ereign powers within three counties 
pursuant to a separate ordinance 
adopted by each such county), such 
special purpose governmental unit 
shall be considered to derive its sov-
ereign powers from each of the general 
purpose governmental units comprising 
the combination of smallest general 
purpose governmental units within 
which falls the entire area in which 
such special purpose governmental unit 
may exercise its sovereign powers and 
each of which meets (i), (ii), or (iii) 
above. 

Q–10: Does the issue comply with the 
requirements of section 103 (n) under 
the following circumstances? Based on 
the most recent estimate of the resi-
dent population of State Y published 
by the Bureau of the Census before the 
beginning of 1988, the State ceiling for 
State Y is $200 million. Based on the 
same estimate, the population of City 
Q is one-fourth of the population of 
State Y. No part of the geographical 
area within the jurisidiction of City Q 
is within the jurisdiction of any other 
governmental unit with jurisdiction 
over a smaller geographical area. 
There are no consitutional home rule 
cities in State Y. Neither the Governor 
nor the legislature of State Y has pro-
vided a different formula for allocating 
the State ceiling than that provided by 
section 103(n) (2) and (3); thus, City Q’s 
private activity bond limit for 1988 is 
$25 million (.25 × .50 × $200 million). As 
of March 1, 1988, City Q has issued $15 
million of private activity bonds dur-
ing calendar year 1988, none of which 
were issued pursuant to a carryforward 
election made in a prior year. On 
March 1, 1988, City Q will issue $5 mil-
lion of private activity bonds to pro-
vide a pollution control facility as de-
scribed in section 103(b)(4) (F). C, a 
duly authorized official of City Q re-
sponsible for issuing the bonds, pro-
vides a statement that will be included 
in the bond indenture or a related doc-
ument providing that— 

(i) Under section 103(n) (2) and (3) of 
the Internal Revenue Code, City Q has 
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a private activity bond limit of $25 mil-
lion for calendar year 1988 (.25 × .50 × 
$200 million), none of which has been 
assigned to it by another governmental 
unit, 

(ii) State Y has not provided a dif-
ferent method of allocating the State 
ceiling, 

(iii) City Q has not assigned any por-
tion of its private activity bond limit 
to a constituted authority empowered 
to issue private activity bonds on its 
behalf, or to any other governmental 
unit, 

(iv) City Q has not elected to carry 
forward any of its private activity bond 
limit for 1988 to another calendar year, 
nor has City Q in any prior year made 
a carryforward election for the pollu-
tion control facility, 

(v) The aggregate amount of private 
activity bonds issued by City Q during 
1988 is $15 million, and 

(vi) The issuance of $5 million of pri-
vate activity bonds on March 1, 1988, 
will not violate the requirements of 
section 103 (n) and the regulations 
thereunder. 

In addition, C provides the certifi-
cation described in section 103 (n) (12) 
(A). 

A–10: Based on these facts, the issue 
meets the requirements of section 
103(n) and §§ 1.103(n)–1T through 
1.103(n)–6T. See § 1.103–13(b)(8) for the 
definition of the terms ‘‘bond inden-
ture’’ and‘‘related documents.’’ 

Q–11: May a State provide a different 
formula for allocating the state ceil-
ing? 

A–11: A State, by law enacted at any 
time, may provide a different formula 
for allocating the State ceiling among 
the governmental units in the State 
(other than constitutional home rule 
cities) having authority to issue pri-
vate activity bonds, subject to the lim-
itation provided in A–12 of this 
§ 1.103(n)–3T. The governor of a State 
may proclaim a different formula for 
allocating the State ceiling among the 
governmental units in such State hav-
ing authority to issue private activity 
bonds. The authority of the governor 
to proclaim a different formula shall 
not apply after the earlier of (i) the 
first day of the first calendar year be-
ginning after the legislature of the 
State has met in regular session for 

more than 60 days after July 18, 1984, 
and (ii) the effective date of any State 
legislation dealing with the allocation 
of the State ceiling. If, on or before ei-
ther date, the governor of any State 
exercises the authority to provide a 
different allocation, such allocation 
shall be effective until the date speci-
fied in (ii) of the immediately pre-
ceding sentence. Unless otherwise pro-
vided in a State constitutional amend-
ment or by a law changing the home 
rule provisions adopted in the manner 
provided by the State constitution, the 
allocation of that portion of the State 
ceiling that is allocated to any con-
stitutional home rule city may not be 
changed by the governor or State legis-
lature unless such city agrees to such 
different allocation. 

Q–12: Where a State provides an allo-
cation formula different from that pro-
vided in section 103 (n) (2) and (3), 
which allocation formula applies to ob-
ligations issued prior to the adoption 
of the different allocation formula? 

A–12: Where a State provides a dif-
ferent allocation formula, the deter-
mination as to whether a particular 
bond issue meets the requirements of 
section 103(n) will be based upon the al-
location formula in effect at the time 
such bonds were issued. The amount 
that may be reallocated pursuant to 
the later allocation formula is limited 
to the State ceiling for such year re-
duced by the amount of private activ-
ity bonds issued under the prior alloca-
tion formula in effect for such year. 

Q–13: May an issuing authority assign 
a portion of its private activity bond 
limit to another issuing authority if 
the governor or legislature has not pro-
vided for an allocation formula dif-
ferent from that provided in section 
103(n) (2) and (3)? 

A–13: Except as provided in this A–13 
or in A–8, A–14, or A–15 of this 
§ 1.103(n)–3T, no issuing authority may 
assign, directly or indirectly, all or any 
portion of its private activity bond 
limit to any other issuing authority, 
and no such attempted assignment will 
be effective. However, a general pur-
pose governmental unit may assign a 
portion of its private activity bond 
limit to (i) a constituted authority em-
powered to issue private activity bonds 
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on behalf of the assigning govern-
mental unit, and (ii) a special purpose 
governmental unit deriving sovereign 
powers from the governmental unit 
making the assignment. In addition, a 
State may assign a portion of its pri-
vate activity bond limit to a con-
stituted authority empowered to issue 
private activity bonds on behalf of any 
governmental unit within such State 
and to any governmental unit within 
such State. Finally, an issuing author-
ity that is assigned all or a portion of 
the private activity bond limit of a 
governmental unit pursuant to the im-
mediately preceding two sentences 
may assign such amount or any part 
thereof to the governmental unit from 
which it received the assignment. None 
of these permissible types of assign-
ments shall be effective, however, un-
less made in writing by a duly author-
ized official of the governmental unit 
making the assignment and a record of 
the assignment is maintained by the 
assignee for the term of all private ac-
tivity bonds it issues in each calendar 
year to which such assignment applies. 
None of these permissible types of as-
signments shall be effective if made 
retroactively; provided, however, that 
retroactive assignments may be made 
during 1984. In addition, except as pro-
vided in A–15 of this § 1.103(n)–3T, a pur-
ported assignment by a governmental 
unit of a portion of its private activity 
bond limit to an issuing authority will 
be ineffective to the extent that pri-
vate activity bonds issued by such au-
thority provide facilities not located 
within the jurisdiction of the govern-
mental unit making the assignment, 
unless the sole beneficiary of the facil-
ity is the governmental unit attempt-
ing to make the assignment. Similarly, 
except as provided in A–15 of this 
§ 1.103(n)–3T, a governmental unit may 
not allocate a portion of its private ac-
tivity bond limit to an issue of obliga-
tions to provide a facility not located 
within the jurisdiction of that govern-
mental unit unless the sole beneficiary 
of the facility is the governmental unit 
attempting to allocate its private ac-
tivity bond limit to the issue. If an 
issuing authority issues an issue of ob-
ligations a portion of the proceeds of 
which are to be used to provide a facil-
ity not within its jurisdiction other 

than one described in the immediately 
preceding sentence, that issue will not 
meet the requirements of section 103(n) 
unless an issuing authority within the 
jurisdiction of which the facility is to 
be located specifically allocates a por-
tion of its private activity bond limit 
to such issue equal to the amount of 
proceeds to be used to provide such fa-
cility. 

Q–14: May an issuing authority assign 
a portion of its private activity bond 
limit to another issuing authority if 
the governor or legislature has pro-
vided for an allocation formula dif-
ferent from that provided in section 
103(n) (2) and (3)? 

A–14: Yes, under certain conditions. 
In providing a different formula for al-
locating the State ceiling, a State may 
permit an issuing authority to assign 
all or a portion of its private activity 
bond limit to other issuing authorities 
within the State, provided that such 
assignment is made in writing and a 
record of that assignment is main-
tained by the assignee in its records for 
the term of all private activity bonds it 
issues in each calendar year to which 
such assignment applies and a record of 
that assignment is maintained during 
such period by the public official re-
sponsible for making allocations of the 
State ceiling to issuing authorities 
within the State. The preceding sen-
tence will only apply where the dif-
ferent formula expressly permits such 
assignments. Notwithstanding this A– 
14, no assignments may be made to re-
gional authorities without compliance 
with the provisions of A–15 of this 
§ 1.103(n)–3T. 

Q–15: May a general purpose govern-
mental unit assign a portion of its pri-
vate activity bond limit to a regional 
authority empowered to issue private 
activity bonds on behalf of two or more 
general purpose governmental units? 

A–15: Yes, under certain conditions. 
In order for an issue of private activity 
bonds issued by such a regional author-
ity to meet the requirements of section 
103(n), each of the governmental units 
on behalf of which the regional author-
ity issues private activity bonds must 
assign to the regional authority a por-
tion of its private activity bond limit 
based on the ratio of its population to 
the aggregate population of all such 
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governmental units. The governmental 
unit within the jurisdiction of which 
the facility to be provided by the pri-
vate activity bonds will be located, 
however, may elect to treat the re-
gional authority as if it were a con-
stituted authority empowered to issue 
such obligations solely on behalf of 
that governmental unit and, therefore, 
may assign a portion of its limit to the 
authority solely to provide the facility 
within its jurisdiction. Similarly, if a 
facility will solely benefit one govern-
mental unit, that governmental unit 
may make the election described in the 
preceding sentence. In addition, any of 
the governmental units on behalf of 
which the regional authority issues 
private activity bonds, other than the 
governmental unit within the jurisdic-
tion of which the facility will be lo-
cated, may elect to be treated as if it 
had not empowered the authority to 
issue that issue of private activity 
bonds on its behalf. In providing a dif-
ferent formula for allocating the State 
ceiling, a State may permit a govern-
mental unit to assign all or a portion 
of its private activity bond limit to a 
constituted authority empowered to 
issue private activity bonds on behalf 
of two or more governmental units, all 
of which are located within the State. 
The preceding sentence will only apply 
where the different formula expressly 
so provides. The principles of this A–15 
shall not apply to any regional author-
ity created with a principal purpose of 
avoiding the restrictions provided in 
A–13 or A–14 of this § 1.103(n)–3T. The 
principles of this A–15 shall also apply 
to a special purpose governmental unit 
providing facilities located within the 
jurisdiction of two or more general 
purpose governmental units from 
which it derives sovereign powers. 

Examples. The following examples il-
lustrate the provisions of A–8 through 
A–15 of this section: 

Example 1. Authority ZZ is empowered by 
City Y to issue obligations on its behalf to 
provide financing for pollution control facili-
ties located within the jurisdiction of City Y 
and the geographical area within 10 miles of 
the limits of City Y. Authority ZZ has no 
sovereign powers. Although the authority of 
Authority ZZ to issue obligations enables it 
to provide facilities located outside of the ju-
risdiction of City Y, Authority ZZ is treated 
as having jurisdiction over the same geo-

graphical area as City Y. Since City Y has 
broader sovereign powers than Authority ZZ, 
under section 103(n)(3) Authority ZZ has a 
private activity bond limit of zero. On March 
31, 1985, Authority ZZ issues $5 million of 
private activity bonds. City Y has not as-
signed any portion of its private activity 
bond limit to Authority ZZ. Thus, the March 
31, 1985, issue of private activity bonds is 
treated as an issue of obligations not de-
scribed in section 103(a), and the interest on 
such obligations is subject to Federal income 
taxation. 

Example 2. In 1972, State S, State T, and 
State V empowered Authority Z to issue in-
dustrial development bonds on behalf of the 
three States and to provide port facilities in 
a harbor serving residents of all three 
States. S, T, and V have populations of 
1,000,000, 2,000,000, and 7,000,000, respectively. 
Authority Z will issue $100 million of private 
activity bonds on September 1, 1985, to fi-
nance construction of a dock to be located in 
State S. The obligations will not meet the 
requirements of section 103(n) unless S, T, 
and V assign a portion of their private activ-
ity bond limits to Authority Z pursuant to 
one of three methods. First, S, T, and V may 
assign $10 million, $20 million, and $70 mil-
lion, respectively, of their private activity 
bond limits to Authority Z for this issue. 
Second, S, T, and V may assign $100 million, 
$0, and $0, respectively, of their private ac-
tivity bond limits to Authority Z for this 
issue. Third, either T or V (but not S) may 
allocate $0 of its private activity bond limit 
to Authority Z for purposes of this issue, and 
the remaining two States may allocate the 
$100 million based upon their respective pop-
ulations. For instance, if T were to allocate 
$0 for purposes of this issue, S and V must al-
locate $12.5 million and $87.5 million, respec-
tively, of their private activity bond limits 
to Authority Z. 

Q–16: Must an issuing authority allo-
cate any of its private activity bond 
limit to certain preliminarily approved 
projects? 

A–16: Yes. Section 631(a)(3) of the Tax 
Reform Act of 1984 provides that, with 
respect to certain projects prelimi-
narily approved by an issuing author-
ity before October 19, 1983, the issuing 
authority shall allocate its share of the 
private activity bond limit for the cal-
endar year during which the obliga-
tions are to be issued first to those 
projects. For purposes of this A–16 and 
A–17 and A–18 of this § 1.103(n)–3T, a 
general purpose governmental unit will 
be treated as having preliminarily ap-
proved a project if the project was pre-
liminarily approved by it, by a con-
stituted authority empowered to issue 
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private activity bonds on its behalf, or 
by a special purpose governmental unit 
treated as having jurisdiction over the 
same geographical area as the general 
purpose governmental unit. Thus, if a 
project was approved by a constituted 
authority, the governmental unit on 
behalf of which such issue is to be 
issued must assign a portion of its pri-
vate activity bond limit to the author-
ity pursuant to section 631(a)(3) of the 
Act. If a project was preliminarily ap-
proved by a constituted authority em-
powered to issue private activity bonds 
on behalf or more than one general 
purpose governmental unit or a special 
purpose governmental unit that derives 
its sovereign powers from more than 
one general purpose governmental 
unit, the project will be considered ap-
proved by each of such general purpose 
governmental units in proportion to 
their relative populations. The projects 
that receive priority under section 
631(a)(3) of the Act and this A–16 are 
those with respect to which— 

(i) There was an inducement resolu-
tion (or other comparable preliminary 
approval) for a project before October 
19, 1983, by an issuing authority, 

(ii) A substantial user of the project 
notified such issuing authority— 

(A) By August 17, 1984, that it in-
tended to claim its rights under section 
631(a)(3) of the Tax Reform Act of 1984, 
and 

(B) By December 31, 1984, as to the 
calendar year in which it expects the 
obligations to provide the project to be 
issued, and 

(iii) Construction of such project 
began before October 19, 1983, or a sub-
stantial user was under a binding obli-
gation on that date to incur significant 
expenditures with respect to the 
project. 
For purposes of the preceding sentence, 
the term ‘‘significant expenditures’’ 
means expenditures that equal or ex-
ceed the lesser of $15 million or 20 per-
cent of the estimated cost of the facili-
ties. An issuing authority may require, 
as part of the submission required by 
(ii)(B) of this A–16, that a substantial 
user specify the aggregate amount of 
private activity bonds necessary for 
the project. Section 631(a)(3) does not 
apply to a project to the extent that 
the aggregate amount of obligations 

required for such project exceeds the 
amount, if any, provided for in the in-
ducement resolution or resolutions in 
existence with respect to such project 
before October 19, 1983, or in the state-
ment that may be required by the 
issuing authority as part of the sub-
mission required by (ii)(B) of this A–16. 
Similarly, section 631(a)(3) does not 
apply to a project to the extent of any 
material change in its nature, char-
acter, purpose, or capacity. Section 
631(a)(3) does not apply to a project if 
the owner, operator, or manager of 
such project is not the same (or a re-
lated person) as the owner, operator, or 
manager named in the latest induce-
ment resolution with respect to such 
project in existence before October 19, 
1983. Section 631(a)(3) of the Act does 
not apply to any project if the obliga-
tions to provide the project are not 
issued in the year specified in the sub-
mission required by (ii)(B) of this A–16. 
In addition, section 631(a)(3) of the Act 
does not apply to any project to the ex-
tent that the amount of obligations to 
be issued for such project exceeds the 
share of the State ceiling to which the 
issuing authority that authorized the 
project is entitled as determined under 
section 103(n) (2) and (3) without regard 
to any alternative formula for allo-
cating the State ceiling. The require-
ments of section 631(a)(3) will not apply 
where a State statute specifically so 
provides. 

Q–17: What is the penalty for failure 
to comply with the requirements of 
section 631(a)(3) of the Act? 

A–17: If any issuing authority fails to 
comply with the requirements of sec-
tion 631(a)(3) of the Act, its private ac-
tivity bond limit for the calendar year 
following the year in which the failure 
occurs shall be reduced by the amount 
of private activity bonds with respect 
to which the failure occurs. This pen-
alty applies whether the issuing 
authority’s private activity bond limit 
is determined under the formula pro-
vided under section 103(n) (2) and (3) or 
a different formula provided under sec-
tion 103(n)(6). The penalty is imposed 
on the issuing authority that failed to 
comply with the requirements of sec-
tion 631(a)(3) or, if in the year in which 
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the penalty is imposed the issuing au-
thority does not have a sufficient pri-
vate activity bond limit to absorb the 
entire penalty, on the general purpose 
governmental unit treated as having 
jurisdiction over the same geo-
graphical area as the issuing authority. 
For purposes of this A–17, the general 
purpose governmental unit’s private 
activity bond limit includes the pri-
vate activity bond limit of each issuing 
authority treated as having prelimi-
narily approved the project under A–16 
of this § 1.103(n)–3T. Thus, for example, 
if a governmental unit failed to comply 
with the requirements of section 
631(a)(3) of the Act with respect to a $5 
million issue to be issued in 1985, and 
that governmental unit is assigned $15 
million of the State ceiling for 1986 
pursuant to a formula provided under 
section 103(n)(6), that governmental 
unit has a private activity bond limit 
of $10 million for 1986. Similarly, where 
a project that was preliminarily ap-
proved by an issuing authority that is 
not a governmental unit qualifies for 
$10 million of priority under section 
631(a)(3) of the Act is not allocated a 
total of $10 million by the govern-
mental unit on behalf of which the 
issuing authority is empowered to 
issue private activity bonds, the 
issuing authority’s private activity 
bond limit, if any, for the year fol-
lowing this failure is reduced by $10 
million; if the issuing authority’s pri-
vate activity bond limit for the year 
following the failure is less than $10 
million, the private activity bond limit 
of the governmental unit on behalf of 
which the private activity bonds would 
have been issued had the failure not oc-
curred (including if necessary, on a 
proportionate basis, the private activ-
ity bond limit purported to have been 
assigned to each of the other con-
stituted authorities empowered to 
issue private activity bonds on behalf 
of the governmental unit and each spe-
cial purpose governmental unit deriv-
ing all or part of its sovereign powers 
from the governmental unit) is reduced 
by the difference between $10 million 
and the reduction made in the issuing 
authority’s private activity bond limit 
with respect to such failure. 

Q–18: Will a penalty be assessed for 
failure to allocate private activity 

bond limit to all projects that meet the 
requirements section 631(a)(3) if the 
amount of obligations required by all 
such projects preliminarily approved 
by (or treated as having been prelimi-
narily approved by) an issuing author-
ity exceeds the private activity bond 
limit of such issuing authority? 

A–18: No penalty will be assessed if 
priority is given to those eligible 
projects for which substantial expendi-
tures were incurred before October 19, 
1983. An issuer may define the term 
‘‘substantial expenditures’’ in any rea-
sonable manner based on the relevant 
facts and circumstances and its private 
activity bond limit. 

Examples. The following examples il-
lustrate the provisions of A–16 through 
A–18: 

Example 1. On October 1, 1983, County S ap-
proved an inducement resolution for the 
issuance of up to $30 million of industrial de-
velopment bonds to provide a pollution con-
trol facility described in section 103(b)(4)(F) 
for Corporation R. On October 5, 1983, R con-
tracted with Corporation Q to begin con-
struction of the pollution control facility 
immediately, and construction began on Oc-
tober 10, 1983. Not later than August 17, 1984, 
Corporation R notified County S that it in-
tended to seek priority under section 
631(a)(3) of the Tax Reform Act of 1984. In ad-
dition, prior to December 31, 1984, Corpora-
tion R notified County S that it expected the 
County to issue $25 million of industrial de-
velopment bonds for its project during cal-
endar year 1985. Under section 103(n)(3), 
County S has a private activity bond limit of 
$50 million for calendar year 1985, and nei-
ther the Governor nor the legislature of the 
State has provided a different allocation for-
mula under section 103(n)(6). There are no 
other projects approved by County S that 
have rights under section 631(a)(3). On March 
1, 1985, County S issues $25 million of indus-
trial development bonds for the pollution 
control facility for Corporation R. If County 
S allocates less than $25 million of its pri-
vate activity bond limit to that project, its 
private activity bond limit for 1986 will be 
reduced by the difference between $25 million 
and the amount County S actually allocates 
to the project. 

Example 2. The facts are the same as in Ex-
ample (1) except that during 1984 Corporation 
R fails to notify County S of the year in 
which it expects the obligations to be issued. 
Upon such failure the pollution control facil-
ity no longer qualifies for priority under sec-
tion 631(a)(3), and County S will not be pe-
nalized if it does not not allocate any of its 
private activity bond limit for 1985, or any 
future year, to that project. 
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Example 3. The facts are the same as in Ex-
ample (1) except that under section 103(n)(3) 
County S has a private activity bond limit of 
$10 million for 1985. County S will not be pe-
nalized if it allocates $10 million of its pri-
vate activity bond limit to the project. 

Example 4. The facts are the same as in Ex-
ample (3) except that on December 31, 1984, 
the Governor of the State provides a dif-
ferent allocation from that provided under 
section 103(n) (2) and (3). (The State has not 
enacted a statute specifically providing that 
section 631(a)(3) does not apply.) The dif-
ferent allocation provides that the entire 
State ceiling is allocated to the State and 
that the State will allocate the State ceiling 
to issuing authorities for specific projects on 
a first-come, first-served basis. Corporation 
R qualifies for the special rights granted by 
section 631(a)(3) of the Tax Reform Act to 
the extent of County S’s private activity 
bond limit as determined under section 
103(n)(3), i.e., $10 million. If the State fails to 
assign to County S $10 million of the State 
ceiling or if County S, after receiving such 
assignment, fails to allocate $10 million of 
private activity bond limit to the project, 
County S’s private activity bond limit (if 
any) for 1986 will be reduced by the difference 
between $10 million and the amount of pri-
vate activity bond limit allocated to the 
project. 

Example 5. The facts are the same as in Ex-
ample (1) except that Corporation R notifies 
County S that it only requires $15 million for 
the pollution control facility, County S only 
issues $15 million of private activity bonds 
for the pollution control facility, and County 
S only allocates $15 million of its private ac-
tivity bond limit to such obligations. County 
S will not be penalized for not allocating 
more than $15 million of its private activity 
bond limit to Corporation R even though the 
original inducement resolution provided for 
up to $25 million. 

(Secs. 103(n) and 7805 of the Internal Revenue 
Code of 1954 (98 Stat. 916, 26 U.S.C.103(n); 68A 
Stat. 917, 26 U.S.C. 7805)) 

[T.D. 7981, 49 FR 39320, Oct. 5, 1984] 

§ 1.103(n)–4T Elective carryforward of 
unused private activity bond limit 
(temporary). 

Q–1: May an issuing authority carry 
forward any of its unused private activ-
ity bond limit for a calendar year? 

A–1: In any calendar year after 1983 
in which an issuing authority’s private 
activity bond limit exceeds the aggre-
gate amount of private activity bonds 
issued during such calendar year by 
such issuing authority, such issuing 
authority may elect to treat all, or any 
portion, of such excess as a 

carryforward for any one or more 
projects described in A–5 of this 
§ 1.103(n)–4T (carryforward projects). 

Q–2: How is the election to carry for-
ward an issuing authority’s unused pri-
vate activity bond limit made? 

A–2: (i) An issuing authority may 
make the election by means of a state-
ment, signed by an authorized public 
official responsible for making alloca-
tions of such issuing authority’s pri-
vate activity bond limit, that the 
issuing authority elects to carry for-
ward its unused private activity bond 
limit. The statement shall be filed with 
the Internal Revenue Service Center, 
Philadelphia, Pennsylvania 19255. Ex-
cept with respect to elections to carry 
forward any unused private activity 
bond limit for calendar year 1984, the 
election must be filed prior to the end 
of the calendar year with respect to 
which the issuing authority has the un-
used private activity bond limit; elec-
tions with respect to unused private 
activity bond limit for calendar year 
1984 must be filed prior to February 26, 
1985. The statement is to be titled 
‘‘Carryforward election under section 
103(n)’’. 

(ii) The statement required by (i) of 
this A–2 shall contain the following in-
formation: 

(A) The name, address, and TIN of 
the issuing authority, 

(B) The issuing authority’s private 
activity bond limit for the calendar 
year, 

(C) The aggregate amount of private 
activity bonds issued by the issuing au-
thority during the calendar year for 
which the election is being made, 

(D) The unused private activity bond 
limit of the issuing authority, and 

(E) For each carryforward project— 
(1) A description of the project, in-

cluding its address (by its street ad-
dress or, if none, by a general descrip-
tion designed to indicate its specific lo-
cation) and the general type of facility 
(e.g., an airport described in section 
103(b)(4)(D)), 

(2) The name, address, and TIN of the 
initial owner, operator, or manager, 
and 

(3) The amount to be carried forward 
for the project. 

(iii) For purposes of (ii)(E) of this A– 
2, in the case of a carryforward project 
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for which the initial owner, operator, 
or manager is to be selected pursuant 
to a competitive bidding process, the 
election may include up to 3 prospec-
tive addresses for the project and the 
name, address, and TIN of more than 
one prospective initial owner, operator, 
or manager, if prior to the end of the 
calendar year for which the election is 
made— 

(A) In the case of elections for cal-
endar years other than 1984, the issuing 
authority has taken preliminary offi-
cial action approving the undertaking 
of the carryforward project, 

(B) All persons included as prospec-
tive owners, operators, or managers 
have met all applicable conditions (if 
any) to submit proposals to provide the 
project, and 

(C) The issuing authority has ex-
pended (or has entered into binding 
contracts to expend) in connection 
with the planning and construction of 
the carryforward project the lesser of 
$500,000 or 21⁄2 percent of the 
carryforward amount. 

(iv) For purposes of (ii) of this A–2, in 
the case of a carryforward election for 
the purpose of issuing student loan 
bonds, the statement need not include 
the address of a facility or the name, 
address, and TIN of an initial owner, 
operator, or manager of a project but 
shall state that the carryforward elec-
tion is for the purpose of issuing stu-
dent loan bonds. 

Q–3: Is a carryforward election rev-
ocable? 

A–3: Any carryforward election, and 
any specification contained therein, 
shall be irrevocable after the last day 
of the calendar year in which the elec-
tion is made. Thus, for example, obli-
gations issued to finance a 
carryforward project with a different 
initial owner, operator, or manager 
from the owner, operator, or manager 
specified in the carryforward election 
shall not be issued purusant to such 
carryforward election. An insubstan-
tial deviation from a specification con-
tained in a carryforward election shall 
not prevent obligations from being 
issued pursuant to such carryforward 
election. In addition, where a 
carryforward election is made with re-
spect to more than one carryforward 
project, a substantial deviation with 

respect to one carryforward project 
shall not prevent obligations from 
being issued pursuant to such 
carryforward election with respect to 
the other carryforward projects. 

Q–4: How is a carryforward used? 
A–4: Any private activity bonds 

issued during the three calendar years 
(six calendar years in the case of a 
project described in section 
103(b)(4)(F)) following the calendard 
year in which the carryforward elec-
tion was first made with respect to a 
carryforward project shall not be taken 
into account in determining whether 
the issue meets the requirements of 
section 103(n). If, however, the amount 
of private activity bonds issued for the 
carryforward project exceeds the 
amount of the carryforward elected 
with respect to the project, then the 
portion of the issue that exceeds the 
carryforward shall be taken into ac-
count in determining whether the issue 
meets with the requirements of section 
103(n); if that portion of the issue does 
not meet the requirements of section 
103(n) then the entire issue is treated 
as consisting of obligations not de-
scribed in section 103(a). Carryforwards 
elected with respect to any project 
shall be used in the order of the cal-
endar years in which they arose. Thus, 
for example, if an issuing authority 
makes carryforward elections in 1986 
and 1988 for a carryforward project and 
issues private activity bonds for that 
project in 1989 and 1990, the obligations 
issued in 1989 will be applied to the 1986 
carryforward election to the extent 
thereof. 

Q–5: For what projects may a 
carryforward election be made? 

A–5: A carryforward election may be 
made for any project described in sec-
tion 103(b) (4) or (5), and for the purpose 
of issuing student loan bonds. Thus, for 
example, an issuing authority may 
elect to carry forward its unused pri-
vate activity bond limit in order to 
provide a sports facility described in 
section 103(b)(4)(B). In addition, a gov-
ernmental unit may elect to carry for-
ward its unused private activity bond 
limit in order to issue qualified schol-
arship funding bonds. An issuing au-
thority may not, however, elect to 
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carry forward its unused private activ-
ity bond limit in order to issue an ex-
empt small issue of industrial develop-
ment bonds under section 103(b)(6). 

(Secs. 103(n) and 7805 of the Internal Revenue 
Code of 1954 (98 Stat. 916, 26 U.S.C.103(n); 68A 
Stat. 917, 26 U.S.C. 7805); sec. 644(b) of the 
Tax Reform Act of 1984 (98 Stat. 940); secs. 
103(n) and 7805 of the Internal Revenue Code 
of 1954 (98 Stat. 915, 26 U.S.C. 103(n); 68A Stat. 
917, 26 U.S.C. 7805)) 

[T.D. 7981, 49 FR 39325, Oct. 5, 1984, as amend-
ed by T.D. 8001, 49 FR 50389, Dec. 28, 1984] 

§ 1.103(n)–5T Certification of no con-
sideration for allocation (tem-
porary). 

Q–1: Who must certify that there was 
no consideration for an allocation? 

A–1: Section 103(n)(12)(A) provides 
that, with respect to any private activ-
ity bond allocated any portion of the 
State ceiling, the private activity bond 
will not be described under section 
103(a) unless the public official, if any, 
responsible for such allocation (‘‘re-
sponsible public official’’) certifies 
under penalties of perjury that to the 
best of his knowledge the allocation of 
the State ceiling to that private activ-
ity bond was not made in consideration 
of any bribe, gift, gratuity, or direct or 
indirect contribution to any political 
campaign. With respect to any issue of 
private activity bonds, the responsible 
public official is the official or officer 
of the issuing authority that in fact is 
responsible for choosing which indi-
vidual projects will be allocated a por-
tion of the State ceiling. If a body of 
several individuals is responsible for 
such choices, any one member of such 
body qualifies as the responsible public 
official. 

Q–2: What is the penalty for willfully 
making an allocation in consideration 
of any bribe, gift, gratuity, or direct or 
indirect contribution to any political 
campaign? 

A–2: Section 103(n)(12)(B) provides 
that any person willfully making an al-
location of any portion of the State 
ceiling in consideration of any bribe, 
gift, gratuity, or direct or indirect con-
tribution to any political campaign 
will be subject to criminal penalty as 
though the allocation were a willful at-

tempt to evade tax imposed by the In-
ternal Revenue Code. 

(Secs. 103(n) and 7805 of the Internal Revenue 
Code of 1954 (98 Stat. 916, 26 U.S.C.103(n); 68A 
Stat. 917, 26 U.S.C. 7805)) 

[T.D. 7981, 49 FR 39326, Oct. 5, 1984] 

§ 1.103(n)–6T Determinations of popu-
lation (temporary). 

Q–1: What is the proper method for 
determining population? 

A–1: All determinations of population 
must be made with respect to any cal-
endar year on the basis of the most re-
cent census estimate (whether final or 
provisional) of the resident population 
of the State or other governmental 
unit published by the Bureau of the 
Census in the ‘‘Current Population Re-
ports’’ series before the beginning of 
the calendar year. 

However, determinations of the popu-
lation of a general purpose govern-
mental unit (other than a State, terri-
tory, or possession) within a State, ter-
ritory, or possession may not be based 
on estimates that do not contain esti-
mates for all of the general purpose 
governmental units within such State, 
territory, or possession. Thus, a county 
may not determine its population on 
the basis of a census estimate that does 
not provide an estimate of the popu-
lation of the other general purpose gov-
ernmental units within the State (e.g., 
cities, towns). If no census estimate is 
available for all such general purpose 
governmental units, the most recent 
decennial census of population may be 
relied on. 

Example: The following example illus-
trates the provisions of A–1 of this 
§ 1.103(n)–6T: 

Example. County Q is located within State 
R. There are no constitutional home rule cit-
ies in State R. State R has not adopted a for-
mula for allocating the State ceiling dif-
ferent from the formula provided in section 
103(n) (2) and (3). The geographical area with-
in the jurisdiction of County Q is not within 
the jurisdiction of any other governmental 
unit having jurisdiction over a smaller geo-
graphical area. As of December 31, 1984, the 
Bureau of the Census has published the fol-
lowing estimates of resident population: 
‘‘Current Population Reports; Series P–25: 
Population Estimates and Projections, Esti-
mates of the Population of States: July 1, 
1981–1983’’ and ‘‘Current Population Reports; 
Series P–26: Local Population Estimates: 
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Population of State R, Counties, Incor-
porated Places, and Minor Civil Divisions: 
July 1, 1981–1982.’’ The most recent popu-
lation estimate for State R available prior to 
1985 provides population estimates as of July 
1, 1983. The most recent population 
extimates for County Q available prior to 
1985 is the estimate for July 1, 1982. Assum-
ing that the State ceiling for State R for 1985 
is in excess of $200 million (i.e., $150 multi-
plied by the estimated population of State R 
as of July 1, 1983, exceeds $200 million), Coun-
ty Q may determine its private activity bond 
limit by using the following formula: 

P = $150 × .5 × W × Y / Z, where, 

P = County Q’s private activity bond limit, 
W = the July 1, 1983, population estimate for 

State R, 
Y = the July 1, 1982, population estimate for 

County Q, and 
Z = the July 1, 1982, population estimate for 

State R. 

If the State ceiling for State R is not in ex-
cess of $200 million, County Q may determine 
its private activity bond limit by using the 
following formula: 

P = $200,000,000 × .5 × Y / Z, where 
P, Y, and Z have the same meaning as above. 

(Secs. 103(n) and 7805 of the Internal Revenue 
Code of 1954 (98 Stat. 916, 26 U.S.C.103(n); 68A 
Stat. 917, 26 U.S.C. 7805)) 

[T.D. 7981, 49 FR 39326, Oct. 5, 1984] 

§ 1.103(n)–7T Election to allocate State 
ceiling to certain facilities for local 
furnishing of electricity (tem-
porary). 

(a) Election—(1) In general. The 
issuing authorities of the State of New 
York (‘‘New York’’) may elect to use in 
1984 up to one-half of the amount that 
would have been New York’s State ceil-
ing (as defined in section 103(n)(4) and 
A–1 of § 1.103(n)–3T) for calendar years 
1985, 1986, and 1987 for the purpose of 
issuing obligations to provide facilities 
for the local furnishing of electric en-
ergy described in section 644(a) of the 
Tax Reform Act of 1984 (the ‘‘Act’’). 
For purposes of this paragraph, New 
York’s State ceiling for calendar years 
1985, 1986, and 1987 is considered equal 
to the State ceiling for 1984 (without 
taking into account any increase in the 
State ceiling for 1984 as a result of an 
election under section 644(b) and this 
section). 

(2) Procedure. The election shall be 
made by filing the statement described 
in this paragraph (a)(2) with the Inter-

nal Revenue Service Center, Philadel-
phia, Pennsylvania, on or before De-
cember 31, 1984. The statement shall be 
titled ‘‘Allocation election under sec-
tion 644 of the Tax Reform Act of 1984,’’ 
shall be signed by the Governor of New 
York or his authorized representative, 
and shall contain the following infor-
mation: 

(i) The name, address, and TIN of the 
issuing authority (or authorities) that 
is expected to issue the obligations for 
the facilities described in section 644(a) 
of the Act pursuant to the election de-
scribed in section 644(b) of the Act and 
this section, and 

(ii) The amount of the State ceiling 
for each of calendar years 1985, 1986, 
and 1987 with respect to which the elec-
tion is made. 

(b) Effect of election—(1) In 1984. The 
amount of the State ceiling for cal-
endar years 1985, 1986, and 1987 with re-
spect to which the election is made will 
be considered part of New York’s State 
ceiling for calendar year 1984. For pur-
poses of section 644(b) of the Act, such 
amount will be considered used in 1984 
only to the extent that obligations are 
issued in 1984 to provide facilities for 
the local furnishing of electric energy 
described in section 644(a) of the Act, 
or to the extent that a proper election 
is made on or before December 31, 1984 
(and is not revoked or amended be-
tween the time it is made and the end 
of 1984) pursuant to section 103(n)(10) 
and § 1.103(n)–4T to carry forward all or 
part of such amount to provide such fa-
cilities during the carryforward period 
applicable to calendar year 1984 State 
ceiling. 

(2) In 1985, 1986, and 1987. An election 
under section 644(b) of the Act and this 
section to use in calendar year 1984 an 
amount of New York’s State ceiling for 
a subsequent calendar year reduces the 
State ceiling for such subsequent cal-
endar year by the amount with respect 
to which the election is made, whether 
or not such amount is considered used 
in 1984 pursuant to this paragraph (b). 
Thus, no obligations may be issued 
pursuant to the election described in 
section 644(b) of the Act and this sec-
tion to provide a facility other than 
the facilities for the furnishing of elec-
tric energy described in section 644(a) 
of the Act. 
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(3) Other effects. An election or the 
failure to make an election under sec-
tion 644(b) of the Act and this section 
shall not affect any otherwise applica-
ble rule that permits an issuing au-
thority, for any calendar year, to— 

(i) Allocate a portion of its private 
activity bond limit, 

(ii) Issue obligations within its pri-
vate activity bond limit, or 

(iii) Elect under section 103(n)(10) and 
§ 1.103(n)–4T to carry forward any por-
tion of its private activity bond limit, 

in order to issue obligations to provide 
a facility described in section 644(a) of 
the Act. 

(c) Revocation of election. An election 
made under section 644(b) of the Act 
and this section may not be revoked or 
amended. An insubstantial deviation 
from a specification contained in an 
election under section 644(b) of the Act 
and this section shall not prevent obli-
gations from being issued pursuant to 
such election. 

(Sec. 644(b) of the Tax Reform Act of 1984 (98 
Stat. 940); secs. 103(n) and 7805 of the Internal 
Revenue Code of 1954 (98 Stat. 915, 26 U.S.C. 
103(n); 68A Stat. 917, 26 U.S.C. 7805)) 

[T.D. 8001, 49 FR 50389, Dec. 28, 1984] 

§ 1.103A–2 Qualified mortgage bond. 

(a)–(j) [Reserved] 
(k) Information reporting requirement— 

(1) In general. An issue meets the re-
quirements of this paragraph only if 
the issuer in good faith attempted to 
meet the information reporting re-
quirements of this paragraph. Except 
as otherwise provided in paragraph 
(k)(5)(iv) of this section, the require-
ments of this paragraph apply to quali-
fied veterans’ mortgage bonds issued 
after July 18, 1984, and to qualified 
mortgage bonds issued after December 
31, 1984. With respect to bonds issued 
after December 31, 1986, see the regula-
tions under section 149(e). 

(2) Information required. (i) The issuer 
must, based on information and reason-
able expectations determined as of the 
date of issue, submit on Form 8038 the 
information required therein; the 
issuer need not however, include the 
information required by Form 8038 that 
is relevant only to obligations de-
scribed in section 103(l)(1) and the regu-

lations thereunder. The information 
that must be submitted includes— 

(A) The name, address, and employer 
identification number of the issuer, 

(B) The date of issue, 
(C) The face amount of each obliga-

tion which is part of the issue, 
(D) The total purchase price of the 

issue, 
(E) The amount allocated to a rea-

sonably required reserve or replace-
ment fund, 

(F) The amount of lendable proceeds, 
(G) The stated interest rate of each 

maturity, 
(H) The term of each maturity, 
(I) In the case of an issue of qualified 

mortgage bonds, whether the issuer has 
elected under § 6a.103A–2(i)(4)(v) to pay 
arbitrage to the United States, 

(J) In the case of an issue of qualified 
mortgage bonds, the issuer’s market 
limitation as of the date of issue (as de-
fined in § 6a.103A–2(g)), the amount of 
qualified mortgage bonds that the 
issuer has elected not to issue under 
section 25(c)(2) and the regulations 
thereunder, and the aggregate amount 
of qualified mortgage bonds issued to 
date by the issuer during the calendar 
year, and 

(K) In the case of an issue of qualified 
veterans’ mortgage bonds, the issuer’s 
State veterans limit (as defined in sec-
tion 103A(o)(3)(B) and the regulations 
thereunder) and the aggregate amount 
of qualified veterans’ mortgage bonds 
issued to date by the issuer during the 
calendar year and prior to the date of 
issue of the issue for which the Form 
8038 is being submitted. 

(ii) With respect to issues issued after 
December 31, 1984, the issuer must sub-
mit a report containing information on 
the borrowers of the original proceeds 
of such issues. The report must be filed 
for each reporting period in which the 
original proceeds of any of such issues 
are used to provide mortgages. The 
issuer is not responsible for false infor-
mation provided by a borrower if the 
issuer did not know or have reason to 
know that the information was false. 
The report must be filed on the form 
prescribed by the Internal Revenue 
Service. If no form is prescribed, or if 
the form prescribed is not readily 
available, the issuer may use its own 
form provided that such form is in the 
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format set forth in paragraph (k)(3) of 
this section and contains the informa-
tion required by this paragraph 
(k)(2)(ii). The report must be titled 
‘‘Qualified Mortgage Bond Information 
Report’’ or ‘‘Qualified Veterans’ Mort-
gage Bond Information Report’’, and 
must include the name, address, and 
TIN of the issuer, the reporting period 
for which the information is provided, 
and the following tables containing in-
formation concerning the borrowers of 
the original proceeds of the issues sub-
ject to the requirements of this para-
graph (k)(2)(ii) with respect to mort-
gages provided during the reporting pe-
riod for which the report is filed: 

(A) A table titled ‘‘Number of Mort-
gage Loans by Income and Acquisition 
Cost’’ showing the number of mortgage 
loans (other than those issued in con-
nection with qualified home improve-
ment and rehabilitation loans) made 
during the reporting period according 
to the annualized gross income of the 
borrowers (categorized in the following 
intervals of income: 

$0–$9,999 
$10,000–$19,999 
$20,000–$29,999 
$30,000–$39,999 
$40,000–$49,999 
$50,000–$74,999 
$75,000 or more) 

and according to the acquisition cost of 
each residence being financed (cat-
egorized in the following intervals of 
acquisition cost: 

$0–$19,999 
$20,000–$39,999 
$40,000–$59,999 
$60,000–$79,999 
$80,000–$99,999 
$100,000–$119,999 
$120,000–$149,999 
$150,000–$199,999 
$200,000 or more) 

For each interval of income and acqui-
sition cost the table must also be cat-
egorized according to the number of 
borrowers that— 

(1) Did not have a present ownership 
interest in a principal residence at any 
time during the 3-year period ending on 
the date the mortgage is executed (i.e., 
satisfied the 3-year requirement) and 
purchased residences in targeted areas, 

(2) Satisfied the 3-year requirement 
and purchased residences not located in 
targeted areas, 

(3) Did have a present ownership in-
terest in a principal residence at any 
time during the 3-year period ending on 
the date the mortgage is executed (i.e., 
did not satisfy the 3-year requirement) 
and purchased residences in targeted 
areas, and 

(4) Did not satisfy the 3-year require-
ment and purchased residences not lo-
cated in targeted areas. 
With respect to issues of qualified vet-
erans’ mortgage bonds, for each inter-
val of income and acquisition cost the 
table need only be categorized accord-
ing to the number of borrowers that 
satisfied the 3-year requirement and 
the number of borrowers that failed to 
satisfy the 3-year requirement. 

(B) A table titled ‘‘Volume of Mort-
gage Loans by Income and Acquisition 
Cost’’ showing the total principal 
amount of the mortgage loans (other 
than qualified home improvement and 
rehabilitation loans) provided during 
the reporting period according to 
annualized gross income (categorized 
in the same intervals of income as the 
preceding table) and according to the 
acquisition cost of the residences ac-
quired (categorized in the same acqui-
sition cost intervals as the preceding 
table). For each interval of income and 
acquisition cost the table must also be 
categorized according to the total prin-
cipal amount of the mortgage loans of 
borrowers that— 

(1) Satisfied the 3-year requirement 
and purchased residences in targeted 
areas, 

(2) Satisfied the 3-year requirement 
and purchased residences not located in 
targeted areas, 

(3) Did not satisfy the 3-year require-
ment and purchased residences in tar-
geted areas, and 

(4) Did not satisfy the 3-year require-
ment and purchased residences not lo-
cated in targeted areas. 
With respect to issues of qualified 
verterans’ mortgage bonds, for each in-
terval of income and acquisition cost 
the table need only be categorized ac-
cording to the total principal amount 
of the mortgage loans of borrowers 
that satisified the 3-year requirement 
and the total principal amount of the 
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mortgage loans of borrowers that did 
not satisfy the 3-year requirement. 

(C) For issues other than qualified 
veterans’ mortgage bonds, a table ti-
tled ‘‘Mortgage Subsidy Bonds for 
Qualified Home Improvement and Re-
habilitation Loans’’ showing the num-
ber of borrowers obtaining qualified 
home improvement loans and qualified 
rehabilitation loans and the total of 
the principal amounts of such loans; 
the information contained in the table 
must also be categorized according to 
whether the residences with respect to 
which the loans were provided are lo-
cated in targeted areas. 

(3) Format. (i) With respect to the re-
port required by paragraph (k)(2)(ii) of 
this section, if no form is prescribed by 
the Internal Revenue Service, or if the 
prescribed form is not readily avail-
able, the issuer must submit the report 
in the format specified in this para-
graph (k)(3). 

(ii) With respect to issues of qualified 
mortgage bonds, the format of the re-
port specified in this paragraph (k)(3) 
is the following: 

QUALIFIED MORTGAGE BOND INFORMATION 
REPORT 

Name of issuer: 
Address of issuer: 
TIN of issuer: 
Reporting period: 

NUMBER OF MORTGAGE LOANS BY INCOME AND 
ACQUISITION COST 

3-year re-
quirement: 
Annualized 

gross 
monthly in-

come of 
borrowers 

Satisfied Not Satisfied 

Totals Nontar-
geted 
area 

Tar-
geted 
area 

Nontar-
geted 
area 

Tar-
geted 
area 

$0 to 
$9,999.

$10,000 to 
$19,999.

$20,000 to 
$29,999.

$30,000 to 
$39,999.

$40,000 to 
$49,999.

$50,000 to 
$74,999.

$75,000 or 
more.

Total.
Acquisition 

Cost 
$0 to 

$19,999.

NUMBER OF MORTGAGE LOANS BY INCOME AND 
ACQUISITION COST—Continued 

3-year re-
quirement: 
Annualized 

gross 
monthly in-

come of 
borrowers 

Satisfied Not Satisfied 

Totals Nontar-
geted 
area 

Tar-
geted 
area 

Nontar-
geted 
area 

Tar-
geted 
area 

$20,000 to 
$39,999.

$40,000 to 
$59,999.

$60,000 to 
$79,999.

$80,000 to 
$99,999.

$100,000 to 
$119,999.

$120,000 to 
$149,999.

$150,000 to 
$199,999.

$200,000 or 
more.

Total.

VOLUME OF MORTGAGE LOANS BY INCOME AND 
ACQUISITION COST 

3-year re-
quirement: 
Annualized 

gross 
monthly in-

come of 
borrowers 

Satisfied Not Satisfied 

Totals Nontar-
geted 
area 

Tar-
geted 
area 

Nontar-
geted 
area 

Tar-
geted 
area 

$0 to 
$9,999.

$10,000 to 
$19,999.

$20,000 to 
$29,999.

$30,000 to 
$39,999.

$40,000 to 
$49,999.

$50,000 to 
$74,999.

$75,000 or 
more.

Total.
Acquisition 

Cost 
$0 to 

$19,999.
$20,000 to 

$39,999.
$40,000 to 

$59,999.
$60,000 to 

$79,999.
$80,000 to 

$99,999.
$100,000 to 

$119,999.
$120,000 to 

$149,999.
$150,000 to 

$199,999.
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VOLUME OF MORTGAGE LOANS BY INCOME AND 
ACQUISITION COST—Continued 

3-year re-
quirement: 
Annualized 

gross 
monthly in-

come of 
borrowers 

Satisfied Not Satisfied 

Totals Nontar-
geted 
area 

Tar-
geted 
area 

Nontar-
geted 
area 

Tar-
geted 
area 

$200,000 or 
more.

Total.

MORTGAGE SUBSIDY BONDS FOR QUALIFIED 
HOME IMPROVEMENT AND REHABILITATION 
LOANS 

Nontar-
geted 
area 

Tar-
geted 
area 

Totals 

Number of qualified home im-
provement loans.

Volume of qualified home im-
provement loans.

Number of qualified rehabilita-
tion loans.

Volume of qualified rehabilita-
tion loans.

(iii) The format of the report speci-
fied in this paragraph (k)(3) for quali-
fied veterans’ mortgage bonds is the 
following: 

QUALIFIED VETERANS’ MORTGAGE BOND 
INFORMATION REPORT 

Name of issuer: 
Address of issuer: 
TIN of issuer: 
Reporting period: 

NUMBER OF MORTGAGE LOANS BY INCOME AND 
ACQUISITION COST 

3-year requirement: 
annualized gross month-
ly income of borrowers 

Satisfied Not satis-
fied Totals 

$0 to $9,999.
$10,000 to $19,999.
$20,000 to $29,999.
$30,000 to $39,999.
$40,000 to $49,999.
$50,000 to $74,999.
$75,000 or more.

Total.
Acquistion Cost 

$0 to $19,999.
$20,000 to $39,999.
$40,000 to $59,999.
$60,000 to $79,999.
$80,000 to $99,999.
$100,000 to $119,999.
$120,000 to $149,999.
$150,000 to $199,999.
$200,000 or more.

Total.

NUMBER OF MORTGAGE LOANS BY INCOME AND 
ACQUISITION COST 

3-year requirement: 
annualized gross month-
ly income of borrowers 

Satisfied Not satis-
fied Totals 

$0 to $9,999.
$10,000 to $19,999.
$20,000 to $29,999.
$30,000 to $39,999.
$40,000 to $49,999.
$50,000 to $74,999.
$75,000 or more.

Total.
Acquistion Cost 

$0 to $19,999.
$20,000 to $39,999.
$40,000 to $59,999.
$60,000 to $79,999.
$80,000 to $99,999.
$100,000 to $119,999.
$120,000 to $149,999.
$150,000 to $199,999.
$200,000 or more.

Total.

(4) Definitions and special rules. (i) For 
purposes of this paragraph the term 
‘‘annualized gross income’’ means the 
borrower’s gross monthly income 
muliplied by 12. Gross monthly income 
is the sum of monthly gross pay, any 
additional income from investments, 
pensions, Veterans Administration 
(VA) compensation, part-time employ-
ment, bonuses, dividends, interest, cur-
rent overtime pay, net rental income, 
etc., and other income (such as ali-
mony and child support, if the bor-
rower has chosen to disclose such in-
come). Information with respect to 
gross monthly income may be obtained 
from available loan documents, e.g., 
the sum of lines 23D and 23E on the Ap-
plication for VA or FmHA Home Loan 
Guaranty or for HUD/FHA Insured 
Mortgage (VA Form 26–1802a, HUD 
92900, Jan. 1982), or the total line from 
the Gross Monthly Income section of 
FHLMC Residential Loan Application 
form (FHLMC 65 Rev. 8/78). With re-
spect to obligations issued prior to Oc-
tober 1, 1985, issuers may submit data 
based on annualized gross income or, 
instead, based on the adjusted income 
(as defined in § 1.167(k)–3(b)(3)) of the 
mortgagor’s family for the previous 
calendar year. If data is submitted 
based on adjusted income, the issuer 
must note this fact in the report. 

(ii) For purposes of this paragraph, 
the term ‘‘reporting period’’ means the 
following periods: 
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(A) The period beginning January 1, 
1985, and ending on September 30, 1985, 

(B) The period beginning on October 
1, 1985, and ending on June 30, 1986, and 

(C) After June 30, 1986, each 1-year 
period beginning July 1 and ending 
June 30. 

(iii) See the regulations under sec-
tion 103(l) for the definitions of the 
terms ‘‘date of issue’’, ‘‘maturity’’, and 
‘‘term of issue’’. 

(iv) For purposes of this paragraph, 
verification of information concernig a 
borrower’s gross monthly income with 
other available information concerning 
the borrower’s income (e.g., Federal in-
come tax returns) is not required. In 
determining whether a borrower ac-
quiring a residence in a targeted area 
satisfies the 3-year requirement, the 
issuer may rely on a statement signed 
by the borrower. 

(5) Time for filing. (i) The report re-
quired by paragraph (k)(2)(i) of this 
section shall be filed not later than the 
15th day of the second calendar month 
after the close of the calendar quarter 
in which the obligation is issued. The 
statement may be filed at any time be-
fore such date but must be complete 
based on facts and reasonable expecta-
tions as of the date of issue. The state-
ment need not be amended to report in-
formation learned subsequent to the 
date of issue or to reflect changed cir-
cumstances with respect to the issuer. 

(ii) The report required by paragraph 
(k)(2)(ii) of this section (relating to use 
of proceeds) shall be filed not later 
than the 15th day of the second cal-
endar month after the close of the re-
porting period, except that the report 
for the reporting period ending Sep-
tember 30, 1985, is due not later than 
February 15, 1986. The report may be 
filed at any time before such date but 
must be complete based on facts and 
reasonable expectations as of the date 
the report is filed. The report need not 
be amended to reflect information 
learned subsequent to the date the re-
port is filed or to reflect changed cir-
cumstances with respect to any bor-
rower. 

(iii) The Commissioner may grant an 
extension of time for the filing of a re-
port required by paragraph (k)(2) (i) or 
(ii) of this section if there is reasonable 

cause for the failure to file such report 
in a timely fashion. 

(iv) An issue of qualified veterans’ 
mortgage bonds issued after July 18, 
1984, and prior to January 1, 1985, will 
be treated as satisfying the informa-
tion reporting requirement of this 
paragraph if a Form 8038 with respect 
to the issue is properly filed not later 
than February 15, 1985; the report de-
scribed in paragraph (k)(2)(ii) of this 
section need not be filed with respect 
to such issues. 

(6) Place for filing. The reports re-
quired by paragraph (k)(2) (i) and (ii) of 
this section are to be filed at the Inter-
nal Revenue Service Center, Philadel-
phia, Pennsylvania 19255. 

(l) Policy statement—(1) In general. (i) 
For obligations issued after December 
31, 1984, an issue meets the require-
ments of this paragraph only if the ap-
plicable elected representative of the 
governmental unit which is the issuer 
(or on behalf of which the issuing au-
thority is empowered to issue qualified 
mortgage bonds) has published (after a 
public hearing following reasonable 
public notice) the report described in 
paragraph (l)(3) of this section by the 
last day of the year preceding the year 
in which such issue is issued and a copy 
of such report has been submitted to 
the Commissioner on or before such 
last day. The Commissioner may grant 
an extension of time for publishing and 
filing the report if there is reasonable 
cause for the failure to publish or file 
such report in a timely fashion. The re-
quirements of this paragraph will be 
treated as met if the issuer in good 
faith attempted to meet the policy 
statement requirements of this para-
graph. 

(ii) With respect to reports required 
by paragraph (l)(1)(i) of this section to 
be published and submitted to the 
Commissioner not later than December 
31, 1984, the Commissioner has deter-
mined that there is reasonable cause 
for the failure to publish or file such 
reports in a timely fashion; such a re-
port will be considered published and 
filed in a timely fashion if, not later 
than March 11, 1985, the report is pub-
lished (after a public hearing following 
reasonable public notice) and a copy is 
submitted to the Commissioner. In ad-
dition, any report submitted not later 
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than December 31, 1984, with respect to 
which an issuer in good faith at-
tempted to satisfy the requirements of 
section 103A(j)(5) shall be treated as 
substantially satisfying the require-
ments of this paragraph. For example, 
with respect to a report submitted not 
later than December 31, 1984, an issuer 
shall not be treated as failing to satisfy 
the requirements of section 103A(j)(5) 
based on the fact that (A) the notice of 
public hearing failed to state the man-
ner in which affected residents may ob-
tain copies of the proposed report prior 
to the hearing, or (B) the proposed re-
port was not available prior to or at 
the public hearing. With respect to re-
ports required to be published and sub-
mitted to the Commissioner not later 
than December 31, 1986, the Commis-
sioner has determined that there is a 
reasonable cause for the failure to pub-
lish and file such reports in a timely 
fashion; such reports will be considered 
published and filed in a timely fashion 
if, not later than December 31, 1987, the 
report is published (after having a pub-
lic hearing following reasonable public 
notice) and a copy is submitted to the 
Commissioner. 

(2) Definitions and special rules. (i) In 
the case of an issuer that issues quali-
fied mortgage bonds on behalf of one or 
more governmental units, a single re-
port may be filed provided that such 
report is signed (A) by the applicable 
elected representative of each govern-
mental unit on whose behalf obliga-
tions have been issued during any pre-
ceding calendar year or (B) by the Gov-
ernor of the State in which the issuer 
is located. 

(ii) See notice 103(k)(2)(E) and the 
regulations thereunder for the defini-
tion of the term ‘‘applicable elected 
representative’’. 

(iii) In the case of qualified mortgage 
bonds issued by, or on behalf of, a gov-
ernmental unit that did not reasonably 
expect during the preceding calendar 
year to issue (or have issued on its be-
half by any other issuer) qualified 
mortgage bonds during the current cal-
endar year, the requirements of this 
paragraph will be treated as met if the 
applicable governmental unit which is 
the issuer (or on behalf of which the 
issuing authority is empowered to 
issue qualified mortgage bonds) has 

published (after a public hearing fol-
lowing reasonable public notice) the re-
port described in paragraph (l)(3) of 
this section prior to the issuance of 
any qualified mortgage bonds and a 
copy of such report has been submitted 
to the Commissioner prior to such 
issuance. 

(iv) For purposes of this paragraph a 
report will be considered to be ‘‘pub-
lished’’ when the applicable elected 
representative of the governmental 
unit has made copies of the report 
available for distribution to the public. 
Reasonable public notice of the manner 
in which copies of the report may be 
obtained must be provided; such notice 
may be included as part of the public 
notice required by paragraph (l)(4) of 
this section. 

(3) Report. (i) A report is described in 
this paragraph (l)(3) if it contains the 
issuer’s name, TIN, and the title ‘‘Pol-
icy Report Under Section 103A’’ stated 
on the cover page of the report and if it 
includes— 

(A) A statement of the policies of the 
issuer with respect to housing, develop-
ment, and low-income housing assist-
ance which such issuer is to follow in 
issuing qualified mortgage bonds and 
mortgage credit certificates, and 

(B) An assessment of the compliance 
of such issuer during the 1-year period 
preceding the date of the report with— 

(1) The statement of policy on quali-
fied mortgage bonds and mortgage 
credit certificates that was set forth in 
the previous report, if any, of the 
issuer, and 

(2) The intent of Congress that State 
and local governments are expected to 
use their authority to issue qualified 
mortgage bonds and mortgage credit 
certificates to the greatest extent fea-
sible (taking into account prevailing 
interest rates and conditions in the 
housing market) to assist lower income 
families to afford home ownership be-
fore assisting higher income families. 

(ii) For example, a report described 
in this paragraph (l)(3) may (but is not 
required to) contain— 

(A) A specific statement of the poli-
cies with respect to housing, develop-
ment, and low-income housing assist-
ance which the issuer is to follow in 
issuing qualified mortgage bonds and 
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mortgage credit certificates, including, 
for example, a statement as to— 

(1) With respect to housing policies, 
(i) whether the proceeds will be used to 
provide financing for the acquisition of 
residences, to provide qualified home 
improvement loans, or to provide 
qualified rehabilitation loans; (ii) 
whether all or a portion of the proceeds 
will be targeted to new, existing, or 
any other particular class or type of 
housing; (iii) how the existence of a 
need or absence of a need for such tar-
geting has been determined; (iv) the 
method by which the proceeds will be 
targeted; (v) any other pertinent infor-
mation relating to the issuer’s housing 
policies; and (vi) how the housing poli-
cies relate to the issuer’s development 
and low-income housing assistance 
policies; 

(2) With respect to development poli-
cies, (i) whether all or a portion of the 
proceeds will be targeted to specific 
areas (including targeted areas as de-
scribed in § 6a.103A–2(b)(3)); (ii) a de-
scription of the areas to which the pro-
ceeds will be targeted; (iii) the reasons 
for selecting such areas; (iv) whether 
proceeds targeted to each area are to 
be used to finance redevelopment of ex-
isting housing or new construction; (v) 
any other pertinent information relat-
ing to the issuer’s development poli-
cies; and (vi) how the development poli-
cies relate to the issuer’s low-income 
housing assistance policies; and 

(3) With respect to low-income hous-
ing assistance policies, (i) whether all 
or a portion of the proceeds will be tar-
geted to low-income (i.e., 80 percent of 
median income), moderate-income (i.e., 
100 percent of median income), or any 
other class of borrowers; (ii) the meth-
od by which the proceeds will be tar-
geted to such borrowers; and (iii) any 
other pertinent information relating to 
the issuer’s low-income housing assist-
ance policies; 

(B) An assessment of the compliance 
of the governmental unit or issuing au-
thority during the twelve-month period 
ending with the date of the report with 
the statement of housing, development, 
and low-income housing assistance 
policies with respect to qualified mort-
gage bonds and mortgage credit certifi-
cates that were set forth in the report, 
if any, published in the preceding year 

with respect to such governmental 
unit, including, for example, a state-
ment as to whether the governmental 
unit or issuing authority successfully 
implemented its policies and, if not, an 
analysis of the reasons for such failure; 
and 

(C) An assessment of the compliance 
of the governmental unit or issuing au-
thority during the twelve-month period 
ending with the date of the report with 
the intent of Congress that State and 
local governments are expected to use 
their authority to issue qualified mort-
gage bonds and mortgage credit certifi-
cates to the greatest extent feasible 
(taking into account prevailing inter-
est rates and conditions in the housing 
market) to assist lower income fami-
lies to afford home ownership before 
assisting higher income families, in-
cluding, for example, a description of 
(1) the method used by the govern-
mental unit or issuing authority to dis-
tribute proceeds, (2) whether and how 
that method enabled the governmental 
unit or issuing authority to assist 
lower income families before higher in-
come families, and (3) any income lev-
els that have been defined and used by 
the governmental unit or issuing au-
thority in connection with distribution 
of the proceeds (no specific definition 
of lower income and higher income is 
imposed on governmental units or 
issuing authorities). 

(iii) For purposes of the assessments 
of compliance required by paragraph 
(l)(3)(i)(B) of this section to be included 
in the report, the ‘‘date of the report’’ 
means June 30. For purposes of the re-
port required to be filed prior to Janu-
ary 1, 1986, an issuer need not perform 
these assessments of compliance with 
respect to any period prior to January 
1, 1985. 

(iv) An issuer that fails to establish 
policies with respect to the criteria 
provided in paragraph (l)(3)(i) of this 
section will not be treated as failing to 
satisfy the requirements of this para-
graph. Thus, for example, an issuer 
may state in its report that none of the 
proceeds of the issue will be targeted to 
specific areas. Similarly, an issuer that 
fails to successfully implement its poli-
cies will not be treated as failing to 
satisfy the requirements of this para-
graph. 
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(4) Public hearing. The public hearing 
required by paragraph (l)(1) of this sec-
tion means a forum providing a reason-
able opportunity for interested individ-
uals to express their views, both orally 
and in writing, on the report that the 
applicable representative proposes to 
publish to satisfy the requirements of 
this paragraph (l). A public hearing 
held prior to January 1, 1985, will not 
fail to satisfy the requirements of this 
paragraph (l)(4) merely because the 
proposed policy statement was not 
available prior to the public hearing. In 
general, a governmental unit may se-
lect its own procedure for the hearing, 
provided that interested individuals 
have a reasonable opportunity to ex-
press their views. Thus, it may impose 
reasonable requirements on persons 
who wish to participate in the hearing, 
such as a requirement that persons de-
siring to speak at the hearing so re-
quest in writing at least 24 hours be-
fore the hearing or that they limit 
their oral remarks to 10 minutes. For 
purposes of this public hearing require-
ment, it is not necessary that the ap-
plicable elected representative who 
will publish the report be present at 
the hearing, that a report on the hear-
ing be submitted to that official, or 
that State administrative procedural 
requirements for public hearings in 
general be observed. However, compli-
ance with such State procedural re-
quirements (except those at variance 
with a specific requirement set forth in 
this paragraph) will generally assure 
that the hearing satisfies the require-
ments of this paragraph. The hearing 
may be conducted by any individual 
appointed or employed to perform such 
function by the governmental unit, its 
agencies, or by the issuer. Thus, for ex-
ample, for a report to be issued by an 
issuing authority that acts on behalf of 
a county, the hearing may be con-
ducted by the issuing authority, the 
county, or an appointee or employee of 
either. 

(5) Reasonable public notice. (i) The 
reasonable public notice required by 
paragraph (l)(1) of this section means 
published notice which is reasonably 
designed to inform residents of the geo-
graphical area within the jurisdiction 
of the governmental unit that will pub-
lish the report. The notice must state 

the time and place for the hearing and 
contain the information required by 
paragraph (l)(5)(ii) of this section. No-
tice is presumed reasonable if pub-
lished no fewer than 14 days before the 
hearing. Notice is presumed reasonably 
designed to inform affected residents 
only if published in one or more news-
papers of general circulation available 
to residents of that locality or if an-
nounced by radio or televison broad-
cast to those residents. 

(ii) The notice of hearing described in 
this paragraph (l)(5) must state— 

(A) The time and place for the hear-
ing, 

(B) Any applicable limitations re-
garding participation in the hearing, 

(C) With respect to any notice of 
hearing published after December 31, 
1984, the manner in which affected resi-
dents may obtain copies of the pro-
posed report prior to the hearing, and 

(D) With respect to any notice of 
hearing published after December 31, 
1984, that the hearing will involve the 
issuer’s policies with respect to hous-
ing, development, and low-income 
housing assistance which the issuer is 
to follow in issuing qualified mortgage 
bonds and mortgage credit certificates. 

(6) Procedure for public hearings of 
multiple jurisdiction issuers. In the case 
of an issuer that issues qualified mort-
gage bonds on behalf of two or more 
governmental units (‘‘multiple juris-
diction issuer’’), each governmental 
unit on whose behalf the issuer reason-
ably expects to issue qualified mort-
gage bonds during the succeeding cal-
endar year must hold a public hearing 
following reasonable public notice 
prior to the publication of the report 
required by this paragraph. A multiple 
jurisdiction issuer may hold a com-
bined hearing as long as the combined 
hearing is a joint undertaking that 
provides all residents of the partici-
pating governmental units (i.e., each 
governmental unit on whose behalf 
qualified mortgage bonds were issued 
by the authority and each govern-
mental unit on whose behalf the au-
thority reasonably expects to issue 
qualified mortgage bonds during the 
succeeding calendar year) a reasonable 
opportunity to be heard. The location 
of any combined hearing is presumed 
to provide a reasonable opportunity for 
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all affected residents to be heard if it is 
no farther than 100 miles from the seat 
of government of each participating 
governmental unit beyond whose geo-
graphic jurisdiction the hearing is con-
ducted. 

(7) Place for filing. The report is to be 
filed with the Internal Revenue Service 
Center, Philadelphia, Pennsylvania 
19255. 

(m) State certification requirements—(1) 
In general. An issue meets the require-
ments of this paragraph only if the 
issuer in good faith attempted to meet 
the State certification requirements of 
this paragraph. The requirements of 
this paragraph apply to obligations 
issued after December 31, 1984; see sec-
tion 149(e) and the regulations there-
under with respect to obligations 
issued after December 31, 1986. 

(2) Certification. (i) An issue satisfied 
the requirements of section 103A(j)(4) 
and this paragraph (m)(2) only if the 
State official designated by law (or, if 
there is no State official, the Governor) 
certifies on or before the later of the 
date of issue or October 3, 1985, fol-
lowing a request for such certification 
by the issuer, that, as of the date the 
certification is executed, the issue 
meets the requirements of section 
103A(g) and the regulations thereunder 
(relating to volume limitation). In the 
case of any constitutional home rule 
city, the certification shall be made by 
the chief executive officer of the city. 
To the extent consistent with State 
and local law, the Governor (or the 
chief executive officer of any constitu-
tional home rule city) may delegate 
the responsibility to execute the cer-
tification required by this paragraph. 

(ii) The certifying official need not 
perform an independent investigation 
in order to determine whether the issue 
meets the requirements of section 
103A(g). In determining the aggregate 
amount of qualified mortgage bonds 
previously issued by an issuer during a 
calendar year, the certifying official 
may rely on copies of the reports sub-
mitted, to date, by the issuer pursuant 
to section 103A(j)(3) for other issues of 
qualified mortgage bonds issued during 
that year and copies of any elections 
previously made pursuant to section 
25(c)(2) not to issue qualified mortgage 
bonds, together with an affidavit exe-

cuted by an officer of the issuer respon-
sible for issuing the bonds stating that 
the issuer has not, to date during the 
calendar year, issued any other quali-
fied mortgage bonds, the amount, if 
any, of the issuer’s market limitation 
that it has, to date during the calendar 
year, surrendered to other issuing au-
thorities, and that it has not, to date 
during the calendar year, made any 
other elections not to issue qualified 
mortgage bonds. If, based on such in-
formation, the certifying official deter-
mines that, as of the date the certifi-
cation is executed, the issue will not 
exceed the issuer’s market limitation 
for the year, the official may certify 
that the issue meets the requirements 
of section 103A(g). 

(3) Special rule. If 15 days elapse after 
the issuer files a proper request for the 
certification described in paragraph 
(m)(2) of this section and the issuer has 
not received from the State official 
designated by law (or, if there is no 
State official, the Governor) certifi-
cation that the issue meets the re-
quirements of section 103A(g) and 
§ 6a.103A–2(g) or, in the alternative, a 
statement that the issue does not meet 
such requirements, the issuer may, in-
stead, submit an affidavit executed by 
an officer of the issuer responsible for 
issuing the bonds stating that— 

(i) The issue meets the requirements 
of section 103(A)(g) and § 6a.103A–2(g), 

(ii) At least 15 days before the execu-
tion of the affidavit the issuer filed a 
proper request for the certification de-
scribed in paragraph (m)(2) of this sec-
tion, and 

(iii) The State official designated by 
law (or, if there is no State official, the 
Governor) has not provided the certifi-
cation described in paragraph (m)(2) of 
this section. 
In the case of obligations issued prior 
to October 4, 1985 the preceding sen-
tence shall be applied by substituting 
‘‘30 days’’ for ‘‘15 days’’. For purposes 
of this paragraph, a request for certifi-
cation is proper if the request includes 
the reports and affidavits described in 
paragraph (m)(2)(ii) of this section. 

(4) Filing. The certification (or affi-
davit) required by this paragraph shall 
be filed with the Internal Revenue 
Service Center, Philadelphia, PA 19255. 
The certification (or affidavit) shall be 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00443 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



432 

26 CFR Ch. I (4–1–15 Edition) § 1.104–1 

submitted with the Form 8038 required 
to be filed by section 103A(j)(3) and 
paragraph (k) of this § 1.103A–2. The 
Commissioner may grant an extension 
of time for filing the certification (or 
affidavit) if there is a reasonable cause 
for the failure to file such statement in 
a timely fashion. 

(5) Effect of certification. The fact that 
an issuer obtains the certification (or 
affidavit) described in this paragraph 
does not ensure that the requirements 
of paragraph (g) of § 6a.103A–2 are met. 
Obligations that do not meet the re-
quirements of paragraph (g) of 
§ 6a.103A–2 are not described in section 
103(a). 

[T.D. 8049, 50 FR 35542, Sept. 3, 1985, as 
amended by T.D. 8129, 52 FR 7410, Mar. 11, 
1987] 

§ 1.104–1 Compensation for injuries or 
sickness. 

(a) In general. Section 104(a) provides 
an exclusion from gross income with 
respect to certain amounts described in 
paragraphs (b), (c), (d) and (e) of this 
section, which are received for personal 
injuries or sickness, except to the ex-
tent that such amounts are attrib-
utable to (but not in excess of) deduc-
tions allowed under section 213 (relat-
ing to medical, etc., expenses) for any 
prior taxable year. See section 213 and 
the regulations thereunder. 

(b) Amounts received under workmen’s 
compensation acts. Section 104(a)(1) ex-
cludes from gross income amounts 
which are received by an employee 
under a workmen’s compensation act 
(such as the Longshoremen’s and Har-
bor Workers’ Compensation Act, 33 
U.S.C., c. 18), or under a statute in the 
nature of a workmen’s compensation 
act which provides compensation to 
employees for personal injuries or sick-
ness incurred in the course of employ-
ment. Section 104(a)(1) also applies to 
compensation which is paid under a 
workmen’s compensation act to the 
survivor or survivors of a deceased em-
ployee. However, section 104(a)(1) does 
not apply to a retirement pension or 
annuity to the extent that it is deter-
mined by reference to the employee’s 
age or length of service, or the employ-
ee’s prior contributions, even though 
the employee’s retirement is occa-
sioned by an occupational injury or 

sickness. Section 104(a)(1) also does not 
apply to amounts which are received as 
compensation for a nonoccupational 
injury or sickness nor to amounts re-
ceived as compensation for an occupa-
tional injury or sickness to the extent 
that they are in excess of the amount 
provided in the applicable workmen’s 
compensation act or acts. See, how-
ever, §§ 1.105–1 through 1.105–5 for rules 
relating to exclusion of such amounts 
from gross income. 

(c) Damages received on account of per-
sonal physical injuries or physical sick-
ness—(1) In general. Section 104(a)(2) ex-
cludes from gross income the amount 
of any damages (other than punitive 
damages) received (whether by suit or 
agreement and whether as lump sums 
or as periodic payments) on account of 
personal physical injuries or physical 
sickness. Emotional distress is not con-
sidered a physical injury or physical 
sickness. However, damages for emo-
tional distress attributable to a phys-
ical injury or physical sickness are ex-
cluded from income under section 
104(a)(2). Section 104(a)(2) also excludes 
damages not in excess of the amount 
paid for medical care (described in sec-
tion 213(d)(1)(A) or (B)) for emotional 
distress. For purposes of this paragraph 
(c), the term damages means an amount 
received (other than workers’ com-
pensation) through prosecution of a 
legal suit or action, or through a set-
tlement agreement entered into in lieu 
of prosecution. 

(2) Cause of action and remedies. The 
section 104(a)(2) exclusion may apply to 
damages recovered for a personal phys-
ical injury or physical sickness under a 
statute, even if that statute does not 
provide for a broad range of remedies. 
The injury need not be defined as a tort 
under state or common law. 

(3) Effective/applicability date. This 
paragraph (c) applies to damages paid 
pursuant to a written binding agree-
ment, court decree, or mediation award 
entered into or issued after September 
13, 1995, and received after January 23, 
2012. Taxpayers also may apply these 
final regulations to damages paid pur-
suant to a written binding agreement, 
court decree, or mediation award en-
tered into or issued after September 13, 
1995, and received after August 20, 1996. 
If applying these final regulations to 
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damages received after August 20, 1996, 
results in an overpayment of tax, the 
taxpayer may file a claim for refund 
before the period of limitations under 
section 6511 expires. To qualify for a re-
fund of tax on damages paid after Au-
gust 20, 1996, under a written binding 
agreement, court decree, or mediation 
award entered into or issued after Sep-
tember 13, 1995, a taxpayer must meet 
the requirements of section 1605 of the 
Small Business Job Protection Act of 
1996, Public Law 104–188 (110 Stat. 1838). 

(d) Accident or health insurance. Sec-
tion 104(a)(3) excludes from gross in-
come amounts received through acci-
dent or health insurance for personal 
injuries or sickness (other than 
amounts received by an employee, to 
the extent that such amounts (1) are 
attributable to contributions of the 
employer which were not includible in 
the gross income of the employee, or 
(2) are paid by the employer). Similar 
treatment is also accorded to amounts 
received under accident or health plans 
and amounts received from sickness or 
disability funds. See section 105(e) and 
§ 1.105–5. If, therefore, an individual 
purchases a policy accident or health 
insurance out of his own funds, 
amounts received thereunder for per-
sonal injuries or sickness are exclud-
able from his gross income under sec-
tion 104(a)(3). See, however, section 213 
and the regulations thereunder as to 
the inclusion in gross income of 
amounts attributable to deductions al-
lowed under section 213 for any prior 
taxable year. Section 104(a)(3) also ap-
plies to amounts received by an em-
ployee for personal injuries or sickness 
from a fund which is maintained exclu-
sively by employee contributions. Con-
versely, if an employer is either the 
sole contributor to such a fund, or is 
the sole purchaser of a policy of acci-
dent or health insurance for his em-
ployees (on either a group or individual 
basis), the exclusion provided under 
section 104(a)(3) does not apply to any 
amounts received by his employees 
through such fund or insurance. If the 
employer and his employees contribute 
to a fund or purchase insurance which 
pays accident or health benefits to em-
ployees, section 104(a)(3) does not apply 
to amounts received thereunder by em-
ployees to the extent that such 

amounts are attributable to the em-
ployer’s contributions. See § 1.105–1 for 
rules relating to the determination of 
the amount attributable to employer 
contributions. Although amounts paid 
by or on behalf of an employer to an 
employee for personal injuries or sick-
ness are not excludable from the em-
ployee’s gross income under section 
104(a)(3), they may be excludable there-
from under section 105. See §§ 1.105–1 
through 1.105–5, inclusive. For treat-
ment of accident or health benefits 
paid to or on behalf of a self- employed 
individual by a trust described in sec-
tion 401(a) which is exempt under sec-
tion 501(a) or under a plan described in 
section 403(a), see paragraph (g) of 
§ 1.72–15. 

(e) Amounts received as pensions, etc., 
for certain personal injuries or sickness. 
(1) Section 104(a)(4) excludes from gross 
income amounts which are received as 
a pension, annuity, or similar allow-
ance for personal injuries or sickness 
resulting from active service in the 
armed forces of any country, or in the 
Coast and Geodetic Survey, or the Pub-
lic Health Service. For purposes of this 
section, that part of the retired pay of 
a member of an armed force, computed 
under formula No. 1 or 2 of 10 U.S.C. 
1401, or under 10 U.S.C. 1402(d), on the 
basis of years of service, which exceeds 
the retired pay that he would receive if 
it were computed on the basis of per-
centage of disability is not considered 
as a pension, annuity, or similar allow-
ance for personal injury or sickness, re-
sulting from active service in the 
armed forces of any country, or in the 
Coast and Geodetic Survey, or the Pub-
lic Health Service (see 10 U.S.C. 1403 
(formerly 37 U.S.C. 272(h), section 
402(h) of the Career Compensation Act 
of 1949)). See paragraph (a)(3)(i)(a) of 
§ 1.105–4 for the treatment of retired 
pay in excess of the part computed on 
the basis of percentage of disability as 
amounts received through a wage con-
tinuation plan. For the rules relating 
to certain reduced uniformed services 
retirement pay, see paragraph (c)(2) of 
§ 1.122–1. For rules relating to a waiver 
by a member or former member of the 
uniformed services of a portion of dis-
ability retired pay in favor of a pension 
or compensation receivable under the 
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laws administered by the Veterans Ad-
ministration (38 U.S.C. 3105), see § 1.122– 
1(c)(3). For rules relating to a reduc-
tion of the disability retired pay of a 
member or former member of the uni-
formed services under the Dual Com-
pensation Act of 1964 (5 U.S.C. 5531) by 
reason of Federal employment, see 
§ 1.122–1(c)(4). 

(2) Section 104(a)(4) excludes from 
gross income amounts which are re-
ceived by a participant in the Foreign 
Service Retirement and Disability Sys-
tem in a taxable year of such partici-
pant ending after September 8, 1960, as 
a disability annuity payable under the 
provisions of section 831 of the Foreign 
Service Act of 1946, as amended (22 
U.S.C. 1081; 60 Stat. 1021). However, if 
any amount is received by a survivor of 
a disabled or incapacitated participant, 
such amount is not excluded from gross 
income by reason of the provisions of 
section 104(a)(4). 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6722, 29 FR 5070, Apr. 14, 
1964; T.D. 7043, 35 FR 8477, June 2, 1970; T.D. 
9573, 77 FR 3107, Jan. 23, 2012] 

§ 1.105–1 Amounts attributable to em-
ployer contributions. 

(a) In general. Under section 105(a), 
amounts received by an employee 
through accident or health insurance 
for personal injuries or sickness must 
be included in his gross income to the 
extent that such amounts (1) are at-
tributable to contributions of the em-
ployer which were not includible in the 
gross income of the employee, or (2) are 
paid by the employer, unless such 
amounts are excluded therefrom under 
section 105(b), (c), or (d). For purposes 
of this section, the term ‘‘amounts re-
ceived by an employee through an acci-
dent or health plan’’ refers to any 
amounts received through accident or 
health insurance, and also to any 
amounts which, under section 105(e), 
are treated as being so received. See 
§ 1.105–5. In determining the extent to 
which amounts received for personal 
injuries or sickness by an employee 
through an accident or health plan are 
subject to the provisions of section 
105(a), rather than section 104(a)(3), the 
provisions of paragraphs (b), (c), (d), 
and (e) of this section shall apply. A 
self-employed individual is not an em-

ployee for purposes of section 105 and 
§§ 1.105–1 through 1.105–5. See paragraph 
(g) of § 1.72–15. Thus, such an individual 
will not be treated as an employee with 
respect to benefits described in section 
105 received from a plan in which he 
participates as an employee within the 
meaning of section 401(c)(1) at the time 
he, his spouse, or any of his dependents 
becomes entitled to receive such bene-
fits. 

(b) Noncontributory plans. All 
amounts received by employees 
through an accident or health plan 
which is financed solely by their em-
ployer, either by payment of premiums 
on an accident or health insurance pol-
icy (whether on a group or individual 
basis), by contributions to a fund 
which pays accident or health benefits, 
or by direct payment of the benefits 
under the plan, are subject to the pro-
visions of section 105(a), except to the 
extent that they are excludable under 
section 105(b), (c), or (d). This rule may 
be illustrated by the following exam-
ples: 

Example 1. Employer A maintains a plan 
for his employees which provides that he will 
continue to pay regular wages to employees 
who are absent from work due to sickness or 
personal injuries. Employees make no con-
tributions to the plan and all benefits are 
paid by the employer. Amounts received by 
employees under the plan are subject to sec-
tion 105(a), and must be included in gross in-
come unless excluded therefrom under sec-
tion 105(b), (c), or (d). 

Example 2. Pursuant to a State nonoccupa-
tional disability benefits law, employer B 
maintains an accident and health plan for 
his employees. Although under the State law 
B is authorized to withhold from his employ-
ees’ wages a specified amount for employee 
contributions to the State fund, in actual 
practice B does not so withhold and makes 
all contributions out of his own funds. All 
amounts received by B’s employees from the 
State fund are subject to section 105(a), and 
must be included in gross income unless ex-
cluded therefrom under section 105 (b), (c), or 
(d). 

(c) Contributory plans. (1) In the case 
of amounts received by an employee 
through an accident or health plan 
which is financed partially by his em-
ployer and partially by contributions 
of the employee, section 105(a) applies 
to the extent that such amounts are at-
tributable to contributions of the em-
ployer which were not includible in the 
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employee’s gross income. The portion 
of such amounts which is attributable 
to such contributions of the employer 
shall be determined in accordance with 
paragraph (d) of this section in the case 
of an insured plan, or paragraph (e) of 
this section in the case of a noninsured 
plan. As used in this section, the 
phrase ‘‘contributions of the employer’’ 
means employer contributions which 
were not includible in the gross income 
of the employee. See section 106 for the 
exclusion from an employee’s gross in-
come of employer contributions to ac-
cident or health plans. 

(2) A separate determination of the 
portion of the amounts received under 
the accident or health plan which is at-
tributable to the contributions of the 
employer shall be made with respect to 
each class of employees in any case 
where the plan provides that some 
classes of covered employees con-
tribute but others do not, or that the 
employer will make different contribu-
tions for different classes of employees, 
or that different classes of employees 
will make different contributions, and 
where in any such case both the con-
tributions of the employer on account 
of each such class of employees and the 
contributions of such class of employ-
ees can be ascertained. For example, if 
employees contribute during the first 
year of employment but not thereafter, 
there will have to be a separate deter-
mination for first year employees, pro-
vided that the amount of the contribu-
tions of the employer on account of 
first-year employees and the contribu-
tions of such first-year employees can 
be ascertained for the required periods 
to apply the rules of paragraph (d) or 
(e) of this section. If in such a case the 
contributions of the employer to the 
plan on account of first-year employees 
are not distinguishable from his other 
contributions to the plan, then the de-
termination shall be made for all em-
ployees under the plan, and such deter-
mination shall be used by all employ-
ees under the plan. 

(3) Except as provided in paragraph 
(c)(2) of § 1.72–15, if the plan provides 
accident or health benefits as well as 
other benefits for the employees, and if 
the respective contributions made by 
the employer and the employees to pro-
vide the accident or health benefits 

cannot be ascertained, the determina-
tion of the portion of the accident or 
health benefits received under such 
plan which is attributable to the con-
tributions of the employer shall be 
made in accordance with the rules of 
paragraph (d) or (e) of this section on 
the basis of the contributions of the 
employer and of the employees to the 
entire plan. 

(4) A determination of the portion at-
tributable to the contributions of the 
employer, once made in accordance 
with the rules of this section, shall as 
to such portion be used for all pur-
poses. For example, if an employee re-
ceives amounts under a wage continu-
ation plan during the month of Janu-
ary and terminates his services during 
February, the portion of such amounts 
which is attributable to the contribu-
tions of the employer may be deter-
mined in order to provide the employee 
with such information at the time he is 
provided his Form W-2. The determina-
tion made for such purpose will also be 
used by the employee to report his in-
come for his taxable year in which such 
amounts are received, without regard 
to the experience under the plan for 
the rest of the year. 

(d) Insured plans—(1) Individual poli-
cies. If an amount is received from an 
insurance company by an employee 
under an individual policy of accident 
or health insurance purchased by con-
tributions of the employer and the em-
ployee, the portion of the amount re-
ceived which is attributable to the em-
ployer’s contributions shall be an 
amount which bears the same ratio to 
the amount received as the portion of 
the premiums paid by the employer for 
the current policy year bears to the 
total premiums paid by the employer 
and the employee for that year. This 
rule may be illustrated by the fol-
lowing example: 

Example. Employer A maintains a plan 
whereby he pays two-thirds of the annual 
premium cost on individual policies of acci-
dent and health insurance for his employees. 
The remainder of each employee’s premium 
is paid by a payroll deduction from the 
wages of the employee. The annual premium 
for employee X is $24, of which $16 is paid by 
the employer. Thus, 16/24 or two-thirds of all 
amounts received by X under such insurance 
policy are attributable to the contributions 
of the employer and are subject to section 
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105(a), and the remaining one-third of such 
amounts is excludable from X’s gross income 
under section 104(a)(3). 

(2) Group policies. If the accident or 
health coverage is provided under or is 
a part of a group insurance policy pur-
chased by contributions of the em-
ployer and of the employees, and the 
net premiums for such coverage for a 
period of at least three policy years are 
known at the beginning of the calendar 
year, the portion of any amount re-
ceived by an employee which is attrib-
utable to the contributions of the em-
ployer for such coverage shall be an 
amount which bears the same ratio to 
the amount received as the portion of 
the net premiums contributed by the 
employer for the last three policy 
years which are known at the begin-
ning of the calendar year, bears to the 
total of the net premiums contributed 
by the employer and all employees for 
such policy years. If the net premiums 
for such coverage for a period of at 
least three policy years are not known 
at the beginning of the calendar year 
but are known for at least one policy 
year, such determination shall be made 
by using the net premiums for such 
coverage which are known at the be-
ginning of the calendar year. If the net 
premiums for such coverage are not 
known at the beginning of the calendar 
year for even one policy year, such de-
termination shall be made by using ei-
ther (i) a reasonable estimate of the 
net premiums for the first policy year, 
or (ii) if the net premiums for a policy 
year are ascertained during the cal-
endar year, by using such net pre-
miums. These rules may be illustrated 
by the following example: 

Example. An employer maintains a plan 
under which a portion of the cost of a group 
policy of accident and health insurance for 
his employees is paid through payroll deduc-
tions from wages of the employees. The re-
mainder of the cost is borne by the em-
ployer. The policy year begins on November 
1 and ends on October 31. The net premium 
for the policy year ended October 31, 1954, is 
not known on January 1, 1955, because cer-
tain retroactive premium adjustments, such 
as dividends and credits, are not deter-
minable until after January 1. Therefore, for 
purposes of this computation the last three 
policy years are the policy years ended Octo-
ber 31, 1951, 1952, and 1953. The net premium 
for the policy year ended October 31, 1953, 
was $8,000, of which the employer contrib-

uted $3,000; the net premium for the policy 
year ended October 31, 1952, was $9,000, of 
which the employer contributed $3,500; and 
the net premium for the policy year ended 
October 31, 1951, was $7,000, of which the em-
ployer contributed $1,500. The portion of any 
amount received under the policy by an em-
ployee at any time during 1955 which is at-
tributable to the contributions of the em-
ployer is to be determined by using the ratio 
of $8,000 ($3,000 plus $3,500 plus $1,500) to 
$24,000 ($8,000 plus $9,000 plus $7,000. Thus, 
$8,000 ÷ $24,000 or one-third, of the amounts 
received by an employee at any time during 
1955 is attributable to contributions of the 
employer. 

(e) Noninsured plans. If the accident 
or health benefits are a part of a non-
insured plan to which the employer and 
the employees contribute, and such 
plan has been in effect for at least 
three years before the beginning of the 
calendar year, the portion of the 
amount received which is attributable 
to the employer’s contributions shall 
be an amount which bears the same 
ratio to the amount received as the 
contributions of the employer for the 
period of three calendar years next pre-
ceding the year of receipt bear to the 
total contributions of the employer 
and all the employees for such period. 
If, at the beginning of the calendar 
year of receipt, such plan has not been 
in effect for three years but has been in 
effect for at least one year, such deter-
mination shall be based upon the con-
tributions made during the 1-year or 2- 
year period during which the plan has 
been in effect. If such plan has not been 
in effect for one full year at the begin-
ning of the calendar year of receipt, 
such determination may be based upon 
the portion of the year of receipt pre-
ceding the time when the determina-
tion is made, or such determination 
may be made periodically (such as 
monthly or quarterly) and used 
throughout the succeeding period. For 
example, if an employee terminates his 
services on April 15, 1955, and 1955 is 
the first year the plan has been in ef-
fect, such determination may be based 
upon the contributions of the employer 
and the employees during the period 
beginning with January 1 and ending 
with April 15, or during the month of 
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March, or during the quarter con-
sisting of January, February, and 
March. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6722, 29 FR 5071, Apr. 14, 
1964] 

§ 1.105–2 Amounts expended for med-
ical care. 

Section 105(b) provides an exclusion 
from gross income with respect to the 
amounts referred to in section 105(a) 
(see § 1.105–1) which are paid, directly 
or indirectly, to the taxpayer to reim-
burse him for expenses incurred for the 
medical care (as defined in section 
213(e)) of the taxpayer, his spouse, and 
his dependents (as defined in section 
152). However, the exclusion does not 
apply to amounts which are attrib-
utable to (and not in excess of) deduc-
tions allowed under section 213 (relat-
ing to medical, etc., expenses) for any 
prior taxable year. See section 213 and 
the regulations thereunder. Section 
105(b) applies only to amounts which 
are paid specifically to reimburse the 
taxpayer for expenses incurred by him 
for the prescribed medical care. Thus, 
section 105(b) does not apply to 
amounts which the taxpayer would be 
entitled to receive irrespective of 
whether or not he incurs expenses for 
medical care. For example, if under a 
wage continuation plan the taxpayer is 
entitled to regular wages during a pe-
riod of absence from work due to sick-
ness or injury, amounts received under 
such plan are not excludable from his 
gross income under section 105(b) even 
though the taxpayer may have in-
curred medical expenses during the pe-
riod of illness. Such amounts may, 
however, be excludable from his gross 
income under section 105(d). See § 1.105– 
4. If the amounts are paid to the tax-
payer solely to reimburse him for ex-
penses which he incurred for the pre-
scribed medical care, section 105(b) is 
applicable even though such amounts 
are paid without proof of the amount of 
the actual expenses incurred by the 
taxpayer, but section 105(b) is not ap-
plicable to the extent that such 
amounts exceed the amount of the ac-
tual expenses for such medical care. If 
the taxpayer incurs an obligation for 
medical care, payment to the obligee 
in discharge of such obligation shall 

constitute indirect payment to the tax-
payer as reimbursement for medical 
care. Similarly, payment to or on be-
half of the taxpayer’s spouse or depend-
ents shall constitute indirect payment 
to the taxpayer. 

§ 1.105–3 Payments unrelated to ab-
sence from work. 

Section 105(c) provides an exclusion 
from gross income with respect to the 
amounts referred to in section 105(a) to 
the extent that such amounts (a) con-
stitute payments for the permanent 
loss or permanent loss of use of a mem-
ber or function of the body, or the per-
manent disfigurement, of the taxpayer, 
his spouse, or a dependent (as defined 
in section 152), and (b) are computed 
with reference to the nature of the in-
jury without regard to the period the 
employee is absent from work. Loss of 
use or disfigurement shall be consid-
ered permanent when it may reason-
ably be expected to continue for the 
life of the individual. For purposes of 
section 105(c), loss or loss of use of a 
member or function of the body in-
cludes the loss or loss of use of an ap-
pendage of the body, the loss of an eye, 
the loss of substantially all of the vi-
sion of an eye, and the loss of substan-
tially all of the hearing in one or both 
ears. The term ‘‘disfigurement’’ shall 
be given a reasonable interpretation in 
the light of all the particular facts and 
circumstances. Section 105(c) does not 
apply if the amount of the benefits is 
determined by reference to the period 
the employee is absent from work. For 
example, if an employee is absent from 
work as a result of the loss of an arm, 
and under the accident and health plan 
established by his employer, he is to 
receive $125 a week so long as he is ab-
sent from work for a period not in ex-
cess of 52 weeks, section 105(c) is not 
applicable to such payments. See, how-
ever, section 105(d) and § 1.105–4. How-
ever, for purposes of section 105(c), it is 
immaterial whether an amount is paid 
in a lump sum or in installments. Sec-
tion 105(c) does not apply to amounts 
which are treated as workmen’s com-
pensation under paragraph (b) of 
§ 1.104–1, or to amounts paid by reason 
of the death of the employee (see sec-
tion 101). 
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§ 1.105–5 Accident and health plans. 

(a) In general. Sections 104(a)(3) and 
105 (b), (c), and (d) exclude from gross 
income certain amounts received 
through accident or health insurance. 
Section 105(e) provides that for pur-
poses of sections 104 and 105 amounts 
received through an accident or health 
plan for employees, and amounts re-
ceived from a sickness and disability 
fund for employees maintained under 
the law of a State, a Territory, or the 
District of Columbia, shall be treated 
as amounts received through accident 
or health insurance. In general, an ac-
cident or health plan is an arrange-
ment for the payment of amounts to 
employees in the event of personal in-
juries or sickness. A plan may cover 
one or more employees, and there may 
be different plans for different employ-
ees or classes of employees. An acci-
dent or health plan may be either in-
sured or noninsured, and it is not nec-
essary that the plan be in writing or 
that the employee’s rights to benefits 
under the plan be enforceable. How-
ever, if the employee’s rights are not 
enforceable, an amount will be deemed 
to be received under a plan only if, on 
the date the employee became sick or 
injured, the employee was covered by a 
plan (or a program, policy, or custom 
having the effect of a plan) providing 
for the payment of amounts to the em-
ployee in the event of personal injuries 
or sickness, and notice or knowledge of 
such plan was reasonably available to 
the employee. It is immaterial who 
makes payment of the benefits pro-
vided by the plan. For example, pay-
ment may be made by the employer, a 
welfare fund, a State sickness or dis-
ability benefits fund, an association of 
employers or employees, or by an in-
surance company. 

(b) Self-employed individuals. Under 
section 105(g), a self-employed indi-
vidual is not treated as an employee 
for purposes of section 105. Therefore, 
for example, benefits paid under an ac-
cident or health plan as referred to in 
section 105(e) to or on behalf of an indi-
vidual who is self-employed in the busi-
ness with respect to which the plan is 
established will not be treated as re-
ceived through accident and health in-

surance for purposes of sections 
104(a)(3) and 105. 

[T.D. 6722, 29 FR 5071, Apr. 14, 1964] 

§ 1.105–11 Self-insured medical reim-
bursement plan. 

(a) In general. Under section 105(a), 
amounts received by an employee 
through a self-insured medical reim-
bursement plan which are attributable 
to contributions of the employer, or 
are paid by the employer, are included 
in the employee’s gross income unless 
such amounts are excludable under sec-
tion 105(b). For amounts reimbursed to 
a highly compensated individual to be 
fully excludable from such individual’s 
gross income under section 105(b), the 
plan must satisfy the requirements of 
section 105(h) and this section. Section 
105(h) is not satisfied if the plan dis-
criminates in favor of highly com-
pensated individuals as to eligibility to 
participate or benefits. All or a portion 
of the reimbursements or payments on 
behalf of such individuals under a dis-
criminatory plan are not excludable 
from gross income under section 105(b). 
However, benefits paid to participants 
who are not highly compensated indi-
viduals may be excluded from gross in-
come if the requirements of section 
105(b) are satisfied, even if the plan is 
discriminatory. 

(b) Self-insured medical reimbursement 
plan—(1) General rule—(i) Definition. A 
self-insured medical reimbursement 
plan is a separate written plan for the 
benefit of employees which provides for 
reimbursement of employee medical 
expenses referred to in section 105(b). A 
plan or arrangement is self-insured un-
less reimbursement is provided under 
an individual or group policy of acci-
dent or health insurance issued by a li-
censed insurance company or under an 
arrangement in the nature of a prepaid 
health care plan that is regulated 
under federal or state law in a manner 
similar to the regulation of insurance 
companies. Thus, for example, a plan of 
a health maintenance organization, es-
tablished under the Health Mainte-
nance Organization Act of 1973, would 
qualify as a prepaid health care plan. 
In addition, this section applies to a 
self-insured medical reimbursement 
plan, determined in accordance with 
the rules of this section, maintained by 
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an employee organization described in 
section 501(c)(9). 

(ii) Shifting of risk. A plan under-
written by a policy of insurance or a 
prepaid health care plan that does not 
involve the shifting of risk to an unre-
lated third party is considered self-in-
sured for purposes of this section. Ac-
cordingly, a cost-plus policy or a policy 
which in effect merely provides admin-
istrative or bookkeeping services is 
considered self-insured for purposes of 
this section. However, a plan is not 
considered self-insured merely because 
one factor the insurer uses in deter-
mining the premium is the employer’s 
prior claims experience. 

(iii) Captive insurance company. A 
plan underwritten by a policy of insur-
ance issued by a captive insurance 
company is not considered self-insured 
for purposes of this section if for the 
plan year the premiums paid by compa-
nies unrelated to the captive insurance 
company equal or exceed 50 percent of 
the total premiums received and the 
policy of insurance is similar to poli-
cies sold to such unrelated companies. 

(2) Other rules. The rules of this sec-
tion apply to a self-insured portion of 
an employer’s medical plan or arrange-
ment even if the plan is in part under-
written by insurance. For example, if 
an employer’s medical plan reimburses 
employees for benefits not covered 
under the insured portion of an overall 
plan, or for deductible amounts under 
the insured portions, such reimburse-
ment is subject to the rules of this sec-
tion. However, a plan which reimburses 
employees for premiums paid under an 
insured plan is not subject to this sec-
tion. In addition, medical expense re-
imbursements not described in the plan 
are not paid pursuant to a plan for the 
benefit of employees, and therefore are 
not excludable from gross income 
under section 105(b). Such reimburse-
ments will not affect the determina-
tion of whether or not a plan is dis-
criminatory. 

(c) Prohibited discrimination—(1) In 
general. A self-insured medical reim-
bursement plan does not satisfy the re-
quirements of section 105(h) and this 
paragraph for a plan year unless the 
plan satisfies subparagraphs (2) and (3) 
of this paragraph. However, a plan does 
not fail to satisfy the requirements of 

this paragraph merely because benefits 
under the plan are offset by benefits 
paid under a self-insured or insured 
plan of the employer or another em-
ployer, or by benefits paid under Medi-
care or other Federal or State law or 
similar foreign law. A self-insured plan 
may take into account the benefits 
provided under another plan only to 
the extent that the type of benefit sub-
ject to reimbursement is the same 
under both plans. For example, an 
amount reimbursed to an employee for 
a hospital expense under a medical 
plan maintained by the employer of the 
employee’s spouse may be offset 
against the self-insured benefit where 
the self-insured plan covering the em-
ployee provides the same type of hos-
pital benefit. 

(2) Eligibility to participate—(i) Per-
centage test. A plan satisfies the re-
quirements of this subparagraph if it 
benefits— 

(A) Seventy percent or more of all 
employees, or 

(B) Eighty percent or more of all the 
employees who are eligible to benefit 
under the plan if 70 percent or more of 
all employees are eligible to benefit 
under the plan. 

(ii) Classification test. A plan satisfies 
the requirements of this subparagraph 
if it benefits such employees as qualify 
under a classification of employees set 
up by the employer which is found by 
the Internal Revenue Service not to be 
discriminatory in favor of highly com-
pensated individuals. In general, this 
determination will be made based upon 
the facts and circumstances of each 
case, applying the same standards as 
are applied under section 410(b)(1)(B) 
(relating to qualified pension, profit- 
sharing and stock bonus plans), with-
out regard to the special rules in sec-
tion 401(a)(5) concerning eligibility to 
participate. 

(iii) Exclusion of certain employees. 
Under section 105(h)(3), for purposes of 
this subparagraph (2), there may be ex-
cluded from consideration: 

(A) Employees who have not com-
pleted 3 years of service prior to the be-
ginning of the plan year. For purposes 
of this section years of service may be 
determined by any method that is rea-
sonable and consistent. A determina-
tion made in the same manner as (and 
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not requiring service in excess of how) 
a year of service is determined under 
section 410(a)(3) shall be deemed to be 
reasonable. For purposes of the 3-year 
rule, all of an employee’s years of serv-
ice with the employer prior to a sepa-
ration from service are not taken into 
account. For purposes of the 3-year 
rule, an employee’s years of service 
prior to age 25, as a part-time or sea-
sonal employee, as a member of a col-
lective bargaining unit, or as a non-
resident alien, as each is described in 
this subdivision, are not excluded by 
reason of being so described from 
counting towards satisfaction of the 
rule. In addition, if the employer is a 
predecessor employer (determined in a 
manner consistent with section 414(a)), 
service for such predecessor is treated 
as service for the employer. 

(B) Employees who have not attained 
age 25 prior to the beginning of the 
plan year. 

(C) Part-time employees whose cus-
tomary weekly employment is less 
than 35 hours, if other employees in 
similar work with the same employer 
(or, if no employees of the employer 
are in similar work, in similar work in 
the same industry and location) have 
substantially more hours, and seasonal 
employees whose customary annual 
employment is less than 9 months, if 
other employees in similar work with 
the same employer (or, if no employees 
of the employer are in similar work, in 
similar work in the same industry and 
location) have substantially more 
months. Notwithstanding the pre-
ceding sentence, any employee whose 
customary weekly employment is less 
than 25 hours or any employee whose 
customary annual employment is less 
than 7 months may be considered as a 
part-time or seasonal employee. 

(D) Employees who are included in a 
unit of employees covered by an agree-
ment between employee representa-
tives and one or more employers which 
the Commissioner finds to be a collec-
tive bargaining agreement, if accident 
and health benefits were the subject of 
good faith bargaining between such 
employee representatives and such em-
ployer or employers. For purposes of 
determining whether such bargaining 
occurred, it is not material that such 
employees are not covered by another 

medical plan or that the plan was not 
considered in such bargaining. 

(E) Employees who are nonresident 
aliens and who receive no earned in-
come (within the meaning of section 
911(b) and the regulations thereunder) 
from the employer which constitutes 
income from sources within the United 
States (within the meaning of section 
861(a)(3) and the regulations there-
under). 

(3) Nondiscriminatory benefits—(i) In 
general. In general, benefits subject to 
reimbursement under a plan must not 
discriminate in favor of highly com-
pensated individuals. Plan benefits will 
not satisfy the requirements of this 
subparagraph unless all the benefits 
provided for participants who are high-
ly compensated individuals are pro-
vided for all other participants. In ad-
dition, all the benefits available for the 
dependents of employees who are high-
ly compensated individuals must also 
be available on the same basis for the 
dependents of all other employees who 
are participants. A plan that provides 
optional benefits to participants will 
be treated as providing a single benefit 
with respect to the benefits covered by 
the option provided that (A) all eligible 
participants may elect any of the bene-
fits covered by the option and (B) there 
are either no required employee con-
tributions or the required employee 
contributions are the same amount. 
This test is applied to the benefits sub-
ject to reimbursement under the plan 
rather than the actual benefit pay-
ments or claims under the plan. The 
presence or absence of such discrimina-
tion will be determined by considering 
the type of benefit subject to reim-
bursement provided highly com-
pensated individuals, as well as the 
amount of the benefit subject to reim-
bursement. A plan may establish a 
maximum limit for the amount of re-
imbursement which may be paid a par-
ticipant for any single benefit, or com-
bination of benefits. However, any 
maximum limit attributable to em-
ployer contributions must be uniform 
for all participants and for all depend-
ents of employees who are participants 
and may not be modified by reason of a 
participant’s age or years of service. In 
addition, if a plan covers employees 
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who are highly compensated individ-
uals, and the type or the amount of 
benefits subject to reimbursement 
under the plan are in proportion to em-
ployee compensation, the plan dis-
criminates as to benefits. 

(ii) Discriminatory operation. Not only 
must a plan not discriminate on its 
face in providing benefits in favor of 
highly compensated individuals, the 
plan also must not discriminate in 
favor of such employees in actual oper-
ation. The determination of whether 
plan benefits discriminate in operation 
in favor of highly compensated individ-
uals is made on the basis of the facts 
and circumstances of each case. A plan 
is not considered discriminatory mere-
ly because highly compensated individ-
uals participating in the plan utilize a 
broad range of plan benefits to a great-
er extent than do other employees par-
ticipating in the plan. In addition, if a 
plan (or a particular benefit provided 
by a plan) is terminated, the termi-
nation would cause the plan benefits to 
be discriminatory if the duration of the 
plan (or benefit) has the effect of dis-
criminating in favor of highly com-
pensated individuals. Accordingly, the 
prohibited discrimination may occur 
where the duration of a particular ben-
efit coincides with the period during 
which a highly compensated individual 
utilizes the benefit. 

(iii) Retired employees. To the extent 
that an employer provides benefits 
under a self-insured medical reimburse-
ment plan to a retired employee that 
would otherwise be excludible from 
gross income under section 105(b), de-
termined without regard to section 
105(h), such benefits shall not be con-
sidered a discriminatory benefit under 
this paragraph (c). The preceding sen-
tence shall not apply to a retired em-
ployee who was a highly compensated 
individual unless the type, and the dol-
lar limitations, of benefits provided re-
tired employees who were highly com-
pensated individuals are the same for 
all other retired participants. If this 
subdivision applies to a retired partici-
pant, that individual is not considered 
an employee for purposes of deter-
mining the highest paid 25 percent of 
all employees under paragraph (d) of 
this section solely by reason of receiv-
ing such plan benefits. 

(4) Multiple plans, etc.—(i) General 
rule. An employer may designate two 
or more plans as constituting a single 
plan that is intended to satisfy the re-
quirements of section 105(h)(2) and 
paragraph (c) of this section, in which 
case all plans so designated shall be 
considered as a single plan in deter-
mining whether the requirements of 
such section are satisfied by each of 
the separate plans. A determination 
that the combination of plans so des-
ignated does not satisfy such require-
ments does not preclude a determina-
tion that one or more of such plans, 
considered separately, satisfies such re-
quirements. A single plan document 
may be utilized by an employer for two 
or more separate plans provided that 
the employer designates the plans that 
are to be considered separately and the 
applicable provisions of each separate 
plan. 

(ii) Other rules. If the designated com-
bined plan discriminates as to eligi-
bility to participate or benefits, the 
amount of excess reimbursement will 
be determined under the rules of sec-
tion 105(h)(7) and paragraph (e) of this 
section by taking into account all re-
imbursements made under the com-
bined plan. 

(iii) H.M.O. participants. For purposes 
of section 105(h)(2)(A) and paragraph 
(c)(2) of this section, a self-insured plan 
will be deemed to benefit an employee 
who has enrolled in a health mainte-
nance organization (HMO) that is of-
fered on an optional basis by the em-
ployer in lieu of coverage under the 
self-insured plan if, with respect to 
that employee, the employer’s con-
tributions to the HMO plan equal or ex-
ceed those that would be made to the 
self-insured plan, and if the HMO plan 
is designated in accordance with sub-
division (i) with the self-insured plan 
as a single plan. For purposes of sec-
tion 105(h) and this section, except as 
provided in the preceding sentence, em-
ployees covered by, and benefits under, 
the HMO plan are not treated as part of 
the self-insured plan. 

(d) Highly compensated individuals de-
fined. For purposes of section 105(h) and 
this section, the term ‘‘highly com-
pensated individual’’ means an indi-
vidual who is— 

(1) One of the 5 highest paid officers, 
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(2) A shareholder who owns (with the 
application of section 318) more than 10 
percent in value of the stock of the em-
ployer, or 

(3) Among the highest paid 25 percent 
of all employees (including the 5 high-
est paid officers, but not including em-
ployees excludable under paragraph 
(c)(2)(iii) of this section who are not 
participants in any self-insured med-
ical reimbursement plan of the em-
ployer, whether or not designated as a 
single plan under paragraph (c)(4) of 
this section, or in a health mainte-
nance organization plan). 

The status of an employee as an officer 
or stockholder is determined with re-
spect to a particular benefit on the 
basis of the employee’s officer status or 
stock ownership at the time during the 
plan year at which the benefit is pro-
vided. In calculating the highest paid 
25 percent of all employees, the number 
of employees included will be rounded 
to the next highest number. For exam-
ple, if there are 5 employees, the top 
two are in the highest paid 25 percent. 
The level of an employee’s compensa-
tion is determined on the basis of the 
employee’s compensation for the plan 
year. For purposes of the preceding 
sentence, fiscal year plans may deter-
mine employee compensation on the 
basis of the calendar year ending with-
in the plan year. 

(e) Excess reimbursement of highly com-
pensated individual—(1) In general. For 
purposes of section 105(h) and this sec-
tion, a reimbursement paid to a highly 
compensated individual is an excess re-
imbursement if it is paid pursuant to a 
plan that fails to satisfy the require-
ments of paragraph (c)(2) or (c)(3) for 
the plan year. The amount reimbursed 
to a highly compensated individual 
which constitutes an excess reimburse-
ment is not excludable from such indi-
vidual’s gross income under section 
105(b). 

(2) Discriminatory benefit. In the case 
of a benefit available to highly com-
pensated individuals but not to all 
other participants (or which otherwise 
discriminates in favor of highly com-
pensated individuals as opposed to 
other participants), the amount of ex-
cess reimbursement equals the total 
amount reimbursed to the highly com-

pensated individual with respect to the 
benefit. 

(3) Discriminatory coverage. In the case 
of benefits (other than discriminatory 
benefits described in subparagraph (2)) 
paid to a highly compensated indi-
vidual under a plan which fails to sat-
isfy the requirements of paragraph 
(c)(2) relating to nondiscrimination in 
eligibility to participate, the amount 
of excess reimbursement is determined 
by multiplying the total amount reim-
bursed to the individual by a fraction. 
The numerator of the fraction is the 
total amount reimbursed during that 
plan year to all highly compensated in-
dividuals. The denominator of the frac-
tion is the total amount reimbursed 
during that plan year to all partici-
pants. In computing the fraction and 
the total amount reimbursed to the in-
dividual, discriminatory benefits de-
scribed in subparagraph (2) are not 
taken into account. Accordingly, any 
amount which is included in income by 
reason of the benefit’s not being avail-
able to all other participants will not 
be taken into account. 

(4) Examples. The provisions of this 
paragraph are illustrated by the fol-
lowing examples: 

Example 1. Corporation M maintains a self- 
insured medical reimbursement plan which 
covers all employees. The plan provides the 
following maximum limits on the amount of 
benefits subject to reimbursement: $5,000 for 
officers and $1,000 for all other participants. 
During a plan year Employee A, one of the 5 
highest paid officers, received reimburse-
ments in the amount of $4,000. Because the 
amount of benefits provided for highly com-
pensated individuals is not provided for all 
other participants, the plan benefits are dis-
criminatory. Accordingly, Employee A re-
ceived an excess reimbursement of $3,000 
($4,000¥$1,000) which constitutes a benefit 
available to highly compensated individuals, 
but not to all other participants. 

Example 2. Corporation N maintains a self- 
insured medical reimbursement plan which 
covers all employees. The plan provides a 
broad range of medical benefits subject to re-
imbursement for all participants. However, 
only the 5 highest paid officers are entitled 
to dental benefits. During the plan year Em-
ployee B, one of the 5 highest paid officers, 
received dental payments under the plan in 
the amount of $300. Because dental benefits 
are provided for highly compensated individ-
uals, and not for all other participants, the 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00454 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



443 

Internal Revenue Service, Treasury § 1.105–11 

plan discriminates as to benefits. Accord-
ingly, Employee B received an excess reim-
bursement in the amount of $300. 

Example 3. Corporation O maintains a self- 
insured medical reimbursement plan which 
discriminates as to eligibility by covering 
only the highest paid 40% of all employees. 
Benefits subject to reimbursement under the 
plan are the same for all participants. Dur-
ing a plan year Employee C, a highly com-
pensated individual, received benefits in the 
amount of $1,000. The amount of excess reim-
bursement paid Employee C during the plan 
year will be calculated by multiplying the 
$1,000 by a fraction determined under sub-
paragraph (3). 

Example 4. Corporation P maintains a self- 
insured medical reimbursement plan for its 
employees. Benefits subject to reimburse-
ment under the plan are the same for all 
plan participants. However, the plan fails the 
eligibility tests of section 105(h)(3)(A) and 
thereby discriminates as to eligibility. Dur-
ing the 1980 plan year Employee D, a highly 
compensated individual, was hospitalized for 
surgery and incurred medical expenses of 
$4,500 which were reimbursed to D under the 
plan. During that plan year the Corporation 
P medical plan paid $50,000 in benefits under 
the plan, $30,000 of which constituted bene-
fits paid to highly compensated individuals. 
The amount of excess reimbursement not ex-
cludable by D under section 105(b) is $2,700: 

$4500
$30,
$50,

× 000
000

Example 5. Corporation Q maintains a self- 
insured medical reimbursement plan for its 
employees. The plan provides a broad range 
of medical benefits subject to reimbursement 
for participants. However, only the five high-
est paid officers are entitled to dental bene-
fits. In addition, the plan fails the eligibility 
test of section 105(h)(3)(A) and thereby dis-
criminates as to eligibility. During the cal-
endar 1981 plan year, Employee E, a highly 
compensated individual, received dental ben-
efits under the plan in the amount of $300, 
and no other employee received dental bene-
fits. In addition, Employee E was hospital-
ized for surgery and incurred medical ex-
penses, reimbursement for which was avail-
able to all participants, of $4,500 which were 
reimbursed to E under the plan. Because den-
tal benefits are only provided for highly 
compensated individuals, Employee E re-
ceived an excess reimbursement under para-
graph (e)(2) above in the amount of $300. For 
the 1981 plan year, the Corporation Q med-
ical plan paid $50,300 in total benefits under 
the plan, $30,300 of which constituted bene-
fits paid to highly compensated individuals. 
In computing the fraction under paragraph 
(e)(3), discriminatory benefits described in 
paragraph (e)(2) are not taken into account. 

Therefore, the amount of excess reimburse-
ment not excludable to Employee E with re-
spect to the $4,500 of medical expenses in-
curred is $2,700: 

$4500
$30,

$50,
× 000

000
and the total amount of excess reimburse-
ments includable in E’s income for 1981 is 
$3,000. 

Example 6. (i) Corporation R maintains a 
calendar year self-insured medical reim-
bursement plan which covers all employees. 
The type of benefits subject to reimburse-
ment under the plan include all medical care 
expenses as defined in section 213(e). The 
amount of reimbursement available to any 
employee for any calendar year is limited to 
5 percent of the compensation paid to each 
employee during the calendar year. The 
amount of compensation and reimbursement 
paid to Employees A-F for the calendar year 
is as follows: 

Employee Compensation Reimbursable 
amount paid 

A ........................................ $100,000 $5,000 
B ........................................ 25,000 1,250 
C ........................................ 15,000 750 
D ........................................ 10,000 500 
E ........................................ 10,000 500 
F ........................................ 8,000 400 

8,400 

(ii) Because the amount of benefits subject 
to reimbursement under the plan is in pro-
portion to employee compensation the plan 
discriminates as to benefits. In addition, 
Employees A and B are highly compensated 
individuals. The amount of excess reimburse-
ment paid Employees A and B during the 
plan year will be determined under para-
graph (e)(2). Because benefits in excess of 
$400 (Employee F’s maximum benefit) are 
provided for highly compensated individuals 
and not for all other participants, Employees 
A and B received, respectively, an excess re-
imbursement of $4,600 and $850. 

(f) Certain controlled groups. For pur-
poses of applying the provisions of sec-
tion 105(h) and this section, all employ-
ees who are treated as employed by a 
single employer under section 414 (b) 
and (c), and the regulations thereunder 
(relating to special rules for qualified 
pension, profit-sharing and stock bonus 
plans), shall be treated as employed by 
a single employer. 

(g) Exception for medical diagnostic 
procedures—(1) In general. For purposes 
of applying section 105(h) and this sec-
tion, reimbursements paid under a plan 
for medical diagnostic procedures for 
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an employee, but not a dependent, are 
not considered to be a part of a plan de-
scribed in this section. The medical di-
agnostic procedures include routine 
medical examinations, blood tests, and 
X-rays. Such procedures do not include 
expenses incurred for the treatment, 
cure or testing of a known illness or 
disability, or treatment or testing for a 
physical injury, complaint or specific 
symptom of a bodily malfunction. For 
example, a routine dental examination 
with X-rays is a medical diagnostic 
procedure, but X-rays and treatment 
for a specific complaint are not. In ad-
dition, such procedures do not include 
any activity undertaken for exercise, 
fitness, nutrition, recreation, or the 
general improvement of health unless 
they are for medical care as defined in 
section 213(e). The diagnostic proce-
dures must be performed at a facility 
which provides no services (directly or 
indirectly) other than medical, and an-
cillary, services. For purposes of the 
preceding sentence, physical proximity 
between a medical facility and non-
medical facilities will not for that rea-
son alone cause the medical facility 
not to qualify. For example, an em-
ployee’s annual physical examination 
conducted at the employee’s personal 
physician’s office is not considered a 
part of the medical reimbursement 
plan and therefore is not subject to the 
nondiscrimination requirements. Ac-
cordingly, the amount reimbursed may 
be excludable from the employee’s in-
come if the requirements of section 
105(b) are satisfied. 

(2) Transportation, etc. expenses. 
Transportation expenses primarily for 
an allowable diagnostic procedure are 
included within the exception de-
scribed in this paragraph, but only to 
the extent they are ordinary and nec-
essary. Transportation undertaken 
merely for the general improvement of 
health, or in connection with a vaca-
tion, is not within the scope of this ex-
ception, nor are any incidental ex-
penses for food or lodging; therefore, 
amounts reimbursed for such expenses 
may be excess reimbursements under 
paragraph (e). 

(h) Time of inclusion. Excess 
reimbursments (determined under 
paragraph (e)) paid to a highly com-
pensated individual for a plan year will 

be considered as received in the taxable 
year of the individual in which (or with 
which) the plan year ends. The par-
ticular plan year to which reimburse-
ments relate shall be determined under 
the plan provisions. In the absence of 
plan provisions reimbursements shall 
be attributed to the plan year in which 
payment is made. For example, under a 
calendar year plan an excess reim-
bursement paid to A in 1981 on account 
of an expense incurred and subject to 
reimbursement for the 1980 plan year 
under the terms of the plan will be con-
sidered as received in 1980 by A. 

(i) Self-insured contributory plan. A 
medical plan subject to this section 
may provide for employer and em-
ployee contributions. See § 1.105–1(c). 
The tax treatment of reimbursements 
attributable to employee contributions 
is determined under section 104(a)(3). 
The tax treatment of reimbursements 
attributable to employer contributions 
is determined under section 105. The 
amount of reimbursements which are 
attributable to contributions of the 
employer shall be determined in ac-
cordance with § 1.105–1(e). 

(j) Effective date. Section 105(h) and 
this section are effective for taxable 
years beginning after December 31, 1979 
and for amounts reimbursed after De-
cember 31, 1979. In determining plan 
discrimination and the taxability of 
excess reimbursements made for a plan 
year beginning in 1979 and ending in 
1980, a plan’s eligibility and benefit re-
quirements as well as actual reim-
bursements made in the plan year dur-
ing 1979, will not be taken into ac-
count. In addition, this section does 
not apply to expenses which are in-
curred in 1979 and paid in 1980. 

(k) Special rules—(1) Relation to cafe-
teria plans. If a self-insured medical re-
imbursement plan is included in a cafe-
teria plan as described in section 125, 
the rules of this section will determine 
the status of a benefit as a taxable or 
nontaxable benefit, and the rules of 
section 125 will determine whether an 
employee is taxed as though he elected 
all available taxable benefits (includ-
ing taxable benefits under a discrimi-
natory medical reimbursement plan). 
This rule is illustrated by the following 
example: 
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Example. Corporation M maintains a cafe-
teria plan described in section 125. Under the 
plan an officer of the corporation may elect 
to receive medical benefits provided by a 
self-insured medical reimbursement plan 
which is subject to the rules of this section. 
However, the self-insured medical reimburse-
ment plan fails the nondiscrimination rules 
under paragraph (c) of this section. Accord-
ingly, the amount of excess reimbursement 
is taxable to the officer participating in the 
medical reimbursement plan pursuant to 
section 105(h) and this section. Therefore, 
the self-insured medical reimbursement plan 
will be considered a taxable benefit under 
section 125 and the regulations thereunder. 

(2) Benefit subject to reimbursement. 
For purposes of this section, a benefit 
subject to reimbursement is a benefit 
described in the plan under which a 
claim for reimbursement or for a pay-
ment directly to the health service pro-
vider may be filed by a plan partici-
pant. It does not refer to actual claims 
or benefit reimbursements paid under a 
plan. 

[T.D. 7754, 46 FR 3505, Jan. 15, 1981] 

§ 1.106–1 Contributions by employer to 
accident and health plans. 

(a) The gross income of an employee 
does not include the contributions that 
the employer makes to an accident or 
health plan for compensation (through 
insurance or otherwise) to the em-
ployee for personal injuries or sickness 
incurred by the employee, the employ-
ee’s spouse, the employee’s dependents 
(as defined in section 152 determined 
without regard to section 152(b)(1), 
(b)(2), or (d)(1)(B)), or any child (as de-
fined in section 152(f)(1)) of the em-
ployee who as of the end of the taxable 
year has not attained age 27. The em-
ployer may contribute to an accident 
or health plan either by paying the pre-
mium (or a portion of the premium) on 
a policy of accident or health insurance 
covering one or more of his employees, 
or by contributing to a separate trust 
or fund (including a fund referred to in 
section 105(e)) which provides accident 
or health benefits directly or through 
insurance to one or more of his em-
ployees. However, if such insurance 
policy, trust, or fund provides other 
benefits in addition to accident or 
health benefits, section 106 applies only 
to the portion of the employer’s con-
tribution which is allocable to accident 

or health benefits. See paragraph (d) of 
§ 1.104–1 and §§ 1.105–1 through 1.105–5, 
inclusive, for regulations relating to 
exclusion from an employee’s gross in-
come of amounts received through ac-
cident or health insurance and through 
accident or health plans. For the treat-
ment of the payment of premiums for 
accident or health insurance from a 
qualified trust under section 401(a), see 
§§ 1.72–15 and 1.402(a)–1(e). 

(b) Effective/applicability date. The 
first and last sentences of paragraph 
(a) of this section apply for taxable 
years beginning on or after January 1, 
2015. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 
14021, Dec. 21, 1960, as amended by T.D. 9665, 
79 FR 26841, May 12, 2014] 

§ 1.107–1 Rental value of parsonages. 

(a) In the case of a minister of the 
gospel, gross income does not include 
(1) the rental value of a home, includ-
ing utilities, furnished to him as a part 
of his compensation, or (2) the rental 
allowance paid to him as part of his 
compensation to the extent such allow-
ance is used by him to rent or other-
wise provide a home. In order to qual-
ify for the exclusion, the home or rent-
al allowance must be provided as remu-
neration for services which are ordi-
narily the duties of a minister of the 
gospel. In general, the rules provided in 
§ 1.1402(c)–5 will be applicable to such 
determination. Examples of specific 
services the performance of which will 
be considered duties of a minister for 
purposes of section 107 include the per-
formance of sacerdotal functions, the 
conduct of religious worship, the ad-
ministration and maintenance of reli-
gious organizations and their integral 
agencies, and the performance of 
teaching and administrative duties at 
theological seminaries. Also, the serv-
ice performed by a qualified minister 
as an employee of the United States 
(other than as a chaplain in the Armed 
Forces, whose service is considered to 
be that of a commissioned officer in his 
capacity as such, and not as a minister 
in the exercise of his ministry), or a 
State, Territory, or possession of the 
United States, or a political subdivi-
sion of any of the foregoing, or the Dis-
trict of Columbia, is in the exercise of 
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his ministry provided the service per-
formed includes such services as are or-
dinarily the duties of a minister. 

(b) For purposes of section 107, the 
term ‘‘home’’ means a dwelling place 
(including furnishings) and the appur-
tenances thereto, such as a garage. The 
term ‘‘rental allowance’’ means an 
amount paid to a minister to rent or 
otherwise provide a home if such 
amount is designated as rental allow-
ance pursuant to official action taken 
prior to January 1, 1958, by the employ-
ing church or other qualified organiza-
tion, or if such amount is designated as 
rental allowance pursuant to official 
action taken in advance of such pay-
ment by the employing church or other 
qualified organization when paid after 
December 31, 1957. The designation of 
an amount as rental allowance may be 
evidenced in an employment contract, 
in minutes of or in a resolution by a 
church or other qualified organization 
or in its budget, or in any other appro-
priate instrument evidencing such offi-
cial action. The designation referred to 
in this paragraph is a sufficient des-
ignation if it permits a payment or a 
part thereof to be identified as a pay-
ment of rental allowance as distin-
guished from salary or other remunera-
tion. 

(c) A rental allowance must be in-
cluded in the minister’s gross income 
in the taxable year in which it is re-
ceived, to the extent that such allow-
ance is not used by him during such 
taxable year to rent or otherwise pro-
vide a home. Circumstances under 
which a rental allowance will be 
deemed to have been used to rent or 
provide a home will include cases in 
which the allowance is expended (1) for 
rent of a home, (2) for purchase of a 
home, and (3) for expenses directly re-
lated to providing a home. Expenses for 
food and servants are not considered 
for this purpose to be directly related 
to providing a home. Where the min-
ister rents, purchases, or owns a farm 
or other business property in addition 
to a home, the portion of the rental al-
lowance expended in connection with 
the farm or business property shall not 
be excluded from his gross income. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6691, 28 FR 12817, Dec. 3, 
1963] 

§ 1.108–1 [Reserved] 

§ 1.108–2 Acquisition of indebtedness 
by a person related to the debtor. 

(a) General rules. The acquisition of 
outstanding indebtedness by a person 
related to the debtor from a person 
who is not related to the debtor results 
in the realization by the debtor of in-
come from discharge of indebtedness 
(to the extent required by section 
61(a)(12) and section 108) in an amount 
determined under paragraph (f) of this 
section. Income realized pursuant to 
the preceding sentence is excludible 
from gross income to the extent pro-
vided in section 108(a). The rules of this 
paragraph apply if indebtedness is ac-
quired directly by a person related to 
the debtor in a direct acquisition (as 
defined in paragraph (b) of this section) 
or if a holder of indebtedness becomes 
related to the debtor in an indirect ac-
quisition (as defined in paragraph (c) of 
this section). 

(b) Direct acquisition. An acquisition 
of outstanding indebtedness is a direct 
acquisition under this section if a per-
son related to the debtor (or a person 
who becomes related to the debtor on 
the date the indebtedness is acquired) 
acquires the indebtedness from a per-
son who is not related to the debtor. 
Notwithstanding the foregoing, the 
Commissioner may provide by Revenue 
Procedure or other published guidance 
that certain acquisitions of indebted-
ness described in the preceding sen-
tence are not direct acquisitions for 
purposes of this section. 

(c) Indirect acquisition—(1) In general. 
An indirect acquisition is a transaction 
in which a holder of outstanding in-
debtedness becomes related to the 
debtor, if the holder acquired the in-
debtedness in anticipation of becoming 
related to the debtor. 

(2) Proof of anticipation of relationship. 
In determining whether indebtedness 
was acquired by a holder in anticipa-
tion of becoming related to the debtor, 
all relevant facts and circumstances 
will be considered. Such facts and cir-
cumstances include, but are not lim-
ited to, the intent of the parties at the 
time of the acquisition, the nature of 
any contacts between the parties (or 
their respective affiliates) before the 
acquisition, the period of time for 
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which the holder held the indebtedness, 
and the significance of the indebted-
ness in proportion to the total assets of 
the holder group (as defined in para-
graph (c)(5) of this section). For exam-
ple, if a holder acquired the indebted-
ness in the ordinary course of its port-
folio investment activities and the 
holder’s acquisition of the indebtedness 
preceded any discussions concerning 
the acquisition of the holder by the 
debtor (or by a person related to the 
debtor) or the acquisition of the debtor 
by the holder (or by a person related to 
the holder), as the case may be, these 
facts, taken together, would ordinarily 
establish that the holder did not ac-
quire the indebtedness in anticipation 
of becoming related to the debtor. The 
absence of discussions between the 
debtor and the holder (or their respec-
tive affiliates), however, does not by 
itself establish that the holder did not 
acquire the indebtedness in anticipa-
tion of becoming related to the debtor 
(if, for example, the facts and cir-
cumstances show that the holder was 
considering a potential acquisition of 
or by the debtor, or the relationship is 
created within a relatively short period 
of time of the acquisition, or the in-
debtedness constitutes a dispropor-
tionate portion of the holder group’s 
assets). 

(3) Indebtedness acquired within 6 
months of becoming related. Notwith-
standing any other provision of this 
paragraph (c), a holder of indebtedness 
is treated as having acquired the in-
debtedness in anticipation of becoming 
related to the debtor if the holder ac-
quired the indebtedness less than 6 
months before the date the holder be-
comes related to the debtor. 

(4) Disclosure of potential indirect ac-
quisition—(i) In general. If a holder of 
outstanding indebtedness becomes re-
lated to the debtor under the cir-
cumstances described in paragraph 
(c)(4)(ii) or (iii) of this section, the 
debtor is required to attach the state-
ment described in paragraph (c)(4)(iv) 
of this section to its tax return (or to 
a qualified amended return within the 
meaning of § 1.6664–2(c)(3)) for the tax-
able year in which the debtor becomes 
related to the holder, unless the debtor 
reports its income on the basis that the 
holder acquired the indebtedness in an-

ticipation of becoming related to the 
debtor. Disclosure under this para-
graph (c)(4) is in addition to, and is not 
in substitution for, any disclosure re-
quired to be made under section 6662, 
6664 or 6694. 

(ii) Indebtedness represents more than 
25 percent of holder group’s assets—(A) In 
general. Disclosure under this para-
graph (c)(4) is required if, on the date 
the holder becomes related to the debt-
or, indebtedness of the debtor rep-
resents more than 25 percent of the fair 
market value of the total gross assets 
of the holder group (as defined in para-
graph (c)(5) of this section). 

(B) Determination of total gross assets. 
In determining the total gross assets of 
the holder group, total gross assets do 
not include any cash, cash item, mar-
ketable stock or security, short-term 
indebtedness, option, futures contract, 
notional principal contract, or similar 
item (other than indebtedness of the 
debtor), nor do total gross assets in-
clude any asset in which the holder has 
substantially reduced its risk of loss. 
In addition, total gross assets do not 
include any ownership interest in or in-
debtedness of a member of the holder 
group. 

(iii) Indebtedness acquired within 6 to 
24 months of becoming related. Disclosure 
under this paragraph (c)(4) is required 
if the holder acquired the indebtedness 
6 months or more before the date the 
holder becomes related to the debtor, 
but less than 24 months before that 
date. 

(iv) Contents of statement. A state-
ment under this paragraph (c)(4) must 
include the following— 

(A) A caption identifying the state-
ment as disclosure under § 1.108–2(c); 

(B) An identification of the indebted-
ness with respect to which disclosure is 
made; 

(C) The amount of such indebtedness 
and the amount of income from dis-
charge of indebtedness is section 
108(e)(4) were to apply; 

(D) Whether paragraph (c)(4)(ii) or 
(iii) of this section applies to the trans-
action; and 

(E) A statement describing the facts 
and circumstances supporting the debt-
or’s position that the holder did not ac-
quire the indebtedness in anticipation 
of becoming related to the debtor. 
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(v) Failure to disclose. In addition to 
any other penalties that may apply, if 
a debtor fails to provide a statement 
required by this paragraph (c)(4), the 
holder is presumed to have acquired 
the indebtedness in anticipation of be-
coming related to the debtor unless the 
facts and circumstances clearly estab-
lished that the holder did not acquire 
the indebtedness in anticipation of be-
coming related to the debtor. 

(5) Holder group. For purposes of this 
paragraph (c), the holder group con-
sists of the holder of the indebtedness 
and all persons who are both— 

(i) Related to the holder before the 
holder becomes related to the debtor; 
and 

(ii) Related to the debtor after the 
holder becomes related to the debtor. 

(6) Holding period—(i) Suspensions. 
The running of the holding periods set 
forth in paragraphs (c)(3) and (c)(4)(iii) 
of this section is suspended during any 
period in which the holder or any per-
son related to the holder is protected 
(directly or indirectly) against risk of 
loss by an option, a short sale, or any 
other device or transaction. 

(ii) Tacking. For purposes of para-
graphs (c)(3) and (c)(4)(iii) of this sec-
tion, the period for which a holder held 
the debtor’s indebtedness includes— 

(A) The period for which the indebt-
edness was held by a corporation to 
whose attributes the holder succeeded 
pursuant to section 381; and 

(B) The period (ending on the date on 
which the holder becomes related to 
the debtor) for which the indebtedness 
was held continuously by members of 
the holder group (as defined in para-
graph (c)(5) of this section). 

(d) Definitions—(1) Acquisition date. 
For purposes of this section, the acqui-
sition date is the date on which a di-
rect acquisition of indebtedness or an 
indirect acquisition of indebtedness oc-
curs. 

(2) Relationship. For purposes of this 
section, persons are considered related 
if they are related within the meaning 
of sections 267(b) or 707(b)(1). How-
ever— 

(i) Sections 267(b) and 707(b)(1) are ap-
plied as if section 267(c)(4) provided 
that the family of an individual con-
sists of the individual’s spouse, the in-
dividual’s children, grandchildren, and 

parents, and any spouse of the individ-
ual’s children or grandchildren; and 

(ii) Two entities that are treated as a 
single employer under subsection (b) or 
(c) of section 414 are treated as having 
a relationship to each other that is de-
scribed in section 267(b). 

(e) Exceptions—(1) Indebtedness retired 
within one year. This section does not 
apply to a direct or indirect acquisition 
of indebtedness with a stated maturity 
date on or before the date that is one 
year after the acquisition date, if the 
indebtedness is, in fact, retired on or 
before its stated maturity date. 

(2) Acquisitions by securities dealers. (i) 
This section does not apply to a direct 
acquisition or an indirect acquisition 
of indebtedness by a dealer that ac-
quires and disposes of such indebted-
ness in the ordinary course of its busi-
ness of dealing in securities if— 

(A) The dealer accounts for the in-
debtedness as a security held primarily 
for sale to customers in the ordinary 
course of business; 

(B) The dealer disposes of the indebt-
edness (or it matures while held by the 
dealer) within a period consistent with 
the holding of the indebtedness for sale 
to customers in the ordinary course of 
business, taking into account the 
terms of the indebtedness and the con-
ditions and practices prevailing in the 
markets for similar indebtedness dur-
ing the period in which it is held; and 

(C) The dealer does not sell or other-
wise transfer the indebtedness to a per-
son related to the debtor (other than in 
a sale to a dealer that in turn meets 
the requirements of this paragraph 
(e)(2)). 

(ii) A dealer will continue to satisfy 
the conditions of this paragraph (e)(2) 
with respect to indebtedness that is ex-
changed for successor indebtedness in a 
transaction in which unrelated holders 
also exchange indebtedness of the same 
issue, provided that the conditions of 
this paragraph (e)(2) are met with re-
spect to the successor indebtedness. 

(iii) For purposes of this paragraph 
(e)(2), if the period consistent with the 
holding of indebtedness for sale to cus-
tomers in the ordinary course of busi-
ness is 30 days or less, the dealer is 
considered to dispose of indebtedness 
within that period if the aggregate 
principal amount of indebtedness of 
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that issue sold by the dealer to cus-
tomers in the ordinary course of busi-
ness (or that mature and are paid while 
held by the dealer) in the calendar 
month following the month in which 
the indebtedness is acquired equals or 
exceeds the aggregate principal 
amount of indebtedness of that issue 
held in the dealer’s inventory at the 
close of the month in which the indebt-
edness is acquired. If the period con-
sistent with the holding of indebted-
ness for sale to customers in the ordi-
nary course of business is greater than 
30 days, the dealer is considered to dis-
pose of the indebtedness within that 
period if the aggregate principal 
amount of indebtedness of that issue 
sold by the dealer to customers in the 
ordinary course of business (or that 
mature and are paid while held by the 
dealer) within that period equals or ex-
ceeds the aggregate principal amount 
of indebtedness of that issue held in in-
ventory at the close of the day on 
which the indebtedness was acquired. 

(f) Amount of discharge of indebtedness 
income realized—(1) Holder acquired the 
indebtedness by purchase on or less than 
six months before the acquisition date. 
Except as otherwise provided in this 
paragraph (f), the amount of discharge 
of indebtedness income realized under 
paragraph (a) of this section is meas-
ured by reference to the adjusted basis 
of the related holder (or of the holder 
that becomes related to the debtor) in 
the indebtedness on the acquisition 
date if the holder acquired the indebt-
edness by purchase on or less than six 
months before the acquisition date. 
For purposes of this paragraph (f), in-
debtedness is acquired ‘‘by purchase’’ if 
the indebtedness in the hands of the 
holder is not substituted basis property 
within the meaning of section 
7701(a)(42). However, indebtedness is 
also considered acquired by purchase 
within six months before the acquisi-
tion date if the holder acquired the in-
debtedness as transferred basis prop-
erty (within the meaning of section 
7701(a)(43)) from a person who acquired 
the indebtedness by purchase on or less 
than six months before the acquisition 
date. 

(2) Holder did not acquire the indebted-
ness by purchase on or less than six 
months before the acquisition date. Ex-

cept as otherwise provided in this para-
graph (f), the amount of discharge of 
indebtedness income realized under 
paragraph (a) of this section is meas-
ured by reference to the fair market 
value of the indebtedness on the acqui-
sition date if the holder (or the trans-
feror to the holder in a transferred 
basis transaction) did not acquire the 
indebtedness by purchase on or less 
than six months before the acquisition 
date. 

(3) Acquisitions of indebtedness in non-
recognition transactions. [Reserved] 

(4) Avoidance transactions. The 
amount of discharge of indebtedness in-
come realized by the debtor under 
paragraph (a) of this section is meas-
ured by reference to the fair market 
value of the indebtedness on the acqui-
sition date if the indebtedness is ac-
quired in a direct or an indirect acqui-
sition in which a principal purpose for 
the acquisition is the avoidance of fed-
eral income tax. 

(g) Correlative adjustments—(1) Deemed 
issuance. For income tax purposes, if a 
debtor realizes income from discharge 
of its indebtedness in a direct or an in-
direct acquisition under this section 
(whether or not the income is exclud-
ible under section 108(a)), the debtor’s 
indebtedness is treated as new indebt-
edness issued by the debtor to the re-
lated holder on the acquisition date 
(the deemed issuance). The new indebt-
edness is deemed issued with an issue 
price equal to the amount used under 
paragraph (f) of this section to com-
pute the amount realized by the debtor 
under paragraph (a) of this section (i.e., 
either the holder’s adjusted basis or 
the fair market value of the indebted-
ness, as the case may be). Under sec-
tion 1273(a)(1), the excess of the stated 
redemption price at maturity (as de-
fined in section 1273(a)(2)) of the in-
debtedness over its issue price is origi-
nal issue discount (OID) which, to the 
extent provided in sections 163 and 
1272, is deductible by the debtor and in-
cludible in the gross income of the re-
lated holder. Notwithstanding the fore-
going, the Commissioner may provide 
by Revenue Procedure or other pub-
lished guidance that the indebtedness 
is not treated as newly issued indebted-
ness for purposes of designated provi-
sions of the income tax laws. 
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(2) Treatment of related holder. The re-
lated holder does not recognize any 
gain or loss on the deemed issuance de-
scribed in paragraph (g)(1) of this sec-
tion. The related holder’s adjusted 
basis in the indebtedness remains the 
same as it was immediately before the 
deemed issuance. The deemed issuance 
is treated as a purchase of the indebt-
edness by the related holder for pur-
poses of section 1272(a)(7) (pertaining to 
reduction of original issue discount 
where a subsequent holder pays acqui-
sition premium) and section 1276 (per-
taining to acquisitions of debt at a 
market discount). 

(3) Loss deferral on disposition of in-
debtedness acquired in certain exchanges. 
(i) Any loss otherwise allowable to a 
related holder on the disposition at any 
time of indebtedness acquired in a di-
rect or indirect acquisition (whether or 
not any discharge of indebtedness in-
come was realized under paragraph (a) 
of this section) is deferred until the 
date the debtor retires the indebted-
ness if— 

(A) The related holder acquired the 
debtor’s indebtedness in exchange for 
its own indebtedness; and 

(B) The issue price of the related 
holder’s indebtedness was not deter-
mined by reference to its fair market 
value (e.g., the issue price was deter-
mined under section 1273(b)(4) or 1274(a) 
or any other provision of applicable 
law). 

(ii) Any comparable tax benefit that 
would otherwise be available to the 
holder, debtor, or any person related to 
either, in any other transaction that 
directly or indirectly results in the dis-
position of the indebtedness is also de-
ferred until the date the debtor retires 
the indebtedness. 

(4) Examples. The following examples 
illustrate the application of this para-
graph (g). In each example, all tax-
payers are calendar-year taxpayers, no 
taxpayer is insolvent or under the ju-
risdiction of a court in a title 11 case 
and no indebtedness is qualified farm 
indebtedness described in section 
108(g). 

Example 1. (i) P, a domestic corporation, 
owns 70 percent of the single class of stock of 
S, a domestic corporation. S has outstanding 
indebtedness that has an issue price of 
$10,000,000 and provides for monthly interest 

payments of $80,000 payable at the end of 
each month and a payment at maturity of 
$10,000,000. The indebtedness has a stated ma-
turity date of December 31, 1994. On January 
1, 1992, P purchases S’s indebtedness from I, 
an individual not related to S within the 
meaning of paragraph (d)(2) of this section, 
for cash in the amount of $9,000,000. S repays 
the indebtedness in full at maturity. 

(ii) Under section 61(a)(12), section 
108(e)(4), and paragraphs (a) and (f) of this 
section, S realizes $1,000,000 of income from 
discharge of indebtedness on January 1, 1992. 

(iii) Under paragraph (g)(1) of this section, 
the indebtedness is treated as issued to P on 
January 1, 1992, with an issue price of 
$9,000,000. Under section 1273(a), the $1,000,000 
excess of the stated redemption price at ma-
turity of the indebtedness ($10,000,000) over 
its issue price ($9,000,000) is original issue 
discount, which is includible in gross income 
by P and deductible by S over the remaining 
term of the indebtedness under sections 
163(e) and 1272(a). 

(iv) Accordingly, S deducts and P includes 
in income original issue discount, in addi-
tion to stated interest, as follows: in 1992, 
$289,144.88; in 1993, $331,286.06; and in 1994, 
$379,569.06. 

Example 2. The facts are the same as in Ex-
ample 1, except that on January 1, 1992, P 
sells S’s indebtedness to J, who is not related 
to S within the meaning of paragraph (d)(2) 
of this section, for $9,400,000 in cash. J holds 
S’s indebtedness to maturity. On January 1, 
1993, P’s adjusted basis in S’s indebtedness is 
$9,289,144.88. Accordingly, P realizes gain in 
the amount of $110,855.12 upon the disposi-
tion. S and J continue to deduct and include 
the original issue discount on the indebted-
ness in accordance with Example 1. The 
amount of original issue discount includible 
by J is reduced by the $110,855.12 acquisition 
premium as provided in section 1272(a)(7). 

Example 3. The facts are the same as in Ex-
ample 1, except that on February 1, 1992 (one 
month after P purchased S’s indebtedness), S 
retires the indebtedness for an amount of 
cash equal to the fair market value of the in-
debtedness. Assume that the fair market 
value of the indebtedness is $9,022,621.41, 
which in this case equals the issue price of 
indebtedness determined under paragraph 
(g)(1) of this section ($9,000,000) plus the ac-
crued original issue discount through Feb-
ruary 1 ($22,621.41). Section 1.61–12(c)(3) pro-
vides that if indebtedness is repurchased for 
a price that is exceeded by the issue price of 
the indebtedness plus the amount of discount 
already deducted, the excess is income from 
discharge of indebtedness. Therefore, S does 
not realize income from discharge of indebt-
edness. The result would be the same if P 
had contributed the indebtedness to the cap-
ital of S. Under section 108(e)(6), S would be 
treated as having satisfied the indebtedness 
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with an amount of money equal to P’s ad-
justed basis and, under section 1272(d)(2), P’s 
adjusted basis is equal to $9,022,621.41. 

Example 4. (i) P, a domestic corporation, 
owns 70 percent of the single class of stock of 
S, a domestic corporation. On January 1, 
1986, P issued indebtedness that has an issue 
price of $5,000,000 and provides for no stated 
interest payments and a payment at matu-
rity of $10,000,000. The indebtedness has a 
stated maturity date of December 31, 1995. 
On January 1, 1992, S purchases P’s indebted-
ness from K, a partnership not related to P 
within the meaning of paragraph (d)(2) of 
this section, for cash in the amount of 
$6,000,000. The sum of the debt’s issue price 
and previously deducted original issue dis-
count is $7,578,582.83. P repays the indebted-
ness in full at maturity. 

(ii) Under section 61(a)(12), section 
108(e)(4), and paragraphs (a) and (f) of this 
section, P realizes $1,578,582.83 in income 
from discharge of indebtedness ($7,578,582.83 
minus $6,000,000) on January 1, 1992. 

(iii) Under paragraph (g)(1) of this section, 
the indebtedness is treated as issued to S on 
January 1, 1992, with an issue price of 
$6,000,000. Under section 1273(a), the $4,000,000 
excess of the stated redemption price at ma-
turity of the indebtedness ($10,000,000) over 
its issue price ($6,000,000) is orignial issue 
discount, which is includible in gross income 
by S and deductible by P over the remaining 
term of the indebtedness under sections 
163(e) and 1272(a). 

(iv) Accordingly, P deducts and S includes 
in income original issue discount as follows: 
in 1992, $817,316.20; in 1993, $928,650.49; in 1994, 
$1,055,150.67; and in 1995, $1,198,882.64. 

(h) Effective date. This section applies 
to any transaction described in para-
graph (a) and in either paragraph (b) or 
(c) of this section with an acquisition 
date on or after March 21, 1991. Al-
though this section does not apply to 
direct or indirect acquisitions occur-
ring before March 21, 1991, section 
108(e)(4) is effective for any transaction 
after December 31, 1980, subject to the 
rules of section 7 of the Bankruptcy 
Tax Act of 1980 (Pub. L. 96–589, 94 Stat. 
3389, 3411). Taxpayers may use any rea-
sonable method of determining the 
amount of discharge of indebtedness in-
come realized and the treatment of 
correlative adjustments under section 
108(e)(4) for acquisitions of indebted-
ness before March 21, 1991, if such 
method is applied consistently by both 
the debtor and related holder. 

[T.D. 8460, 57 FR 61808, Dec. 29, 1992] 

§ 1.108–3 Intercompany losses and de-
ductions. 

(a) General rule. This section applies 
to certain losses and deductions from 
the sale, exchange, or other transfer of 
property between corporations that are 
members of a consolidated group or a 
controlled group (an intercompany 
transaction). See section 267(f) (con-
trolled groups) and § 1.1502–13 (consoli-
dated groups) for applicable defini-
tions. For purposes of determining the 
attributes to which section 108(b) ap-
plies, a loss or deduction not yet taken 
into account under section 267(f) or 
§ 1.1502–13 (an intercompany loss or de-
duction) is treated as basis described in 
section 108(b) that the transferor re-
tains in property. To the extent a loss 
not yet taken into account is reduced 
under this section, it cannot subse-
quently be taken into account under 
section 267(f) or § 1.1502–13. For exam-
ple, if S and B are corporations filing a 
consolidated return, and S sells land 
with a $100 basis to B for $90 and the $10 
loss is deferred under section 267(f) and 
§ 1.1502–13, the deferred loss is treated 
for purposes of section 108(b) as $10 of 
basis that S has in land (even though S 
has no remaining interest in the land 
sold to B) and is subject to reduction 
under section 108(b)(2)(E). Similar prin-
ciples apply, with appropriate adjust-
ments, if S and B are members of a 
controlled group and S’s loss is de-
ferred only under section 267(f). 

(b) Effective date. This section applies 
with respect to discharges of indebted-
ness occurring on or after September 
11, 1995. 

[T.D. 8597, 60 FR 36680, July 18, 1995] 

§ 1.108–4 Election to reduce basis of 
depreciable property under section 
108(b)(5) of the Internal Revenue 
Code . 

(a) Description. An election under sec-
tion 108(b)(5) is available whenever a 
taxpayer excludes discharge of indebt-
edness income (COD income) from 
gross income under sections 
108(a)(1)(A), (B), or (C) (concerning title 
11 cases, insolvency, and qualified farm 
indebtedness, respectively). See sec-
tions 108(d)(2) and (3) for the definitions 
of title 11 case and insolvent. See section 
108(g)(2) for the definition of qualified 
farm indebtedness. 
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(b) Time and manner. To make an 
election under section 108(b)(5), a tax-
payer must enter the appropriate infor-
mation on Form 982, Reduction of Tax 
Attributes Due to Discharge of Indebted-
ness (and Section 1082 Basis Adjustment), 
and attach the form to the timely filed 
(including extensions) Federal income 
tax return for the taxable year in 
which the taxpayer has COD income 
that is excluded from gross income 
under section 108(a). An election under 
this section may be revoked only with 
the consent of the Commissioner. 

(c) Effective date. This section applies 
to elections concerning discharges of 
indebtedness occurring on or after Oc-
tober 22, 1998. 

[T.D. 8787, 63 FR 56562, Oct. 22, 1998] 

§ 1.108–5 Time and manner for making 
election under the Omnibus Budget 
Reconciliation Act of 1993. 

(a) Description. Section 108(c)(3)(C), as 
added by section 13150 of the Omnibus 
Budget Reconciliation Act of 1993 (Pub. 
L. 103–66, 107 Stat. 446), allows certain 
noncorporate taxpayers to elect to 
treat certain indebtedness described in 
section 108(c)(3) that is discharged after 
December 31, 1992, as qualified real 
property business indebtedness. This 
discharged indebtedness is excluded 
from gross income to the extent al-
lowed by section 108. 

(b) Time and manner for making elec-
tion. The election described in this sec-
tion must be made on the timely-filed 
(including extensions) Federal income 
tax return for the taxable year in 
which the taxpayer has discharge of in-
debtedness income that is excludible 
from gross income under section 108(a). 
The election is to be made on a com-
pleted Form 982, in accordance with 
that Form and its instructions. 

(c) Revocability of election. The elec-
tion described in this section is rev-
ocable with the consent of the Commis-
sioner. 

(d) Effective date. The rules set forth 
in this section are effective December 
27, 1993. 

[T.D. 8688, 61 FR 65322, Dec. 12, 1996. Redesig-
nated by T.D. 8787, 63 FR 56563, Oct. 22, 1998] 

§ 1.108–6 Limitations on the exclusion 
of income from the discharge of 
qualified real property business in-
debtedness. 

(a) Indebtedness in excess of value. 
With respect to any qualified real prop-
erty business indebtedness that is dis-
charged, the amount excluded from 
gross income under section 108(a)(1)(D) 
(concerning discharges of qualified real 
property business indebtedness) shall 
not exceed the excess, if any, of the 
outstanding principal amount of that 
indebtedness immediately before the 
discharge over the net fair market 
value of the qualifying real property, 
as defined in § 1.1017–1(c)(1), imme-
diately before the discharge. For pur-
poses of this section, net fair market 
value means the fair market value of 
the qualifying real property (notwith-
standing section 7701(g)), reduced by 
the outstanding principal amount of 
any qualified real property business in-
debtedness (other than the discharged 
indebtedness) that is secured by such 
property immediately before and after 
the discharge. Also, for purposes of sec-
tion 108(c)(2)(A) and this section, out-
standing principal amount means the 
principal amount of indebtedness to-
gether with all additional amounts 
owed that, immediately before the dis-
charge, are equivalent to principal, in 
that interest on such amounts would 
accrue and compound in the future, ex-
cept that outstanding principal 
amount shall not include amounts that 
are subject to section 108(e)(2) and shall 
be adjusted to account for unamortized 
premium and discount consistent with 
section 108(e)(3). 

(b) Overall limitation. The amount ex-
cluded from gross income under section 
108(a)(1)(D) shall not exceed the aggre-
gate adjusted bases of all depreciable 
real property held by the taxpayer im-
mediately before the discharge (other 
than depreciable real property acquired 
in contemplation of the discharge) re-
duced by the sum of any— 

(1) Depreciation claimed for the tax-
able year the taxpayer excluded dis-
charge of indebtedness from gross in-
come under section 108(a)(1)(D); and 

(2) Reductions to the adjusted bases 
of depreciable real property required 
under section 108(b) or section 108(g) 
for the same taxable year. 
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(c) Effective date. This section applies 
to discharges of qualified real property 
business indebtedness occurring on or 
after October 22, 1998. 

[T.D. 8787, 63 FR 56563, Oct. 22, 1998] 

§ 1.108–7 Reduction of attributes. 
(a) In general. (1) If a taxpayer ex-

cludes discharge of indebtedness in-
come (COD income) from gross income 
under section 108(a)(1)(A), (B), or (C), 
then the amount excluded shall be ap-
plied to reduce the following tax at-
tributes of the taxpayer in the fol-
lowing order: 

(i) Net operating losses. 
(ii) General business credits. 
(iii) Minimum tax credits. 
(iv) Capital loss carryovers. 
(v) Basis of property. 
(vi) Passive activity loss and credit 

carryovers. 
(vii) Foreign tax credit carryovers. 
(2) The taxpayer may elect under sec-

tion 108(b)(5), however, to apply any 
portion of the excluded COD income to 
reduce first the basis of depreciable 
property. To the extent the excluded 
COD income is not so applied, the tax-
payer must then reduce any remaining 
tax attributes in the order specified in 
section 108(b)(2). If the excluded COD 
income exceeds the sum of the tax-
payer’s tax attributes, the excess is 
permanently excluded from the tax-
payer’s gross income. For rules relat-
ing to basis reductions required by sec-
tions 108(b)(2)(E) and 108(b)(5), see sec-
tions 1017 and 1.1017–1. For rules relat-
ing to the time and manner for making 
an election under section 108(b)(5), see 
§ 1.108–4. 

(b) Carryovers and carrybacks. The tax 
attributes subject to reduction under 
section 108(b)(2) and paragraph (a)(1) of 
this section that are carryovers to the 
taxable year of the discharge, or that 
may be carried back to taxable years 
preceding the year of the discharge, are 
taken into account by the taxpayer for 
the taxable year of the discharge or the 
preceding years, as the case may be, 
before such attributes are reduced pur-
suant to section 108(b)(2) and paragraph 
(a)(1) of this section. 

(c) Transactions to which section 381 
applies. If a taxpayer realizes COD in-
come that is excluded from gross in-
come under section 108(a) either during 

or after a taxable year in which the 
taxpayer is the distributor or trans-
feror of assets in a transaction de-
scribed in section 381(a), any tax at-
tributes to which the acquiring cor-
poration succeeds, including the basis 
of property acquired by the acquiring 
corporation in the transaction, must 
reflect the reductions required by sec-
tion 108(b). For this purpose, all at-
tributes listed in section 108(b)(2) im-
mediately prior to the transaction de-
scribed in section 381(a), but after the 
determination of tax for the year of the 
distribution or transfer of assets, in-
cluding basis of property, will be avail-
able for reduction under section 
108(b)(2). However, the basis of stock or 
securities of the acquiring corporation, 
if any, received by the taxpayer in ex-
change for the transferred assets shall 
not be available for reduction under 
section 108(b)(2). 

(d) Special rules for S corporations—(1) 
In general. If an S corporation excludes 
COD income from gross income under 
section 108(a)(1)(A), (B), or (C), the 
amount excluded shall be applied to re-
duce the S corporation’s tax attributes 
under paragraph (a)(1) of this section. 
For purposes of paragraph (a)(1)(i) of 
this section, the aggregate amount of 
the shareholders’ losses or deductions 
that are disallowed for the taxable year 
of the discharge under section 
1366(d)(1), including disallowed losses 
or deductions of a shareholder that 
transfers all of the shareholder’s stock 
in the S corporation during the taxable 
year of the discharge, is treated as the 
net operating loss tax attribute 
(deemed NOL) of the S corporation for 
the taxable year of the discharge. 

(2) Allocation of excess losses or deduc-
tions—(i) In general. If the amount of an 
S corporation’s deemed NOL exceeds 
the amount of the S corporation’s COD 
income that is excluded from gross in-
come under section 108(a)(1)(A), (B), or 
(C), the excess deemed NOL shall be al-
located to the shareholder or share-
holders of the S corporation as a loss 
or deduction that is disallowed under 
section 1366(d) for the taxable year of 
the discharge. 

(ii) Multiple shareholders—(A) In gen-
eral. If an S corporation has multiple 
shareholders, to determine the amount 
of the S corporation’s excess deemed 
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NOL to be allocated to each share-
holder under paragraph (d)(2)(i) of this 
section, calculate with respect to each 
shareholder the shareholder’s excess 
amount. The shareholder’s excess 
amount is the amount (if any) by 
which the shareholder’s losses or de-
ductions disallowed under section 
1366(d)(1) (before any reduction under 
paragraph (a)(1) of this section) exceed 
the amount of COD income that would 
have been taken into account by that 
shareholder under section 1366(a) had 
the COD income not been excluded 
under section 108(a). 

(B) Shareholders with a shareholder’s 
excess amount. Each shareholder that 
has a shareholder’s excess amount, as 
determined under paragraph 
(d)(2)(ii)(A) of this section, is allocated 
an amount equal to the S corporation’s 
excess deemed NOL multiplied by a 
fraction, the numerator of which is the 
shareholder’s excess amount and the 
denominator of which is the sum of all 
shareholders’ excess amounts. 

(C) Shareholders with no shareholder’s 
excess amount. If a shareholder does not 
have a shareholder’s excess amount as 
determined in paragraph (d)(2)(ii)(A) of 
this section, none of the S corpora-
tion’s excess deemed NOL shall be allo-
cated to that shareholder. 

(iii) Terminating shareholder. Any 
amount of the S corporation’s excess 
deemed NOL allocated under paragraph 
(d)(2) of this section to a shareholder 
that had transferred all of the share-
holder’s stock in the corporation dur-
ing the taxable year of the discharge is 
permanently disallowed under § 1.1366– 
2(a)(6), unless the transfer of stock is 
described in section 1041(a). If the 
transfer of stock is described in section 
1041(a), the amount of the S corpora-
tion’s excess deemed NOL allocated to 
the transferor under paragraph (d)(2) of 
this section shall be treated as a loss or 
deduction incurred by the corporation 
in the succeeding taxable year with re-
spect to the transferee. See section 
1366(d)(2)(B). 

(3) Character of excess losses or deduc-
tions allocated to a shareholder. The 
character of an S corporation’s excess 
deemed NOL that is allocated to a 
shareholder under paragraph (d)(2) of 
this section consists of a proportionate 
amount of each item of the share-

holder’s loss or deduction that is dis-
allowed for the taxable year of the dis-
charge under section 1366(d)(1). 

(4) Information requirements. If an S 
corporation excludes COD income from 
gross income under section 108(a) for a 
taxable year, each shareholder of the S 
corporation during the taxable year of 
the discharge must report to the S cor-
poration the amount of the share-
holder’s losses and deductions that are 
disallowed for the taxable year of the 
discharge under section 1366(d)(1), even 
if that amount is zero. If a shareholder 
fails to report the amount of the share-
holder’s losses and deductions that are 
disallowed for the taxable year of the 
discharge under section 1366(d)(1) to 
the S corporation, or if the S corpora-
tion knows that the amount reported 
by the shareholder is inaccurate, or if 
the information, as reported, appears 
to be incomplete or incorrect, the S 
corporation may rely on its own books 
and records, as well as other informa-
tion available to the S corporation, to 
determine the amount of the share-
holder’s losses and deductions that are 
disallowed for the taxable year of the 
discharge under section 1366(d)(1), pro-
vided that the S corporation knows or 
reasonably believes that its informa-
tion presents an accurate reflection of 
the shareholder’s disallowed losses and 
deductions under section 1366(d)(1). The 
S corporation must report to each 
shareholder the amount of the S cor-
poration’s excess deemed NOL that is 
allocated to that shareholder under 
paragraph (d)(2) of this section, even if 
that amount is zero, in accordance 
with applicable forms and instructions. 

(e) Examples. The following examples 
illustrate the application of this sec-
tion: 

Example 1. (i) Facts. In Year 4, X, a corpora-
tion in a title 11 case, is entitled under sec-
tion 108(a)(1)(A) to exclude from gross in-
come $100,000 of COD income. For Year 4, X 
has gross income in the amount of $50,000. In 
each of Years 1 and 2, X had no taxable in-
come or loss. In Year 3, X had a net oper-
ating loss of $100,000, the use of which when 
carried over to Year 4 is not subject to any 
restrictions other than those of section 172. 

(ii) Analysis. Pursuant to paragraph (b) of 
this section, X takes into account the net 
operating loss carryover from Year 3 in com-
puting its taxable income for Year 4 before 
any portion of the COD income excluded 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00466 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



455 

Internal Revenue Service, Treasury § 1.108–7 

under section 108(a)(1)(A) is applied to reduce 
tax attributes. Thus, the amount of the net 
operating loss carryover that is reduced 
under section 108(b)(2) and paragraph (a) of 
this section is $50,000. 

Example 2. (i) Facts. The facts are the same 
as in Example 1, except that in Year 4 X sus-
tains a net operating loss in the amount of 
$100,000. In addition, in each of Years 2 and 3, 
X reported taxable income in the amount of 
$25,000. 

(ii) Analysis. Pursuant to paragraph (b) of 
this section and section 172, the net oper-
ating loss sustained in Year 4 is carried back 
to Years 2 and 3 before any portion of the 
COD income excluded under section 
108(a)(1)(A) is applied to reduce tax at-
tributes. Thus, the amount of the net oper-
ating loss that is reduced under section 
108(b)(2) and paragraph (a) of this section is 
$50,000. 

Example 3. (i) Facts. In Year 2, X, a corpora-
tion in a title 11 case, has outstanding debts 
of $200,000 and a depreciable asset that has an 
adjusted basis of $75,000 and a fair market 
value of $100,000. X has no other assets or li-
abilities. X has a net operating loss of $80,000 
that is carried over to Year 2 but has no gen-
eral business credit, minimum tax credit, or 
capital loss carryovers. Under a plan of reor-
ganization, X transfers its asset to Corpora-
tion Y in exchange for Y stock with a value 
of $100,000. X distributes the Y stock to its 
creditors in exchange for release of their 
claims against X. X’s shareholders receive 
nothing in the transaction. The transaction 
qualifies as a reorganization under section 
368(a)(1)(G) that satisfies the requirements of 
section 354(b)(1)(A) and (B). For Year 2, X has 
gross income of $10,000 (without regard to 
any income from the discharge of indebted-
ness) and is allowed a depreciation deduction 
of $10,000 in respect of the asset. In addition, 
it generates no general business credits. 

(ii) Analysis. On the distribution of Y stock 
to X’s creditors, under section 108(a)(1)(A), X 
is entitled to exclude from gross income the 
debt discharge amount of $100,000. (Under 
section 108(e)(8), X is treated as satisfying 
$100,000 of the debt owed the creditors for 
$100,000, the fair market value of the Y stock 
transferred to those creditors.) In Year 2, X 
has no taxable income or loss because its 
gross income is exactly offset by the depre-
ciation deduction. As a result of the depre-
ciation deduction, X’s basis in the asset is 
reduced by $10,000 to $65,000. Pursuant to 
paragraph (c) of this section, the amount of 
X’s net operating loss to which Y succeeds 
pursuant to section 381 and the basis of X’s 
property transferred to Y must take into ac-
count the reductions required by section 
108(b). Pursuant to paragraph (a) of this sec-
tion, X’s net operating loss carryover in the 
amount of $80,000 is reduced by $80,000 of the 
COD income excluded under section 108(a)(1). 
In addition, X’s basis in the asset is reduced 

by $20,000, the extent to which the COD in-
come excluded under section 108(a)(1) did not 
reduce the net operating loss. Accordingly, 
as a result of the reorganization, there is no 
net operating loss to which Y succeeds under 
section 381. Pursuant to section 361, X recog-
nizes no gain or loss on the transfer of its 
property to Y. Pursuant to section 362(b), Y’s 
basis in the asset acquired from X is $45,000. 

Example 4. (i) Facts. The facts are the same 
as in Example 3, except that X elects under 
section 108(b)(5) to reduce first the basis of 
its depreciable asset. 

(ii) Analysis. As in Example 3, on the dis-
tribution of Y stock to X’s creditors, under 
section 108(a)(1)(A), X is entitled to exclude 
from gross income the debt discharge 
amount of $100,000. In addition, in Year 2, X 
has no taxable income or loss because its 
gross income is exactly offset by the depre-
ciation deduction. As a result of the depre-
ciation deduction, X’s basis in the asset is 
reduced by $10,000 to $65,000. Pursuant to 
paragraph (c) of this section, the amount of 
X’s net operating loss to which Y succeeds 
pursuant to section 381 and the basis of X’s 
property transferred to Y must take into ac-
count the reductions required by section 
108(b). As a result of the election under sec-
tion 108(b)(5), X’s basis in the asset is re-
duced by $65,000 to $0. In addition, X’s net op-
erating loss is reduced by $35,000, the extent 
to which the amount excluded from income 
under section 108(a)(1)(A) does not reduce X’s 
asset basis. Accordingly, as a result of the 
reorganization, Y succeeds to X’s net oper-
ating loss in the amount of $45,000 under sec-
tion 381. Pursuant to section 361, X recog-
nizes no gain or loss on the transfer of its 
property to Y. Pursuant to section 362(b), Y’s 
basis in the asset acquired from X is $0. 

Example 5. (i) Facts. During the entire cal-
endar year 2009, A, B, and C each own equal 
shares of stock in X, a calendar year S cor-
poration. As of December 31, 2009, A, B, and 
C each have a zero stock basis and X does not 
have any indebtedness to A, B, or C. For the 
2009 taxable year, X excludes from gross in-
come $45,000 of COD income under section 
108(a)(1)(A). The COD income (had it not been 
excluded) would have been allocated $15,000 
to A, $15,000 to B, and $15,000 to C under sec-
tion 1366(a). For the 2009 taxable year, X has 
$30,000 of losses and deductions that X passes 
through pro rata to A, B, and C in the 
amount of $10,000 each. The losses and deduc-
tions that pass through to A, B, and C are 
disallowed under section 1366(d)(1). In addi-
tion, B has $10,000 of section 1366(d) losses 
from prior years and C has $20,000 of section 
1366(d) losses from prior years. A’s ($10,000), 
B’s ($20,000) and C’s ($30,000) combined $60,000 
of disallowed losses and deductions for the 
taxable year of the discharge are treated as 
a current year net operating loss tax at-
tribute of X under section 108(d)(7)(B) 
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(deemed NOL) for purposes of the section 
108(b) reduction of tax attributes. 

(ii) Allocation. Under section 108(b)(2)(A), 
X’s $45,000 of excluded COD income reduces 
the $60,000 deemed NOL to $15,000. Therefore, 
X has a $15,000 excess net operating loss (ex-
cess deemed NOL) to allocate to its share-
holders. Under paragraph (d)(2)(ii)(C) of this 
section, none of the $15,000 excess deemed 
NOL is allocated to A because A’s section 
1366(d) losses and deductions immediately 
prior to the section 108(b)(2)(A) reduction 
($10,000) do not exceed A’s share of the ex-
cluded COD income for 2008 ($15,000). Thus, A 
has no shareholder’s excess amount. Each of 
B’s and C’s respective section 1366(d) losses 
and deductions immediately prior to the sec-
tion 108(b)(2)(A) reduction exceed each of B’s 
and C’s respective shares of the excluded 
COD income for 2008. B’s excess amount is 
$5,000 ($20,000¥$15,000) and C’s excess amount 
is $15,000 ($30,000¥$15,000). Therefore, the 
total of all shareholders’ excess amounts is 
$20,000. Under paragraph (d)(2) of this sec-
tion, X will allocate $3,750 of the $15,000 ex-
cess deemed NOL to B ($15,000 × $5,000/$20,000) 
and $11,250 of the $15,000 excess deemed NOL 
to C ($15,000 × $15,000/$20,000). These amounts 
are treated as losses and deductions dis-
allowed under section 1366(d)(1) for the tax-
able year of the discharge. Accordingly, at 
the beginning of 2010, A has no section 
1366(d)(2) carryovers, B has $3,750 of 
carryovers, and C has $11,250 of carryovers. 

(iii) Character. Immediately prior to the 
section 108(b)(2)(A) reduction, B’s $20,000 of 
section 1366(d) losses and deductions con-
sisted of $8,000 of long-term capital losses, 
$7,000 of section 1231 losses, and $5,000 of ordi-
nary losses. After the section 108(b)(2)(A) tax 
attribute reduction, X will allocate $3,750 of 
the excess deemed NOL to B. Under para-
graph (d)(3) of this section, the $3,750 excess 
deemed NOL allocated to B consists of $1,500 
of long-term capital losses (($8,000/$20,000) × 
$3,750), $1,312.50 of section 1231 losses (($7,000/ 
$20,000) × $3,750), and $937.50 of ordinary 
losses (($5,000/$20,000) × $3,750). As a result, at 
the beginning of 2010, B’s $3,750 of section 
1366(d)(2) carryovers consist of $1,500 of long- 
term capital losses, $1,312.50 of section 1231 
losses, and $937.50 of ordinary losses. 

Example 6. (i) A and B each own 50 percent 
of the shares of stock in X, a calendar year 
S corporation. On March 1, 2009, X realizes 
$12,000 of COD income and excludes this 
amount from gross income under section 
108(a)(1)(A) for X’s 2009 taxable year. On June 
30, 2009, A sells all of her shares of stock in 
X to C in a transfer not described in section 
1041(a). X does not make a terminating elec-
tion under section 1377(a)(2). The COD in-
come (had it not been excluded) would have 
been allocated $3,000 to A, $6,000 to B, and 
$3,000 to C under section 1366(a). Prior to the 
section 108(b)(2)(A) reduction, for the taxable 
year of the discharge the shareholders have 

disallowed losses and deductions under sec-
tion 1366(d) (including disallowed losses car-
ried over to the current year under section 
1366(d)(2)) in the following amounts: A— 
$5,000, B—$13,000, and C—$2,000. The com-
bined $20,000 of disallowed losses and deduc-
tions for the taxable year of the discharge 
are treated as a current year net operating 
loss tax attribute of X under section 
108(d)(7)(B) (deemed NOL). 

(ii) Under section 108(b)(2)(A), X’s $12,000 of 
excluded COD income reduces the $20,000 
deemed NOL to $8,000. Therefore, X has an 
$8,000 excess net operating loss (excess 
deemed NOL) to allocate to its shareholders. 
Under paragraph (d)(2)(ii)(C) of this section, 
none of the $8,000 excess deemed NOL is allo-
cated to C because C’s section 1366(d) losses 
and deductions immediately prior to the sec-
tion 108(b)(2)(A) reduction ($2,000) do not ex-
ceed C’s share of the excluded COD income 
for 2008 ($3,000). However, each of A’s and B’s 
respective section 1366(d) losses and deduc-
tions immediately prior to the section 
108(b)(2)(A) reduction exceed each of A’s and 
B’s respective shares of the excluded COD in-
come for 2009. A’s excess amount is $2,000 
($5,000¥$3,000) and B’s excess amount is 
$7,000 ($13,000¥$6,000). Therefore, the total of 
all shareholders’ excess amounts is $9,000. 
Under paragraph (d)(2) of this section, X will 
allocate $1,777.78 of the $8,000 excess deemed 
NOL to A ($8,000 × $2,000/$9,000) and $6,222.22 
of the $8,000 excess deemed NOL to B ($8,000 
× $7,000/$9,000). However, because A trans-
ferred all of her shares of stock in X in a 
transaction not described in section 1041(a), 
A’s $1,777.78 of section 1366(d) losses and de-
ductions are permanently disallowed under 
paragraph (d)(2)(iii) of this section. Accord-
ingly, at the beginning of 2010, B has $6,222.22 
of section 1366(d)(2) carryovers and C has no 
section 1366(d)(2) carryovers. 

Example 7. The facts are the same as in Ex-
ample 6, except that X, with the consent of A 
and C, makes a terminating election under 
section 1377(a)(2) upon A’s sale of her stock 
in X to C. Therefore, the COD income (had it 
not been excluded) would have been allo-
cated $6,000 to A, $6,000 to B, and $0 to C. 
Under paragraph (d)(2)(ii)(C) of this section, 
none of the $8,000 excess deemed NOL is allo-
cated to A because A’s section 1366(d) losses 
and deductions immediately prior to the sec-
tion 108(b)(2)(A) reduction ($5,000) do not ex-
ceed A’s share of the excluded COD income 
for 2009 ($6,000). However, each of B’s and C’s 
respective section 1366(d) losses and deduc-
tions immediately prior to the section 
108(b)(2)(A) reduction exceed each of B’s and 
C’s respective shares of the excluded COD in-
come for 2009. B’s excess amount is $7,000 
($13,000¥$6,000), C’s excess amount is $2,000 
($2,000¥$0). Therefore, the total of all share-
holders’ excess amounts is $9,000. Under 
paragraph (d)(2) of this section, X will allo-
cate $6,222.22 of the $8,000 excess deemed NOL 
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to B ($8,000 × $7,000/$9,000) and $1,777.78 of the 
$8,000 excess deemed NOL to C. Accordingly, 
at the beginning of 2010, B has $6,222.22 of 
section 1366(d)(2) carryovers and C has 
$1,777.78 of section 1366(d)(2) carryovers. 

(f) Effective/applicability date—(1) 
Paragraphs (a), (b), (c), and Examples 1, 
2, 3, and 4 of paragraph (e) of this sec-
tion apply to discharges of indebted-
ness occurring on or after May 10, 2004. 

(2) Paragraph (d) and Examples 5, 6, 
and 7 of paragraph (e) of this section 
apply to discharges of indebtedness oc-
curring on or after October 30, 2009. 
Paragraph (d)(2)(iii) of this section ap-
plies on and after July 23, 2014. For 
rules that apply before that date, see 26 
CFR part 1 (revised as of April 1, 2014). 

[T.D. 9080, 68 FR 42592, July 18, 2003; 68 FR 
56556, Oct. 1, 2003. Redesignated and amended 
by T.D. 9127, 69 FR 26039, May 11, 2004; T.D. 
9469, 74 FR 56111, Oct. 30, 2009; T.D. 9682, 79 
FR 42677, July 23, 2014] 

§ 1.108–8 Indebtedness satisfied by 
partnership interest. 

(a) In general. For purposes of deter-
mining income of a debtor from dis-
charge of indebtedness (COD income), 
if a debtor partnership transfers a cap-
ital or profits interest in the partner-
ship to a creditor in satisfaction of its 
recourse or nonrecourse indebtedness 
(a debt-for-equity exchange), the part-
nership is treated as having satisfied 
the indebtedness with an amount of 
money equal to the fair market value 
of the partnership interest. 

(b) Determination of fair market value— 
(1) In general. All the facts and cir-
cumstances are considered in deter-
mining the fair market value of a part-
nership interest transferred by a debtor 
partnership to a creditor in satisfac-
tion of the debtor partnership’s indebt-
edness (debt-for-equity interest) for 
purposes of paragraph (a) of this sec-
tion. If the fair market value of the 
debt-for-equity interest does not equal 
the fair market value of the indebted-
ness exchanged, then general tax law 
principles shall apply to account for 
the difference. 

(2) Safe harbor—(i) General rule. For 
purposes of paragraph (a) of this sec-
tion, the fair market value of a debt- 
for-equity interest is deemed to be 
equal to the liquidation value of the 
debt-for-equity interest, as defined in 

paragraph (b)(2)(iii) of this section, if 
the following requirements are satis-
fied— 

(A) The creditor, debtor partnership, 
and its partners treat the fair market 
value of the indebtedness as being 
equal to the liquidation value of the 
debt-for-equity interest for purposes of 
determining the tax consequences of 
the debt-for-equity exchange; 

(B) If, as part of the same overall 
transaction, the debtor partnership 
transfers more than one debt-for-eq-
uity interest to one or more creditors, 
then each creditor, debtor partnership, 
and its partners treat the fair market 
value of each debt-for-equity interest 
transferred by the debtor partnership 
to such creditors as equal to its liq-
uidation value; 

(C) The debt-for-equity exchange is a 
transaction that has terms that are 
comparable to terms that would be 
agreed to by unrelated parties negoti-
ating with adverse interests; and 

(D) Subsequent to the debt-for-equity 
exchange, the debtor partnership does 
not redeem the debt-for-equity inter-
est, and no person bearing a relation-
ship to the debtor partnership or its 
partners that is specified in section 
267(b) or section 707(b) purchases the 
debt-for-equity interest, as part of a 
plan at the time of the debt-for-equity 
exchange that has as a principal pur-
pose the avoidance of COD income by 
the debtor partnership. 

(ii) Tiered-partnership rule. For pur-
poses of this paragraph (b)(2), the liq-
uidation value of a debt-for-equity in-
terest in a partnership (upper-tier part-
nership) that directly or indirectly 
owns an interest in one or more part-
nerships (lower-tier partnership(s)) is 
determined by taking into account the 
liquidation value of such lower-tier 
partnership interests. 

(iii) Definition of liquidation value. For 
purposes of this paragraph (b)(2), the 
liquidation value of a debt-for-equity 
interest equals the amount of cash that 
the creditor would receive with respect 
to the debt-for-equity interest if, im-
mediately after the debt-for-equity ex-
change, the partnership sold all of its 
assets (including goodwill, going con-
cern value, and any other intangibles) 
for cash equal to the fair market value 
of those assets and then liquidated. 
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(c) Example. The following example 
illustrates the provisions of this sec-
tion: 

Example. (i) AB partnership has $1,000 of 
outstanding indebtedness owed to C. C agrees 
to transfer to AB partnership the $1,000 in-
debtedness in a debt-for-equity exchange for 
a debt-for-equity interest in AB partnership. 
The liquidation value of C’s debt-for-equity 
interest is $700, which is the amount of cash 
that C would receive with respect to that in-
terest if, immediately after the debt-for-eq-
uity exchange, AB partnership sold all of its 
assets for cash equal to the fair market 
value of those assets and then liquidated. 
Each of the requirements of the liquidation 
value safe harbor described in paragraph 
(b)(2) of this section is satisfied. 

(ii) Because the requirements in paragraph 
(b)(2) of this section are satisfied, the fair 
market value of C’s debt-for-equity interest 
in AB partnership for purposes of deter-
mining AB partnership’s COD income is the 
liquidation value of C’s debt-for-equity inter-
est, or $700. Accordingly, AB partnership is 
treated as satisfying the $1,000 indebtedness 
for $700 under section 108(e)(8). 

(d) Effective/applicability date. This 
section applies to debt-for-equity ex-
changes occurring on or after Novem-
ber 17, 2011. 

[T.D. 9557, 76 FR 71258, Nov. 17, 2011] 

§ 1.108(c)–1T [Reserved] 

§ 1.108(i)–0 Definitions and effective/ 
applicability dates. 

(a) Definitions. For purposes of regu-
lations under section 108(i)— 

(1) Acquisition. An acquisition, with re-
spect to any applicable debt instru-
ment, includes an acquisition of the 
debt instrument for cash or other prop-
erty, the exchange of the debt instru-
ment for another debt instrument (in-
cluding an exchange resulting from a 
modification of the debt instrument), 
the exchange of the debt instrument 
for corporate stock or a partnership in-
terest, the contribution of the debt in-
strument to capital, the complete for-
giveness of the indebtedness by the 
holder of the debt instrument, and a di-
rect or an indirect acquisition within 
the meaning of § 1.108–2. 

(2) Applicable debt instrument. An ap-
plicable debt instrument is a debt instru-
ment that was issued by a C corpora-
tion or any other person in connection 
with the conduct of a trade or business 
by such person. In the case of an inter-

company obligation (as defined in 
§ 1.1502–13(g)(2)(ii)), applicable debt in-
strument includes only an instrument 
for which COD income is realized upon 
the instrument’s deemed satisfaction 
under § 1.1502–13(g)(5). 

(3) C corporation issuer. C corporation 
issuer means a C corporation that 
issues a debt instrument with any de-
ferred OID deduction. 

(4) C corporation partner. A C corpora-
tion partner is a C corporation that is a 
direct or indirect partner of an electing 
partnership or a related partnership. 

(5) COD income. COD income means in-
come from the discharge of indebted-
ness, as determined under sections 
61(a)(12) and 108(a) and the regulations 
under those sections. 

(6) COD income amount. A COD income 
amount is a partner’s distributive share 
of COD income with respect to an ap-
plicable debt instrument of an electing 
partnership. 

(7) Debt instrument. Debt instrument 
means a bond, debenture, note, certifi-
cate, or any other instrument or con-
tractual arrangement constituting in-
debtedness (within the meaning of sec-
tion 1275(a)(1)). 

(8) Deferral period. For a reacquisition 
that occurs in 2009, deferral period 
means the taxable year of the reacqui-
sition and the four taxable years fol-
lowing such taxable year. For a reac-
quisition that occurs in 2010, deferral 
period means the taxable year of the re-
acquisition and the three taxable years 
following such taxable year. 

(9) Deferred amount. A deferred amount 
is the portion of a partner’s COD in-
come amount with respect to an appli-
cable debt instrument that is deferred 
under section 108(i). 

(10) Deferred COD income. Deferred 
COD income means COD income that is 
deferred under section 108(i). 

(11) Deferred item. A deferred item is 
any item of deferred COD income or de-
ferred OID deduction that has not been 
previously taken into account under 
section 108(i). 

(12) Deferred OID deduction. A deferred 
OID deduction means an otherwise al-
lowable deduction for OID that is de-
ferred under section 108(i)(2) with re-
spect to a debt instrument issued (or 
treated as issued under section 
108(e)(4)) in a debt-for-debt exchange 
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described in section 108(i)(2)(A) or a 
deemed debt-for-debt exchange de-
scribed in § 1.108(i)–3(a). 

(13) Deferred section 465 amount. A de-
ferred section 465 amount is described in 
paragraph (d)(3) of § 1.108(i)–2. 

(14) Deferred section 752 amount. A de-
ferred section 752 amount is described in 
paragraph (b)(3) of § 1.108(i)–2. 

(15) Direct partner. A direct partner is a 
person that owns a direct interest in a 
partnership. 

(16) Electing corporation. An electing 
corporation is a C corporation with de-
ferred COD income by reason of a sec-
tion 108(i) election. 

(17) Electing entity. An electing entity 
is an entity that is a taxpayer that 
makes an election under section 108(i). 

(18) Electing member. An electing mem-
ber is an electing corporation that is a 
member of an affiliated group that files 
a consolidated return. 

(19) Electing partnership. An electing 
partnership is a partnership that makes 
an election under section 108(i). 

(20) Electing S corporation. An electing 
S corporation is an S corporation that 
makes an election under section 108(i). 

(21) Included amount. An included 
amount is the portion of a partner’s 
COD income amount with respect to an 
applicable debt instrument that is not 
deferred under section 108(i) and is in-
cluded in the partner’s distributive 
share of partnership income for the 
taxable year of the partnership in 
which the reacquisition occurs. 

(22) Inclusion period. The inclusion pe-
riod is the five taxable years following 
the last taxable year of the deferral pe-
riod. 

(23) Indirect partner. An indirect 
partner is a person that owns an inter-
est in a partnership through an S cor-
poration and/or one or more partner-
ships. 

(24) Issuing entity. An issuing entity is 
any entity that is— 

(i) A related partnership; 
(ii) A related S corporation; 
(iii) An electing partnership that 

issues a debt instrument (or is treated 
as issuing a debt instrument under sec-
tion 108(e)(4)) in a debt-for-debt ex-
change described in section 108(i)(2)(A) 
or a deemed debt-for-debt exchange de-
scribed in § 1.108(i)–3(a); or 

(iv) An electing S corporation that 
issues a debt instrument (or is treated 
as issuing a debt instrument under sec-
tion 108(e)(4)) in a debt-for-debt ex-
change described in section 108(i)(2)(A) 
or a deemed debt-for-debt exchange de-
scribed in § 1.108(i)–3(a). 

(25) OID. OID means original issue 
discount, as determined under sections 
1271 through 1275 (and the regulations 
under those sections). If the amount of 
OID with respect to a debt instrument 
is less than a de minimis amount as de-
termined under § 1.1273–1(d), the OID is 
treated as zero for purposes of section 
108(i)(2). 

(26) Reacquisition. A reacquisition, 
with respect to any applicable debt in-
strument, is any event occurring after 
December 31, 2008 and before January 1, 
2011, that causes COD income with re-
spect to such applicable debt instru-
ment, including any acquisition of the 
debt instrument by the debtor that 
issued (or is otherwise the obligor 
under) the debt instrument or a person 
related to such debtor (within the 
meaning of section 108(i)(5)(A)). 

(27) Related partnership. A related part-
nership is a partnership that is related 
to the electing entity (within the 
meaning of section 108(i)(5)(A)) and 
that issues a debt instrument in a debt- 
for-debt exchange described in section 
108(i)(2)(A) or a deemed debt-for-debt 
exchange described in § 1.108(i)–3(a). 

(28) Related S corporation. A related S 
corporation is an S corporation that is 
related to the electing entity (within 
the meaning of section 108(i)(5)(A)) and 
that issues a debt instrument in a debt- 
for-debt exchange described in section 
108(i)(2)(A) or a deemed debt-for-debt 
exchange described in § 1.108(i)–3(a). 

(29) Separate interest. A separate inter-
est is a direct interest in an electing 
partnership or in a partnership or S 
corporation that is a direct or indirect 
partner of an electing partnership. 

(30) S corporation partner. An S cor-
poration partner is an S corporation 
that is a direct or indirect partner of 
an electing partnership or a related 
partnership. 

(b) Effective/Applicability dates—(1) In 
general. The rules of this section, 
§ 1.108(i)–1, and § 1.108(i)–2, apply on or 
after July 2, 2013, to reacquisitions of 
applicable debt instruments in taxable 
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years ending after December 31, 2008. In 
addition, the rules of § 1.108(i)–3 apply 
on or after July 2, 2013, to debt instru-
ments issued after December 31, 2008, in 
connection with reacquisitions of ap-
plicable debt instruments in taxable 
years ending after December 31, 2008. 

(2) Prior periods. For rules applying 
before July 2, 2013, see § 1.108(i)–0T, 
§ 1.108(i)–1T, § 1.108(i)–2T, and § 1.108(i)– 
3T, as contained in 26 CFR part 1, re-
vised April 1, 2013. 

[T.D. 9622, 78 FR 39986, July 3, 2013; 78 FR 
48607, Aug. 9, 2013] 

§ 1.108(i)–1 Deferred discharge of in-
debtedness income and deferred 
original issue discount deductions 
of C corporations. 

(a) Overview. Section 108(i)(1) pro-
vides an election for the deferral of 
COD income arising in connection with 
the reacquisition of an applicable debt 
instrument. An electing corporation 
generally includes deferred COD in-
come ratably over the inclusion period. 
Paragraph (b) of this section provides 
rules for the mandatory acceleration of 
an electing corporation’s remaining de-
ferred COD income, the mandatory ac-
celeration of a C corporation issuer’s 
deferred OID deductions, and for the 
elective acceleration of an electing 
member’s (other than the common par-
ent’s) remaining deferred COD income. 
Paragraph (c) of this section provides 
examples illustrating the application 
of the mandatory and elective accel-
eration rules. Paragraph (d) of this sec-
tion provides rules for the computation 
of an electing corporation’s earnings 
and profits. Paragraph (e) of this sec-
tion refers to the effective/applicability 
dates. 

(b) Acceleration events—(1) Deferred 
COD income. Except as otherwise pro-
vided in paragraphs (b)(2) and (3) of this 
section, and § 1.108(i)–2(b)(6) (in the case 
of a corporate partner), an electing cor-
poration’s deferred COD income is 
taken into account ratably over the in-
clusion period. 

(2) Mandatory acceleration events. An 
electing corporation takes into ac-
count all of its remaining deferred COD 
income, including its share of an elect-
ing partnership’s deferred COD income, 
immediately before the occurrence of 
any one of the events described in this 

paragraph (b)(2) (mandatory accelera-
tion events), regardless of whether the 
electing corporation is in a title 11 or 
similar case at the time the mandatory 
acceleration event occurs. 

(i) Changes in tax status. The electing 
corporation changes its tax status. For 
purposes of the preceding sentence, an 
electing corporation is treated as 
changing its tax status if it becomes 
one of the following entities: 

(A) A tax-exempt entity as defined in 
§ 1.337(d)–4(c)(2). 

(B) An S corporation as defined in 
section 1361(a)(1). 

(C) A qualified subchapter S sub-
sidiary as defined in section 
1361(b)(3)(B). 

(D) An entity operating on a coopera-
tive basis within the meaning of sec-
tion 1381. 

(E) A regulated investment company 
(RIC) as defined in section 851 or a real 
estate investment trust (REIT) as de-
fined in section 856. 

(F) A qualified REIT subsidiary as 
defined in section 856(i), but only if the 
qualified REIT subsidiary was not a 
REIT immediately before it became a 
qualified REIT subsidiary. 

(ii) Cessation of corporate existence— 
(A) In general. The electing corporation 
ceases to exist for Federal income tax 
purposes. 

(B) Exception for section 381(a) trans-
actions—(1) In general. The electing cor-
poration is not treated as ceasing to 
exist and is not required to take into 
account its remaining deferred COD in-
come solely because its assets are ac-
quired in a transaction to which sec-
tion 381(a) applies. In such a case, the 
acquiring corporation succeeds to the 
electing corporation’s remaining de-
ferred COD income and becomes sub-
ject to section 108(i) and the regula-
tions thereunder, including all report-
ing requirements, as if the acquiring 
corporation were the electing corpora-
tion. A transaction is not treated as 
one to which section 381(a) applies for 
purposes of this paragraph (b)(2)(ii)(B) 
in the following circumstances— 

(i) The acquisition of the assets of an 
electing corporation by an S corpora-
tion, if the acquisition is described in 
section 1374(d)(8); 

(ii) The acquisition of the assets of an 
electing corporation by a RIC or REIT, 
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if the acquisition is described in 
§ 1.337(d)–7(a)(2)(ii); 

(iii) The acquisition of the assets of a 
domestic electing corporation by a for-
eign corporation; 

(iv) The acquisition of the assets of a 
foreign electing corporation by a do-
mestic corporation, if as a result of the 
transaction, one or more exchanging 
shareholders include in income as a 
deemed dividend the all earnings and 
profits amount with respect to stock in 
the foreign electing corporation pursu-
ant to § 1.367(b)–3(b)(3); 

(v) The acquisition of the assets of an 
electing corporation by a tax-exempt 
entity as defined in § 1.337(d)–4(c)(2); or 

(vi) The acquisition of the assets of 
an electing corporation by an entity 
operating on a cooperative basis within 
the meaning of section 1381. 

(2) Special rules for consolidated 
groups—(i) Liquidations. For purposes of 
paragraph (b)(2)(ii)(B) of this section, 
the acquisition of assets by distributee 
members of a consolidated group upon 
the liquidation of an electing corpora-
tion is not treated as a transaction to 
which section 381(a) applies, unless im-
mediately prior to the liquidation, one 
of the distributee members owns stock 
in the electing corporation meeting the 
requirements of section 1504(a)(2) 
(without regard to § 1.1502–34). See 
§ 1.1502–80(g). 

(ii) Taxable years. In the case of an 
intercompany transaction to which 
section 381(a) applies, the transaction 
does not cause the transferor or dis-
tributor to have a short taxable year 
for purposes of determining the taxable 
year of the deferral and inclusion pe-
riod. 

(iii) Net value acceleration rule—(A) In 
general. The electing corporation en-
gages in an impairment transaction 
and, immediately after the trans-
action, the gross value of the electing 
corporation’s assets (gross asset value) 
is less than one hundred and ten per-
cent of the sum of its total liabilities 
and the tax on the net amount of its 
deferred items (the net value floor) 
(the net value acceleration rule). Im-
pairment transactions are any trans-
actions, however effected, that impair 
an electing corporation’s ability to pay 
the amount of Federal income tax li-
ability on its deferred COD income and 

include, for example, distributions (in-
cluding section 381(a) transactions), re-
demptions, below-market sales, chari-
table contributions, and the incurrence 
of additional indebtedness without a 
corresponding increase in asset value. 
Value-for-value sales or exchanges (for 
example, an exchange to which section 
351 or section 721 applies), or mere de-
clines in the market value of the elect-
ing corporation’s assets are not impair-
ment transactions. In addition, an 
electing corporation’s investments and 
expenditures in pursuance of its good 
faith business judgment are not im-
pairment transactions. For purposes of 
determining an electing corporation’s 
gross asset value, the amount of any 
distribution that is not treated as an 
impairment transaction under para-
graph (b)(2)(iii)(D) of this section (dis-
tributions and charitable contributions 
consistent with historical practice) or 
under paragraph (b)(2)(iii)(E) of this 
section (special rules for RICs and 
REITs) is treated as an asset of the 
electing corporation. Solely for pur-
poses of computing the amount of the 
net value floor, the tax on the deferred 
items is determined by applying the 
highest rate of tax specified in section 
11(b) for the taxable year. 

(B) Transactions integrated. Any 
transaction that occurs before the re-
acquisition of an applicable debt in-
strument, but that occurs pursuant to 
the same plan as the reacquisition, is 
taken into account in determining 
whether the gross asset value of the 
electing corporation is less than the 
net value floor. 

(C) Corrective action to restore net 
value. An electing corporation is not 
required to take into account its de-
ferred COD income under the net value 
acceleration rule of paragraph 
(b)(2)(iii)(A) of this section if, before 
the due date of the electing corpora-
tion’s return (including extensions), 
value is restored in a transaction in an 
amount equal to the lesser of— 

(1) The amount of value that was re-
moved from the electing corporation in 
one or more impairment transactions 
(net of amounts previously restored 
under this paragraph (b)(2)(iii)(C)); or 

(2) The amount by which the electing 
corporation’s net value floor exceeds 
its gross asset value. 
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For example, assume an electing cor-
poration incurs $50 of debt, distributes 
the $50 of proceeds to its shareholder, 
and immediately after the distribution, 
the electing corporation’s gross asset 
value is below the net value floor by 
$25. The electing corporation may 
avoid the inclusion of its remaining de-
ferred COD income if value of at least 
$25 is restored to it before the due date 
of the electing corporation’s tax return 
(including extensions) for the taxable 
year that includes the distribution. 
The value that must be restored is de-
termined at the time of the impair-
ment transaction on a net value basis 
(for example, additional borrowings by 
an electing corporation do not restore 
value). 

(D) Exceptions for distributions and 
charitable contributions that are con-
sistent with historical practice. An elect-
ing corporation’s distributions are not 
treated as impairment transactions 
(and are not taken into account as a 
reduction of the electing corporation’s 
gross asset value when applying the 
net value acceleration rule to any im-
pairment transaction), to the extent 
that the distributions are described in 
section 301(c) and the amount of these 
distributions, in the aggregate, for the 
applicable taxable year (applicable dis-
tribution amount) does not exceed the 
annual average amount of section 
301(c) distributions over the preceding 
three taxable years (average distribu-
tion amount). If an electing corpora-
tion’s applicable distribution amount 
exceeds its average distribution 
amount (excess amount), then the 
amount of the impairment transaction 
equals the excess amount. Appropriate 
adjustments must be made to take into 
account any issuances or redemptions 
of stock, or similar transactions, oc-
curring during the taxable year of dis-
tribution or any of the preceding three 
taxable years. If the electing corpora-
tion has a short taxable year for the 
year of the distribution or for any of 
the preceding three taxable years, the 
amounts are determined on an 
annualized basis. If an electing cor-
poration has been in existence for less 
than three years, the period during 
which the electing corporation has 
been in existence is substituted for the 
preceding three taxable years. For pur-

poses of determining an electing cor-
poration’s average distribution 
amount, the electing corporation does 
not take into account the distribution 
history of a distributor or transferor in 
a transaction to which section 381(a) 
applies (other than a transaction de-
scribed in section 368(a)(1)(F)). Rules 
similar to those prescribed in this 
paragraph (b)(2)(iii)(D) also apply to an 
electing corporation’s charitable con-
tributions (within the meaning of sec-
tion 170(c)) that are consistent with its 
historical practice. 

(E) Special rules for RICs and REITs— 
(1) Distributions. Notwithstanding para-
graph (b)(2)(iii)(D) of this section, in 
the case of a RIC or REIT, any dis-
tribution with respect to stock that is 
treated as a dividend under section 852 
or 857 is not treated as an impairment 
transaction (and is not taken into ac-
count as a reduction in gross asset 
value when applying the net value ac-
celeration rule to any impairment 
transaction). 

(2) Redemptions by RICs. Any redemp-
tion of a redeemable security, as de-
fined in 15 U.S.C. section 80a-2(a)(32), 
by a RIC in the ordinary course of busi-
ness is not treated as an impairment 
transaction (and is not taken into ac-
count as a reduction in gross asset 
value when applying the net value ac-
celeration rule to any impairment 
transaction). 

(F) Special rules for consolidated 
groups—(1) Impairment transactions and 
net value acceleration rule. In the case of 
an electing member, the determination 
of whether the member has engaged in 
an impairment transaction is made on 
a group-wide basis. An electing mem-
ber is treated as engaging in an impair-
ment transaction if any member’s 
transaction impairs the group’s ability 
to pay the tax liability associated with 
all electing members’ deferred COD in-
come. Accordingly, intercompany 
transactions are not impairment trans-
actions. Similarly, the net value accel-
eration rule is applied by reference to 
the gross asset value of all members 
(excluding stock of members whether 
or not described in section 1504(a)(4)), 
the liabilities of all members, and the 
tax on all members’ deferred items. For 
example, assume P is the common par-
ent of the P–S consolidated group, S 
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has a section 108(i) election in effect, 
and S makes a $100 distribution to P 
which, on a separate entity basis, 
would reduce S’s gross asset value 
below the net value floor. S’s intercom-
pany distribution to P is not an im-
pairment transaction. However, if P 
makes a $100 distribution to its share-
holder, P’s distribution is an impair-
ment transaction (unless the distribu-
tion is consistent with its historical 
practice under paragraph (b)(2)(iii)(D) 
of this section), and the net value ac-
celeration rule is applied by reference 
to the assets, liabilities, and deferred 
items of the P–S group. 

(2) Departing member. If an electing 
member that previously engaged in one 
or more impairment transactions on a 
separate entity basis ceases to be a 
member of a consolidated group (de-
parting member), the cessation is 
treated as an impairment transaction 
and the net value acceleration rule 
under paragraph (b)(2)(iii)(A) of this 
section is applied to the departing 
member on a separate entity basis im-
mediately after ceasing to be a member 
(and taking into account the impair-
ment transaction(s) that occurred on a 
separate entity basis). If the departing 
member’s gross asset value is below the 
net value floor, the departing member’s 
remaining deferred COD income is 
taken into account immediately before 
the departing member ceases to be a 
member (unless value is restored under 
paragraph (b)(2)(iii)(C) of this section). 
If the departing member’s deferred 
COD income is not accelerated, the de-
parting member is subject to the re-
porting requirements of section 108(i) 
on a separate entity basis. If the de-
parting member becomes a member of 
another consolidated group, the ces-
sation is treated as an impairment 
transaction and the net value accelera-
tion rule under paragraph (b)(2)(iii)(A) 
of this section is applied by reference 
to the assets, liabilities, and the tax on 
deferred items of the members of the 
acquiring group immediately after the 
transaction. If the acquiring group’s 
gross asset value is below the net value 
floor, the departing member’s remain-
ing deferred COD income is taken into 
account immediately before the de-
parting member ceases to be a member 
(unless value is restored under para-

graph (b)(2)(iii)(C) of this section). If 
the departing member’s remaining de-
ferred COD income is not accelerated, 
the common parent of the acquiring 
group succeeds to the reporting re-
quirements of section 108(i) with re-
spect to the departing member. 

(3) Elective acceleration for certain con-
solidated group members—(i) In general. 
An electing member (other than the 
common parent) of a consolidated 
group may elect at any time to accel-
erate in full (and not in part) the inclu-
sion of its remaining deferred COD in-
come with respect to all applicable 
debt instruments by filing a statement 
described in paragraph (b)(3)(ii) of this 
section. Once made, an election to ac-
celerate deferred COD income under 
this paragraph (b)(3) is irrevocable. 

(ii) Time and manner for making elec-
tion—(A) In general. The election to ac-
celerate the inclusion of an electing 
member’s remaining deferred COD in-
come with respect to all applicable 
debt instruments is made on a state-
ment attached to a timely filed tax re-
turn (including extensions) for the year 
in which the deferred COD income is 
taken into account. The election is 
made by the common parent on behalf 
of the electing member. See § 1.1502– 
77(a). 

(B) Additional information. The state-
ment must include— 

(1) Label. A label entitled ‘‘SECTION 
1.108(i)–1 ELECTION AND INFORMA-
TION STATEMENT BY [INSERT 
NAME AND EMPLOYER IDENTIFICA-
TION NUMBER OF THE ELECTING 
MEMBER]’’; and 

(2) Required Information. An identi-
fication of each applicable debt instru-
ment to which an election under this 
paragraph (b)(3) applies and the cor-
responding amount of— 

(i) Deferred COD income that is ac-
celerated under this paragraph (b)(3); 
and 

(ii) Deferred OID deductions that are 
accelerated under paragraph (b)(4) of 
this section. 

(4) Deferred OID deductions—(i) In 
general. Except as otherwise provided 
in paragraph (b)(4)(ii) of this section 
and § 1.108(i)–2(b)(6) (in the case of a C 
corporation partner), a C corporation 
issuer’s deferred OID deductions are 
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taken into account ratably over the in-
clusion period. 

(ii) OID acceleration events. A C cor-
poration issuer takes into account all 
of its remaining deferred OID deduc-
tions with respect to a debt instrument 
immediately before the occurrence of 
any one of the events described in this 
paragraph (b)(4)(ii), regardless of 
whether the C corporation issuer is in 
a title 11 or similar case. 

(A) Inclusion of deferred COD income. 
An electing entity or its owners take 
into account all of the remaining de-
ferred COD income to which the C cor-
poration issuer’s deferred OID deduc-
tions relate. If, under § 1.108(i)–2(b) or 
(c), an electing entity or its owners 
take into account only a portion of the 
deferred COD income to which the de-
ferred OID deductions relate, then the 
C corporation issuer takes into account 
a proportionate amount of the remain-
ing deferred OID deductions. 

(B) Changes in tax status. The C cor-
poration issuer changes its tax status 
within the meaning of paragraph 
(b)(2)(i) of this section. 

(C) Cessation of corporate existence—(1) 
In general. The C corporation issuer 
ceases to exist for Federal income tax 
purposes. 

(2) Exception for section 381(a) trans-
actions—(i) In general. A C corporation 
issuer is not treated as ceasing to exist 
and does not take into account its re-
maining deferred OID deductions in a 
transaction to which section 381(a) ap-
plies, taking into account the applica-
tion of § 1.1502–34, as appropriate. See 
§ 1.1502–80(g). This exception does not 
apply to a transaction that is not 
treated as one to which section 381(a) 
applies under paragraph (b)(2)(iii)(B)(1) 
of this section. 

(ii) Taxable years. In the case of an 
intercompany transaction to which 
section 381(a) applies, the transaction 
does not cause the transferor or dis-
tributor to have a short taxable year 
for purposes of determining the taxable 
year of the deferral and inclusion pe-
riod. 

(c) Examples. The application of this 
section is illustrated by the following 
examples. Unless otherwise stated, P, 
S, S1, and X are domestic C corpora-
tions, and each files a separate return 
on a calendar year basis: 

Example 1 Net value acceleration rule. (i) 
Facts. On January 1, 2009, S reacquires its 
own note and realizes $400 of COD income. 
Pursuant to an election under section 108(i), 
S defers recognition of the entire $400 of COD 
income. Therefore, absent a mandatory ac-
celeration event, S will take into account $80 
of its deferred COD income in each year of 
the inclusion period. On December 31, 2010, S 
makes a $25 distribution to its sole share-
holder, P, and this is the only distribution 
made by S in the past four years. Imme-
diately following the distribution, S’s gross 
asset value is $100, S has no liabilities, and 
the Federal income tax on S’s $400 of de-
ferred COD income is $140. Accordingly, S’s 
net value floor is $154 (110% × $140). 

(ii) Analysis. Under paragraph (b)(2)(iii)(A) 
of this section, S’s distribution is an impair-
ment transaction. Immediately following the 
distribution, S’s gross asset value of $100 is 
less than the net value floor of $154. Accord-
ingly, under the net value acceleration rule 
of paragraph (b)(2)(iii)(A) of this section, S 
takes into account its $400 of deferred COD 
income immediately before the distribution. 

(iii) Corrective action to restore value. The 
facts are the same as in paragraph (i) of this 
Example 1, except that P contributes assets 
with a value of $25 to S before the due date 
of S’s 2010 return (including extensions). Be-
cause P restores $25 of value to S (the lesser 
of the amount of value removed in the dis-
tribution ($25) or the amount by which S’s 
net value floor exceeds its gross asset value 
($54)), under paragraph (b)(2)(iii)(C) of this 
section, S does not take into account its $400 
of deferred COD income. 

Example 2 Distributions consistent with his-
torical practice. (i) Facts. P, a publicly traded 
corporation, makes a valid section 108(i) 
election with respect to COD income realized 
in 2009. On December 31, 2009, P distributes 
$25 million on its 5 million shares of common 
stock outstanding. As of January 1, 2006, P 
has 10 million shares of common stock out-
standing, and on March 31, 2006, P distributes 
$10 million on those 10 million shares. On 
September 15, 2006, P effects a 2:1 reverse 
stock split, and on December 31, 2006, P dis-
tributes $10 million on its 5 million shares of 
common stock outstanding. In each of 2007 
and 2008, P distributes $5 million on its 5 mil-
lion shares of common stock outstanding. 
All of the distributions are described in sec-
tion 301(c). 

(ii) Amount of impairment transaction. Under 
paragraph (b)(2)(iii)(D) of this section, P’s 
2009 distributions are not treated as impair-
ment transactions (and are not taken into 
account as a reduction of P’s gross asset 
value when applying the net value accelera-
tion rule to any impairment transaction), to 
the extent that the aggregate amount dis-
tributed in 2009 (the applicable distribution 
amount) does not exceed the annual average 
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amount of distributions (the average dis-
tribution amount) over the preceding three 
taxable years. Accordingly, P’s applicable 
distribution amount for 2009 is $25 million, 
and its average distribution amount is $10 
million ($20 million (2006) plus $5 million 
(2007) plus $5 million (2008) divided by 3). The 
reverse stock split in 2006 is not a trans-
action requiring an adjustment to the deter-
mination of the average distribution 
amount. Because P’s applicable distribution 
amount of $25 million exceeds its average 
distribution amount of $10 million, under 
paragraph (b)(2)(iii)(D) of this section, the 
amount of P’s 2009 distribution that is treat-
ed as an impairment transaction is $15 mil-
lion. The balance of the 2009 distribution, $10 
million, is not treated as an impairment 
transaction (and is not taken into account as 
a reduction in P’s gross asset value when ap-
plying the net value acceleration rule to any 
impairment transaction). 

(iii) Distribution history. The facts are the 
same as in paragraph (i) of this Example 2, 
except that in 2010, P merges into X in a 
transaction to which section 381(a) applies, 
with X succeeding to P’s deferred COD in-
come, and X makes a distribution to its 
shareholders. For purposes of determining 
whether X’s distribution is consistent with 
its historical practice, the average distribu-
tion amount is determined solely with re-
spect to X’s distribution history. 

Example 3 Cessation of corporate existence. (i) 
Transaction to which section 381(a) applies. P 
owns all of the stock of S. In 2009, S re-
acquires its own note and elects to defer rec-
ognition of its $400 of COD income under sec-
tion 108(i). On December 31, 2010, S liquidates 
into P in a transaction that qualifies under 
section 332. Under paragraph (b)(2) of this 
section, S must take into account all of its 
remaining deferred COD income upon the oc-
currence of any one of the mandatory accel-
eration events. Although S ceases its cor-
porate existence as a result of the liquida-
tion, S is not required to take into account 
its remaining deferred COD income under 
the exception in paragraph (b)(2)(ii)(B) of 
this section because its assets are acquired 
in a transaction to which section 381(a) ap-
plies. However, under paragraph (b)(2)(iii)(A) 
of this section, S’s distribution to P is an im-
pairment transaction and the net value ac-
celeration rule is applied with respect to the 
assets, liabilities, and deferred items of P 
(S’s successor) immediately following the 
distribution. If S’s deferred COD income is 
not taken into account under the net value 
acceleration rule of (b)(2)(iii) of this section, 
P succeeds to S’s remaining deferred COD in-
come and to S’s reporting requirements as if 
P were the electing corporation. 

(ii) Debt-laden distributee. The facts are the 
same as in paragraph (i) of this Example 3, 
except that in the liquidation, S distributes 
$100 of assets to P, a holding company whose 

only asset is its stock in S. Assume that im-
mediately following the distribution, P’s 
gross asset value is $100, P has $60 of liabil-
ities, and the Federal income tax on the $400 
of deferred COD income is $140. Under para-
graph (b)(2) of this section, S must take into 
account all of its remaining deferred COD in-
come upon the occurrence of any one of the 
mandatory acceleration events. Although S 
ceases its corporate existence as a result of 
the liquidation, S is not required to take 
into account its remaining deferred COD in-
come under the exception in paragraph 
(b)(2)(ii)(B) of this section because its assets 
are acquired in a transaction to which sec-
tion 381(a) applies. However, under paragraph 
(b)(2)(iii)(A) of this section, S’s distribution 
to P is an impairment transaction and the 
net value acceleration rule is applied with 
respect to the assets, liabilities, and deferred 
items of P (S’s successor). Immediately fol-
lowing the distribution, P’s gross asset value 
of $100 is less than the net value floor of $220 
[110% × ($60 + $140)]. Accordingly, under the 
net value acceleration rule of paragraph 
(b)(2)(iii)(A) of this section, S is required to 
take into account its $400 of deferred COD in-
come immediately before the distribution, 
unless value is restored to P pursuant to 
paragraph (b)(2)(iii)(C) of this section. 

(iii) Foreign acquirer. The facts are the 
same as in paragraph (i) of this Example 3, 
except that P is a foreign corporation. Al-
though S’s assets are acquired in a trans-
action to which section 381(a) applies, under 
paragraph (b)(2)(ii)(B)(1)(iii) of this section, 
the exception to accelerated inclusion does 
not apply and S takes into account its re-
maining deferred COD income immediately 
before the liquidation. See also section 
367(e)(2) and the regulations thereunder. 

(iv) Section 338 transaction. P, the common 
parent of a consolidated group (P group), 
owns all the stock of S1, one of the members 
of the P group. In 2009, S1 reacquires its own 
indebtedness and realizes $30 of COD income. 
Pursuant to an election under section 108(i), 
S1 defers recognition of the entire $30 of COD 
income. In 2010, P sells all the stock of S1 to 
X, an unrelated corporation, for $300, and P 
and X make a timely section 338(h)(10) elec-
tion with respect to the sale. Under para-
graph (b)(2)(ii)(A) of this section, an electing 
corporation takes into account its remaining 
deferred COD income when it ceases its ex-
istence for Federal income tax purposes un-
less the exception in paragraph (b)(2)(ii)(B) 
of this section applies. Pursuant to section 
338(h)(10) and the regulations, S1 is treated 
as transferring all of its assets to an unre-
lated person in exchange for consideration 
that includes the discharge of its liabilities. 
This deemed value-for-value exchange is not 
an impairment transaction. Following the 
deemed sale, while S1 is still a member of 
the P group, S1 is treated as distributing all 
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of its assets to P and as ceasing its exist-
ence. Under these facts, the distribution of 
all of S1’s assets constitutes a deemed liq-
uidation, and is a transaction to which sec-
tions 332 and 381(a) apply. Although S1 
ceases its corporate existence as a result of 
the liquidation, S1 is not required to take 
into account its remaining deferred COD in-
come under the exception in paragraph 
(b)(2)(ii)(B) of this section because its assets 
are acquired in a transaction to which sec-
tion 381(a) applies. P succeeds to S1’s re-
maining deferred COD income and to S1’s re-
porting requirements as if P were the elect-
ing corporation. Under paragraph 
(b)(2)(iii)(F)(1) of this section, the intercom-
pany distribution from S1 to P is not an im-
pairment transaction. 

(d) Earnings and profits—(1) In general. 
Deferred COD income increases earn-
ings and profits in the taxable year 
that it is realized and not in the tax-
able year or years that the deferred 
COD income is includible in gross in-
come. Deferred OID deductions de-
crease earnings and profits in the tax-
able year or years in which the deduc-
tion would be allowed without regard 
to section 108(i). 

(2) Exceptions—(i) RICs and REITs. 
Notwithstanding paragraph (d)(1) of 
this section, deferred COD income in-
creases earnings and profits of a RIC or 
REIT in the taxable year or years in 
which the deferred COD income is in-
cludible in gross income and not in the 
year that the deferred COD income is 
realized. Deferred OID deductions de-
crease earnings and profits of a RIC or 
REIT in the taxable year or years that 
the deferred OID deductions are de-
ductible. 

(ii) Alternative minimum tax. For pur-
poses of calculating alternative min-
imum taxable income, any items of de-
ferred COD income or deferred OID de-
duction increase or decrease, respec-
tively, adjusted current earnings under 
section 56(g)(4) in the taxable year or 
years that the item is includible or de-
ductible. 

(e) Effective/applicability dates. For ef-
fective/applicability dates, see § 1.108(i)– 
0(b). 

[T.D. 9622, 78 FR 39987, July 3, 2013; 78 FR 
48607, Aug. 9, 2013] 

§ 1.108(i)–2 Application of section 
108(i) to partnerships and S cor-
porations. 

(a) Overview. Under section 108(i), a 
partnership or an S corporation may 
elect to defer COD income arising in 
connection with a reacquisition of an 
applicable debt instrument for the de-
ferral period. COD income deferred 
under section 108(i) is included in gross 
income ratably over the inclusion pe-
riod, or earlier upon the occurrence of 
any acceleration event described in 
paragraph (b)(6) or (c)(3) of this section. 
If a debt instrument is issued (or treat-
ed as issued under section 108(e)(4)) in a 
debt-for-debt exchange described in 
section 108(i)(2)(A) or a deemed debt- 
for-debt exchange described in 
§ 1.108(i)–3(a), some or all of the deduc-
tions for OID with respect to such debt 
instrument must be deferred during the 
deferral period. The aggregate amount 
of OID deductions deferred during the 
deferral period is generally allowed as 
a deduction ratably over the inclusion 
period, or earlier upon the occurrence 
of any acceleration event described in 
paragraph (b)(6) or (c)(3) of this section. 
Paragraph (b) of this section provides 
rules that apply to partnerships. Para-
graph (c) of this section provides rules 
that apply to S corporations. Para-
graph (d) of this section provides gen-
eral rules that apply to partnerships 
and S corporations. Paragraph (e) of 
this section provides election proce-
dures and reporting requirements. 
Paragraph (f) of this section contains 
the effective/applicability date. See 
§ 1.108(i)–0(a) for definitions that apply 
to this section. 

(b) Specific rules applicable to partner-
ships—(1) Allocation of COD income and 
partner’s deferred amounts. An electing 
partnership that defers any portion of 
COD income realized from a reacquisi-
tion of an applicable debt instrument 
under section 108(i) must allocate all of 
the COD income with respect to the ap-
plicable debt instrument to its direct 
partners that are partners in the elect-
ing partnership immediately before the 
reacquisition in the manner in which 
the income would be included in the 
distributive shares of the partners 
under section 704 and the regulations 
under section 704, including § 1.704– 
1(b)(2)(iii), without regard to section 
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108(i). The electing partnership may de-
termine, in any manner, the portion, if 
any, of a partner’s COD income amount 
with respect to an applicable debt in-
strument that is the deferred amount, 
and the portion, if any, that is the in-
cluded amount. However, no partner’s 
deferred amount with respect to an ap-
plicable debt instrument may exceed 
that partner’s COD income amount 
with respect to such applicable debt in-
strument, and the aggregate amount of 
the partners’ COD income amounts and 
deferred amounts with respect to each 
applicable debt instrument must equal 
the electing partnership’s COD income 
amount and deferred amount, respec-
tively, with respect to each such appli-
cable debt instrument. 

(2) Basis adjustments and capital ac-
count maintenance—(i) Basis adjust-
ments. The adjusted basis of a partner’s 
interest in a partnership is not in-
creased under section 705(a)(1) by the 
partner’s deferred amount in the tax-
able year of the reacquisition. The ad-
justed basis of a partner’s interest in a 
partnership is not decreased under sec-
tion 705(a)(2) by the partner’s share of 
any deferred OID deduction in the tax-
able year in which the deferred OID ac-
crues. The adjusted basis of a partner’s 
interest in a partnership is adjusted 
under section 705(a) by the partner’s 
share of the electing partnership’s de-
ferred items for the taxable year in 
which the partner takes into account 
such deferred items under this section. 

(ii) Capital account maintenance. For 
purposes of maintaining a partner’s 
capital account under § 1.704–1(b)(2)(iv) 
and notwithstanding § 1.704– 
1(b)(2)(iv)(n), the capital account of a 
partner of a partnership is adjusted 
under § 1.704–1(b)(2)(iv) for a partner’s 
share of an electing partnership’s de-
ferred items as if no election under sec-
tion 108(i) were made. 

(3) Deferred section 752 amount—(i) In 
general. An electing partnership shall 
determine, for each of its direct part-
ners with a deferred amount, the part-
ner’s deferred section 752 amount, if 
any, with respect to an applicable debt 
instrument. A partner’s deferred sec-
tion 752 amount with respect to an ap-
plicable debt instrument equals the de-
crease in the partner’s share of a part-
nership liability under section 752(b) 

resulting from the reacquisition of the 
applicable debt instrument that is not 
treated as a current distribution of 
money under section 752(b) by reason of 
section 108(i)(6) (deferred section 752 
amount). A partner’s deferred section 
752 amount is treated as a distribution 
of money by the partnership to the 
partner under section 752(b) at the 
same time and, to the extent remain-
ing, in the same amount as the partner 
recognizes the deferred amount with 
respect to the applicable debt instru-
ment. 

(ii) Electing partnership’s computation 
of a partner’s deferred section 752 
amount. To compute a partner’s de-
ferred section 752 amount, the electing 
partnership must first determine the 
amount of gain that its direct partner 
would recognize in the taxable year of 
a reacquisition under section 731 as a 
result of the reacquisition of one or 
more applicable debt instruments dur-
ing the taxable year absent the deferral 
provided in the second sentence of sec-
tion 108(i)(6) (the section 108(i)(6) defer-
ral). If a direct partner of an electing 
partnership would not recognize any 
gain under section 731 as a result of the 
reacquisition of one or more applicable 
debt instruments during the taxable 
year absent the section 108(i)(6) defer-
ral, the partner will not have a de-
ferred section 752 amount with respect 
to any applicable debt instrument that 
is reacquired during the taxable year. 
If a direct partner of an electing part-
nership would recognize gain under sec-
tion 731 as a result of the reacquisition 
of one or more applicable debt instru-
ments during the taxable year absent 
the section 108(i)(6) deferral, the part-
ner’s deferred section 752 amount for 
all applicable debt instruments that 
are reacquired during the taxable year 
is equal to the lesser of the partner’s 
aggregate deferred amounts from the 
electing partnership for all applicable 
debt instruments reacquired during the 
taxable year, or the gain that the part-
ner would recognize in the taxable year 
of the reacquisitions under section 731 
as a result of the reacquisitions absent 
the section 108(i)(6) deferral. In deter-
mining the amount of gain that the di-
rect partner would recognize in the 
taxable year of a reacquisition under 
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section 731 as a result of the reacquisi-
tion of one or more applicable debt in-
struments during the taxable year ab-
sent the section 108(i)(6) deferral, the 
rule under § 1.731–1(a)(1)(ii) applies to 
any deemed distribution of money 
under section 752(b) resulting from a 
decrease in the partner’s share of a re-
acquired applicable debt instrument 
that is treated as an advance or draw-
ing of money. The amount of any 
deemed distribution of money under 
section 752(b) resulting from a decrease 
in the partner’s share of a reacquired 
applicable debt instrument that is 
treated as an advance or drawing of 
money under § 1.731–1(a)(1)(ii) is deter-
mined as if no COD income resulting 
from the reacquisition of the applica-
ble debt instrument is deferred under 
section 108(i). 

(iii) Multiple section 108(i) elections. If 
a direct partner of an electing partner-
ship has a deferred section 752 amount 
under paragraph (b)(3)(ii) of this sec-
tion for the taxable year of a reacquisi-
tion, and the partner has a deferred 
amount with respect to more than one 
applicable debt instrument from the 
electing partnership for which a sec-
tion 108(i) election is made in that tax-
able year, the partner’s deferred sec-
tion 752 amount with respect to each 
such applicable debt instrument equals 
the partner’s deferred section 752 
amount as determined under paragraph 
(b)(3)(ii) of this section, multiplied by a 
ratio, the numerator of which is the 
partner’s deferred amount with respect 
to such applicable debt instrument, 
and the denominator of which is the 
partner’s aggregate deferred amounts 
from the electing partnership for all 
applicable debt instruments reacquired 
during the taxable year. 

(iv) Electing partnership’s request for 
information. At the request of an elect-
ing partnership, each direct partner of 
the electing partnership that has a de-
ferred amount with respect to such 
partnership must provide to the elect-
ing partnership a written statement 
containing information requested by 
the partnership that is necessary to de-
termine the partner’s deferred section 
752 amount (such as the partner’s ad-
justed basis in the partner’s interest in 
the electing partnership). The written 
statement must be signed under pen-

alties of perjury and provided to the re-
questing partnership within 30 days of 
the date of the request by the electing 
partnership. 

(v) Examples. The following examples 
illustrate the rules under paragraph 
(b)(3) of this section: 

Example 1. (i) A and B each hold a 50 per-
cent interest in Partnership, a calendar-year 
partnership. As of January 1, 2009, A and B 
each have an adjusted basis of $50 in their 
partnership interests. Partnership has two 
applicable debt instruments outstanding, 
debt one of $300 and debt two of $200. A and 
B share equally in the debt for section 752(b) 
purposes. On March 1, 2009, debt one is can-
celled and Partnership realizes $300 of COD 
income. On December 1, 2009, debt two is can-
celled and Partnership realizes $200 of COD 
income. The Partnership has no other in-
come or loss items for 2009. A and B are each 
allocated $150 of COD income from debt one 
and $100 of COD income from debt two. Part-
nership makes an election under section 
108(i) to defer $225 of the $300 of COD income 
realized from the reacquisition of debt one, 
$150 of which is A’s deferred amount, and $75 
of which is B’s deferred amount. Partnership 
also makes an election under section 108(i) to 
defer $125 of the $200 of COD income realized 
from the reacquisition of debt two, $100 of 
which is A’s deferred amount, and $25 of 
which is B’s deferred amount. A has no in-
cluded amount for either debt. B has an in-
cluded amount of $75 with respect to debt 
one and an included amount of $75 with re-
spect to debt two for 2009. 

(ii) Under paragraph (b)(3)(ii) of this sec-
tion, the amount of gain that A would recog-
nize under section 731 as a result of the re-
acquisitions absent the section 108(i)(6) de-
ferral is $200. Thus, A’s deferred section 752 
amount with respect to debt one and debt 
two equals $200 (the lesser of A’s aggregate 
deferred amounts with respect to debt one 
and debt two of $250, or gain that A would 
recognize under section 731 in 2009, as a re-
sult of the reacquisitions absent the section 
108(i)(6) deferral, of $200). Under paragraph 
(b)(3)(iii) of this section, $120 of A’s $200 de-
ferred section 752 amount relates to debt one 
($200 × $150/$250) and $80 relates to debt two 
($200 × $100/$250). 

(iii) Under paragraph (b)(3)(ii) of this sec-
tion, the amount of gain that B would recog-
nize under section 731 as a result of the re-
acquisitions absent the section 108(i)(6) de-
ferral is $50. Thus, B’s deferred section 752 
amount with respect to debt one and debt 
two equals $50 (the lesser of B’s aggregate de-
ferred amounts with respect to debt one and 
debt two of $100, or gain that B would recog-
nize under section 731 in 2009, as a result of 
the reacquisitions absent the section 108(i)(6) 
deferral, of $50). Under paragraph (b)(3)(iii) of 
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this section, $37.50 of B’s $50 deferred section 
752 amount relates to debt one ($50 × $75/$100) 
and $12.50 relates to debt two ($50 × $25/$100). 

(iv) A will recognize $50 of deferred COD in-
come ($30 with respect to debt one and $20 
with respect to debt two) in each of the five 
taxable years of the inclusion period, pro-
vided there are no earlier acceleration 
events under paragraph (b)(6) of this section. 
Under paragraph (b)(3)(i) of this section, A 
will be treated as receiving a $30 deemed dis-
tribution under section 752(b) with respect to 
debt one and a $20 deemed distribution with 
respect to debt two in each of the first, sec-
ond, third, and fourth taxable years of the 
inclusion period. A will not have any remain-
ing deferred section 752 amounts in the fifth 
taxable year of the inclusion period. 

(v) B will recognize $20 of deferred COD in-
come ($15 with respect to debt one and $5 
with respect to debt two) in each of the five 
taxable years of the inclusion period, pro-
vided there are no earlier acceleration 
events under paragraph (b)(6) of this section. 
Under paragraph (b)(3)(i) of this section, B 
will be treated as receiving a $15 deemed dis-
tribution under section 752(b) with respect to 
debt one and a $5 deemed distribution with 
respect to debt two in the first and second 
taxable year of the inclusion period, and a 
$7.50 deemed distribution under section 752(b) 
with respect to debt one ($10 × $15/$20) and a 
$2.50 deemed distribution with respect to 
debt two ($10 × $5/$20) in the third taxable 
year of the inclusion period. B will not have 
any remaining deferred section 752 amounts 
in the fourth and fifth taxable years of the 
inclusion period. 

Example 2. (i) The facts are the same as in 
Example 1, except that Partnership has gross 
income for the year (including the $500 of 
COD income) of $700 and other separately 
stated losses of $500. A’s and B’s distributive 
share of each item is 50 percent. 

(ii) In determining the amount of gain that 
A would recognize under section 731 as a re-
sult of the reacquisitions absent the section 
108(i)(6) deferral, Partnership first increases 
A’s $50 adjusted basis in his interest in Part-
nership by A’s distributive share of Partner-
ship income (other than the deferred 
amounts relating to debt one and debt two) 
of $100, and then decreases A’s adjusted basis 
in Partnership by deemed distributions 
under section 752(b) of $250 and, thereafter, 
by A’s distributive share of Partnership 
losses of $250, but only to the extent that A’s 
basis is not reduced below zero. Under para-
graph (b)(3)(ii) of this section, the amount of 
gain that A would recognize under section 
731 as a result of the reacquisitions absent 
section 108(i)(6) deferral is $100. Thus, A’s de-
ferred section 752 amount with respect to 
debt one and debt two equals $100 (the lesser 
of A’s aggregate deferred amounts with re-
spect to debt one and debt two of $250, or 
gain that A would recognize under section 

731 as a result of the reacquisitions absent 
the deferral section 108(i)(6) deferral of $100). 
Under paragraph (b)(3)(iii) of this section, 
A’s deferred section 752 amount with respect 
to debt one is $60 ($100 × $150/$250), and A’s 
deferred section 752 amount with respect to 
debt two is $40 ($100 × $100/$250). A’s $250 of 
Partnership losses are suspended under sec-
tion 704(d). 

(iii) In determining the amount of gain 
that B would recognize under section 731 as 
a result of the reacquisitions absent the sec-
tion 108(i)(6) deferral, Partnership first in-
creases B’s $50 adjusted basis in his interest 
in Partnership by B’s distributive share of 
Partnership income (other than the deferred 
amounts relating to debt one and debt two) 
of $250 ($100 other income plus $150 included 
amount with respect to debt one and debt 
two), and then decreases B’s adjusted basis 
in Partnership by deemed distributions 
under section 752(b) of $250 and, thereafter, 
by B’s distributive share of Partnership 
losses of $250, but only to the extent that B’s 
basis is not reduced below zero. Under para-
graph (b)(3)(ii) of this section, B would not 
recognize any gain under section 731 as a re-
sult of the reacquisitions absent the section 
108(i)(6) deferral. Thus, B has no deferred sec-
tion 752 amount with respect to either debt 
one or debt two. B may deduct his distribu-
tive share of Partnership losses to the extent 
of $50, with the remaining $200 suspended 
under section 704(d). 

(4) Tiered partnerships—(i) In general. 
If a partnership (upper-tier partner-
ship) is a direct or indirect partner of 
an electing partnership and directly or 
indirectly receives an allocation of a 
COD income amount from the electing 
partnership, all or a portion of which is 
deferred under section 108(i), the upper- 
tier partnership must allocate its COD 
income amount to its partners that are 
partners in the upper-tier partnership 
immediately before the reacquisition 
in the manner in which the income 
would be included in the distributive 
shares of the partners under section 704 
and the regulations under section 704, 
including § 1.704–1(b)(2)(iii), without re-
gard to section 108(i). The upper-tier 
partnership may determine, in any 
manner, the portion, if any, of a part-
ner’s COD income amount with respect 
to an applicable debt instrument that 
is the deferred amount, and the por-
tion, if any, that is the included 
amount. However, no partner’s deferred 
amount with respect to an applicable 
debt instrument may exceed that part-
ner’s COD income amount with respect 
to such applicable debt instrument, 
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and the aggregate amount of the part-
ners’ COD income amounts and de-
ferred amounts with respect to each 
applicable debt instrument must equal 
the upper-tier partnership’s COD in-
come amount and deferred amount, re-
spectively, with respect to each such 
applicable debt instrument. 

(ii) Deferred section 752 amount. The 
computation of a partner’s deferred 
section 752 amount, as described in 
paragraph (b)(3)(ii) of this section, is 
calculated only for direct partners of 
the electing partnership. An upper-tier 
partnership’s deferred section 752 
amount with respect to an applicable 
debt instrument of the electing part-
nership is allocated only to those part-
ners of the upper-tier partnership that 
have a deferred amount with respect to 
that applicable debt instrument, and in 
proportion to such partners’ share of 
the upper-tier partnership’s deferred 
amount with respect to that applicable 
debt instrument. A partner’s share of 
the upper-tier partnership’s deferred 
section 752 amount with respect to an 
applicable debt instrument must not 
exceed that partner’s share of the 
upper-tier partnership’s deferred 
amount with respect to the applicable 
debt instrument to which the deferred 
section 752 amount relates. The de-
ferred section 752 amount of a partner 
of an upper-tier partnership is treated 
as a distribution of money by the 
upper-tier partnership to the partner 
under section 752(b), at the same time 
and, to the extent remaining, in the 
same amount as the partner recognizes 
the deferred amount with respect to 
the applicable debt instrument. 

(iii) Examples. The following exam-
ples illustrate the rules under para-
graph (b)(4) of this section: 

Example 1. (i) PRS, a calendar-year part-
nership, has two equal partners, A, an indi-
vidual, and XYZ, a partnership. As of Janu-
ary 1, 2009, A and XYZ each have an adjusted 
basis of $50 in their partnership interests. 
PRS has a $500 applicable debt instrument 
outstanding. On June 1, 2009, the creditor 
agrees to cancel the $500 indebtedness. PRS 
realizes $500 of COD income as a result of the 
reacquisition. PRS has no other income or 
loss items for 2009. PRS makes an election 
under section 108(i) to defer $200 of the $500 of 
COD income. PRS allocates the $500 of COD 
income equally between its partners ($250 
each). PRS determines that, for each part-

ner, $100 of the COD income amount is the 
deferred amount, and $150 is the included 
amount. For 2009, each of A’s and XYZ’s 
share of the decrease in PRS’s reacquired ap-
plicable debt instrument is $250. 

(ii) XYZ has two equal partners, individ-
uals X and Y. X and Y share equally in XYZ’s 
liabilities. XYZ allocates the $250 COD in-
come amount from PRS equally between X 
and Y ($125 each). XYZ determines that X 
has a deferred amount of $100 and an in-
cluded amount of $25. All $125 of Y’s COD in-
come amount is Y’s included amount. For 
2009, each of X’s and Y’s share of XYZ’s $250 
decrease in liability with respect to the reac-
quired applicable debt instrument of PRS is 
$125. 

(iii) Under paragraph (b)(3)(ii) of this sec-
tion, PRS determines that XYZ has a de-
ferred section 752 amount of $50. Therefore, 
for 2009, of XYZ’s $250 share of the decrease 
in PRS’s reacquired applicable debt instru-
ment, $200 is treated as a deemed distribu-
tion under section 752(b) and $50 is the de-
ferred section 752 amount. 

(iv) Under paragraph (b)(4)(ii) of this sec-
tion, none of XYZ’s $50 deferred section 752 
amount is allocated to Y because Y does not 
have a deferred amount with respect to the 
reacquired applicable debt interest. XYZ’s 
entire $50 of deferred section 752 amount is 
allocated to X. Therefore, of X’s $125 share of 
the XYZ’s decrease in liability with respect 
to the reacquired applicable debt instrument 
of PRS, $75 is treated as a deemed distribu-
tion under section 752(b) and $50 is X’s de-
ferred section 752 amount. Y’s $125 share of 
XYZ’s decrease in liability with respect to 
the reacquired applicable debt instrument of 
PRS is treated as a deemed distribution 
under section 752(b) and none is a deferred 
section 752 amount. 

Example 2. (i) The facts are the same as in 
Example 1, except for the following: XYZ has 
three partners, X, Y, and Z. The profits and 
losses of XYZ are shared 25 percent by X, 25 
percent by Y, and 50 percent by Z. XYZ allo-
cates its $250 COD income amount from PRS 
$62.50 to each of X and Y, and $125 to Z. XYZ 
determines that X has a deferred amount of 
$50 and an included amount of $12.50, Y has a 
deferred amount of $0 and an included 
amount of $62.50, and Z has a deferred 
amount of $50 and an included amount of $75 
with respect to the applicable debt instru-
ment. X’s, Y’s, and Z’s share of XYZ’s de-
crease in liability with respect to the reac-
quired applicable debt instrument of PRS is 
$62.50, $62.50 and $125, respectively. 

(ii) Under paragraph (b)(4)(ii) of this sec-
tion, none of XYZ’s $50 deferred section 752 
amount is allocated to Y because Y does not 
have a deferred amount with respect to the 
reacquired applicable debt instrument. 
XYZ’s $50 deferred section 752 amount is al-
located to X and Z in proportion to X’s and 
Z’s share of XYZ’s deferred amount, or $25 
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each ($50 × ($50/$100)). Therefore, of X’s $62.50 
share of XYZ’s decrease in liability with re-
spect to the reacquired applicable debt in-
strument, $37.50 is treated as a deemed dis-
tribution under section 752(b) and $25 is X’s 
deferred section 752 amount. All of Y’s $62.50 
share of XYZ’s decrease in liability with re-
spect to the reacquired applicable debt in-
strument is treated as a deemed distribution 
under section 752(b). Of Z’s $125 share of 
XYZ’s decrease in liability with respect to 
the reacquired applicable debt instrument, 
$100 is treated as a deemed distribution 
under section 752(b) and $25 is Z’s deferred 
section 752 amount. 

(5) S corporation partner—(i) In gen-
eral. If an S corporation partner has a 
deferred amount with respect to an ap-
plicable debt instrument of an electing 
partnership, such deferred amount is 
shared pro rata only among those 
shareholders that are shareholders of 
the S corporation partner immediately 
before the reacquisition of the applica-
ble debt instrument. 

(ii) Basis adjustments. The adjusted 
basis of a shareholder’s stock in an S 
corporation partner is not increased 
under section 1367(a)(1) by the share-
holder’s share of the S corporation 
partner’s deferred amount in the tax-
able year of the reacquisition. The ad-
justed basis of a shareholder’s stock in 
an S corporation partner is not de-
creased under section 1367(a)(2) by the 
shareholder’s share of the S corpora-
tion partner’s deferred OID deduction 
in the taxable year in which the de-
ferred OID accrues. The adjusted basis 
of a shareholder’s stock in an S cor-
poration partner is adjusted under sec-
tion 1367(a) by the shareholder’s share 
of the S corporation partner’s share of 
the electing partnership’s deferred 
items for the taxable year in which the 
shareholder takes into account its 
share of such deferred items under this 
section. 

(iii) Accumulated adjustments account. 
The accumulated adjustments account 
(AAA), as defined in section 1368(e)(1), 
of an S corporation partner that has a 
deferred amount with respect to an ap-
plicable debt instrument of an electing 
partnership is not increased by its de-
ferred amount in the taxable year of 
the reacquisition. The AAA of an S cor-
poration partner is not decreased by its 
share of any deferred OID deduction in 
the taxable year in which the deferred 

OID accrues. The AAA of an S corpora-
tion partner is adjusted under section 
1368(e) by a shareholder’s share of the S 
corporation partner’s share of the 
electing partnership’s deferred items 
for the S period (as defined in section 
1368(e)(2)) in which the shareholder of 
the S corporation partner takes into 
account its share of the deferred items 
under this section. 

(6) Acceleration of deferred items—(i) 
Electing partnership-level events 

(A) General rules. Except as provided 
in paragraph (b)(6)(iii) of this section, a 
direct or indirect partner’s share of an 
electing partnership’s deferred items is 
accelerated and must be taken into ac-
count by such partner— 

(1) In the taxable year in which the 
electing partnership liquidates; 

(2) In the taxable year in which the 
electing partnership sells, exchanges, 
transfers (including contributions and 
distributions), or gifts substantially all 
of its assets; 

(3) In the taxable year in which the 
electing partnership ceases doing busi-
ness; or 

(4) In the taxable year that includes 
the day before the day on which the 
electing partnership files a petition in 
a title 11 or similar case. 

(B) Substantially all requirement. For 
purposes of this paragraph (b)(6), sub-
stantially all of a partnership’s assets 
means assets representing at least 90 
percent of the fair market value of the 
net assets, and at least 70 percent of 
the fair market value of the gross as-
sets, held by the partnership imme-
diately prior to the sale, exchange, 
transfer, or gift. For purposes of apply-
ing the rule in paragraph (b)(6)(i)(A)(2) 
of this section, a sale, exchange, trans-
fer, or gift by any direct or indirect 
lower-tier partnership of the electing 
partnership (lower-tier partnership) of 
all or part of its assets is not treated as 
a sale, exchange, transfer, or gift of the 
assets of any partnership that holds, 
directly or indirectly, an interest in 
such lower-tier partnership. However, 
for purposes of applying the rule in 
paragraph (b)(6)(i)(A)(2) of this section, 
a sale, exchange, transfer, or gift of 
substantially all of the assets of a 
transferee partnership (as described in 
paragraph (b)(6)(iii)(A)(1) of this sec-
tion), or of a lower-tier partnership 
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that received assets of the electing 
partnership from a transferee partner-
ship or another lower-tier partnership 
in a transaction governed all or in part 
by section 721, is treated as a sale, ex-
change, transfer, or gift by the holder 
of an interest in such transferee part-
nership or lower-tier partnership of its 
entire interest in that transferee part-
nership or lower-tier partnership. 

(ii) Direct or indirect partner-level 
events—(A) General rules. Except as pro-
vided in paragraph (b)(6)(iii) of this sec-
tion, a direct or indirect partner’s 
share of an electing partnership’s de-
ferred items with respect to a separate 
interest is accelerated and must be 
taken into account by such partner in 
the taxable year in which— 

(1) The partner dies or liquidates; 
(2) The partner sells, exchanges (in-

cluding redemptions treated as ex-
changes under section 302), transfers 
(including contributions and distribu-
tions), or gifts (including transfers 
treated as gifts under section 1041) all 
or a portion of its separate interest; 

(3) The partner’s separate interest is 
redeemed within the meaning of para-
graph (b)(6)(ii)(B)(2) of this section; or 

(4) The partner abandons its separate 
interest. 

(B) Meaning of terms; special rules—(1) 
Partial transfers. For purposes of para-
graph (b)(6)(ii)(A)(2) of this section, if a 
partner sells, exchanges (including re-
demptions treated as exchanges under 
section 302), transfers (including con-
tributions and distributions), or gifts 
(including transfers treated as gifts 
under section 1041) a portion of its sep-
arate interest, such partner’s share of 
the electing partnership’s deferred 
items with respect to the separate in-
terest proportionate to the separate in-
terest sold, exchanged, transferred, or 
gifted is accelerated and must be taken 
into account by such partner. 

(2) Redemptions. For purposes of para-
graph (b)(6)(ii)(A)(3) of this section, a 
partner’s separate interest is redeemed 
if the partner receives a distribution of 
cash and/or property in complete liq-
uidation of such separate interest. 

(3) S corporation partners. In addition 
to the rules in paragraphs (b)(6)(i) and 
(ii) of this section, an S corporation 
partner’s share of the electing partner-
ship’s deferred items is accelerated and 

the shareholders of the S corporation 
partner must take into account their 
respective shares of the S corporation 
partner’s share of the electing partner-
ship’s deferred items in the taxable 
year in which the S corporation part-
ner’s election under section 1362(a) ter-
minates. 

(4) C corporation partners. In addition 
to the rules in paragraphs (b)(6)(i), (ii), 
and (iii) of this section, the accelera-
tion rules in § 1.108(i)–1(b) and the earn-
ings and profits rules in § 1.108(i)–1(d) 
apply to partners that are electing cor-
porations. 

(iii) Events not constituting accelera-
tion. Notwithstanding the rules in 
paragraphs (b)(6)(i) and (ii) of this sec-
tion, a direct or indirect partner’s 
share of an electing partnership’s de-
ferred items with respect to a separate 
interest is not accelerated by any of 
the events described in this paragraph 
(b)(6)(iii). 

(A) Section 721 contributions—(1) Elect-
ing partnership contributions. A direct or 
indirect partner’s share of an electing 
partnership’s deferred items is not ac-
celerated if the electing partnership 
contributes all or a portion of its as-
sets in a transaction governed all or in 
part by section 721(a) to another part-
nership (transferee partnership) in ex-
change for an interest in the transferee 
partnership provided that the electing 
partnership does not terminate under 
section 708(b)(1)(A) or transfer its as-
sets and liabilities in a transaction de-
scribed in section 708(b)(2)(A) or sec-
tion 708(b)(2)(B). See paragraph 
(b)(6)(iii)(D) of this section for trans-
actions governed by section 
708(b)(2)(A). Notwithstanding the rules 
in this paragraph (b)(6)(iii)(A)(1), the 
rules in paragraphs (b)(6)(i)(A) and 
(b)(6)(ii)(A) of this section apply to any 
part of the transaction to which sec-
tion 721(a) does not apply. 

(2) Partner contributions. A direct or 
indirect partner’s share of an electing 
partnership’s deferred items with re-
spect to a separate interest is not ac-
celerated if the holder of such interest 
(contributing partner) contributes its 
entire separate interest (contributed 
separate interest) in a transaction gov-
erned all or in part by section 721(a) to 
another partnership (transferee part-
nership) in exchange for an interest in 
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the transferee partnership provided 
that the partnership in which the sepa-
rate interest is held does not terminate 
under section 708(b)(1)(A) or transfer 
its assets and liabilities in a trans-
action described in section 708(b)(2)(A) 
or section 708(b)(2)(B). See paragraph 
(b)(6)(iii)(D) of this section for trans-
actions governed by section 
708(b)(2)(A). The transferee partnership 
becomes subject to section 108(i), in-
cluding all reporting requirements 
under this section, with respect to the 
contributing partner’s share of the 
electing partnership’s deferred items 
associated with the contributed sepa-
rate interest. The transferee partner-
ship must allocate and report the share 
of the electing partnership’s deferred 
items that is associated with the con-
tributed separate interest to the con-
tributing partner to the same extent 
that such share of the electing partner-
ship’s deferred items would have been 
allocated and reported to the contrib-
uting partner in the absence of such 
contribution. Notwithstanding the 
rules in this paragraph (b)(6)(iii)(A)(2), 
the rules in paragraph (b)(6)(ii)(A) of 
this section apply to any part of the 
transaction to which section 721(a) 
does not apply. 

(B) Section 1031 exchanges. A direct or 
indirect partner’s share of the electing 
partnership’s deferred items is not ac-
celerated if the electing partnership 
transfers property held for productive 
use in a trade or business or for invest-
ment in exchange for property of like 
kind which is to be held either for pro-
ductive use in a trade or business or for 
investment in a transaction to which 
section 1031(a)(1) applies. Notwith-
standing the rules in this paragraph 
(b)(6)(iii)(B), to the extent the electing 
partnership receives money or other 
property which does not meet the re-
quirements of section 1031(a) (boot) in 
the exchange, a proportionate amount 
of the property transferred by the 
electing partnership equal to the pro-
portion of the boot to the total consid-
eration received in the exchange shall 
be treated as sold for purposes of para-
graph (b)(6)(i)(A)(2) of this section. 

(C) Section 708(b)(1)(B) terminations. A 
direct or indirect partner’s share of the 
deferred items of an electing partner-
ship with respect to a separate interest 

is not accelerated if the electing part-
nership or a partnership that is a di-
rect or indirect partner of the electing 
partnership terminates under section 
708(b)(1)(B). Notwithstanding the rules 
in this paragraph (b)(6)(iii)(C), the 
rules in paragraph (b)(6)(ii)(A) of this 
section apply to the event that causes 
the termination under section 
708(b)(1)(B) to the extent not otherwise 
excepted under paragraph (b)(6)(iii) of 
this section. 

(D) Section 708(b)(2)(A) mergers or con-
solidations. A direct or indirect part-
ner’s share of the deferred items of an 
electing partnership with respect to a 
separate interest is not accelerated if 
the partnership in which the separate 
interest is held (the merger transaction 
partnership) merges into or consoli-
dates with another partnership in a 
transaction to which section 
708(b)(2)(A) applies. The resulting part-
nership or new partnership, as deter-
mined under § 1.708–1(c)(1), becomes 
subject to section 108(i), including all 
reporting requirements under this sec-
tion, to the same extent that the merg-
er transaction partnership was so sub-
ject prior to the transaction, and must 
allocate and report any merger trans-
action partnership’s deferred items to 
the same extent and to the same part-
ners that the merger transaction part-
nership allocated and reported such 
items prior to such transaction. Not-
withstanding the rules in this para-
graph (b)(6)(iii)(D), the rules in para-
graphs (b)(6)(i)(A)(2) and (b)(6)(ii)(A)(2) 
of this section apply to that portion of 
the transaction that is treated as a 
sale, and the rules of (b)(6)(ii)(A)(3) 
apply if, as part of the transaction, the 
partner’s separate interest is redeemed 
and the partner does not receive an in-
terest in the resulting partnership with 
respect to such separate interest. 

(E) Certain distributions of separate in-
terests. If a partnership (upper-tier 
partnership) that is a direct or indirect 
partner of an electing partnership dis-
tributes its entire separate interest 
(distributed separate interest) to one 
or more of its partners (distributee 
partners) that have a share of the 
electing partnership’s deferred items 
from upper-tier partnership with re-
spect to the distributed separate inter-
est, the distributee partners’ shares of 
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the electing partnership’s deferred 
items with respect to such distributed 
separate interest are not accelerated. 
The partnership, the separate interest 
in which was distributed, must allocate 
and report the share of the electing 
partnership’s deferred items associated 
with the distributed separate interest 
only to such distributee partners that 
had a share of the electing partner-
ship’s deferred items from the upper- 
tier partnership with respect to the 
distributed separate interest prior to 
the distribution. This paragraph 
(b)(6)(iii)(E) does not apply if the elect-
ing partnership terminates under sec-
tion 708(b)(1)(A). 

(F) Section 381 transactions. A C cor-
poration partner’s share of an electing 
partnership’s deferred items is not ac-
celerated if, as part of a transaction de-
scribed in paragraph (b)(6)(ii)(A) of this 
section, the assets of the C corporation 
partner are acquired by another C cor-
poration (acquiring C corporation) in a 
transaction that is treated, under 
§ 1.108(i)–1(b)(2)(ii)(B), as a transaction 
to which section 381(a) applies. An S 
corporation partner’s share of an elect-
ing partnership’s deferred items is not 
accelerated if, as part of a transaction 
described in paragraph (b)(6)(ii)(A) of 
this section, the assets of the S cor-
poration partner are acquired by an-
other S corporation (acquiring S cor-
poration) in a transaction to which sec-
tion 381(a) applies. In such cases, the 
acquiring C corporation or acquiring S 
corporation, as the case may be, suc-
ceeds to the C corporation partner’s or 
the S corporation partner’s remaining 
share of the electing partnership’s de-
ferred items and becomes subject to 
section 108(i), including all reporting 
requirements under this section, as if 
the acquiring C corporation or acquir-
ing S corporation were the C corpora-
tion partner or the S corporation part-
ner, respectively. The acquiring S cor-
poration must allocate and report the 
S corporation partner’s deferred items 
to the same extent as the S corpora-
tion partner would have been required 
to allocate and report those deferred 
items, and only to those shareholders 
of the S corporation partner who had a 
share of the S corporation partner’s de-
ferred items from the electing partner-
ship prior to the transaction. This 

paragraph (b)(6)(iii)(F) does not apply 
if the electing partnership terminates 
under section 708(b)(1)(A). 

(G) Intercompany transfers. A C cor-
poration partner’s share of an electing 
partnership’s deferred items is not ac-
celerated if, as part of a transaction de-
scribed in paragraph (b)(6)(ii)(A) of this 
section, the C corporation partner 
transfers its entire separate interest in 
an intercompany transaction, as de-
scribed in § 1.1502–13(b)(1)(i), and the 
electing partnership does not termi-
nate under section 708(b)(1)(A) as a re-
sult of the intercompany transaction. 

(H) Retirement of a debt instrument. 
See § 1.108(i)–3(c)(1) for rules regarding 
the retirement of a debt instrument 
that is subject to section 108(i). 

(I) Other non-acceleration events. A di-
rect or indirect partner’s share of an 
electing partnership’s deferred items is 
not accelerated with respect to any 
transaction if the Commissioner makes 
a determination by published guidance 
that such transaction is not an accel-
eration event under the rules of this 
paragraph (b)(6). 

(iv) Related partnerships. A direct or 
indirect partner’s share of a related 
partnership’s deferred OID deduction 
(as determined in paragraph (d)(2) of 
this section) that has not previously 
been taken into account is accelerated 
and taken into account by the direct or 
indirect partner in the taxable year in 
which, and to the extent that, the de-
ferred COD income to which the related 
partnership’s deferred OID deduction 
relates is taken into account by the 
electing entity or its owners. 

(v) Examples. The following examples 
illustrate the rules under this para-
graph (b)(6): 

Example 1 Meaning of ‘‘separate interest.’’ (i) 
Electing partnership (EP) has three partners, 
MT1, MT2, and UT, each of which is a part-
nership. The partners of MT1 are X and UT. 
The partners of MT2 are Y, UT, and B. The 
partners of UT are A, B, and C. In addition to 
their interests in the partnerships noted, 
MT1, MT2, and UT own other assets. 

(ii) Within the meaning of paragraph 
(a)(29) of § 1.108(i)–0, A and C each hold one 
separate interest (their interests in UT), B 
holds two separate interests (its interests in 
UT and MT2), UT holds three separate inter-
ests (its interests in MT1, MT2, and EP), MT1 
and MT2 each hold one separate interest 
(their interests in EP), and X and Y each 
hold one separate interest (their interests in 
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MT1 and MT2, respectively) with respect to 
EP. 

Example 2 Distributions of separate interests 
in an electing partnership. (i) The facts are the 
same as in Example 1, except that A, as a di-
rect partner of UT, has a share of EP’s de-
ferred items with respect to UT’s interests in 
MT1 and EP. A does not have a share of EP’s 
deferred items with respect to UT’s interest 
in MT2. B, as a direct partner of UT, has a 
share of EP’s deferred items with respect to 
UT’s interest in MT1 and MT2, but not with 
respect to UT’s interest in EP. B also has a 
share of EP’s deferred items with respect to 
its separate interest in MT2. C does not have 
any share of EP’s deferred items with respect 
to UT’s interest in MT1, MT2, or EP. 

(ii) UT distributes 40 percent of its sepa-
rate interest in MT1 to A in redemption of 
A’s interest in UT. Under paragraphs 
(b)(6)(ii)(A)(2) and (b)(6)(ii)(B)(1) of this sec-
tion, a portion of UT’s interest in MT1 has 
been transferred and a corresponding portion 
(40 percent) of UT’s share of EP’s deferred 
items from MT1 is accelerated. Thus, 40 per-
cent of A’s and B’s share of EP’s deferred 
items from UT with respect to UT’s interest 
in MT1 is accelerated. Further, because A’s 
interest in UT is redeemed within the mean-
ing of paragraph (b)(6)(ii)(B)(2) of this sec-
tion, all of A’s shares of EP’s deferred items 
from UT are accelerated under paragraph 
(b)(6)(ii)(A)(3) of this section. UT continues 
to allocate and report to B its remaining 
share of EP’s deferred items from its sepa-
rate interest in MT1 that was not distributed 
to A. 

(iii) UT distributes its entire separate in-
terest in MT1 to B (other than in redemption 
of B’s interest in UT). Under paragraph 
(b)(6)(ii)(A)(2) of this section, UT’s share of 
EP’s deferred items from MT1 would be ac-
celerated. However, because UT distributes 
its entire separate interest in MT1 to B, B’s 
share of EP’s deferred items from UT with 
respect to UT’s separate interest in MT1 is 
not accelerated under paragraph (b)(6)(iii)(E) 
of this section. MT1 allocates and reports to 
B B’s share of EP’s deferred items from UT’s 
separate interest in MT1 that was distrib-
uted to B. 

(iv) UT distributes its entire separate in-
terest in MT1 to A and B (other than in re-
demption of their interests in UT). Under 
paragraph (b)(6)(iii)(E) of this section, none 
of A’s or B’s shares of EP’s deferred items 
from UT with respect to UT’s separate inter-
est in MT1 is accelerated, and MT1 allocates 
and reports to A and B their respective share 
of EP’s deferred items from UT’s separate in-
terest in MT1 that was distributed to A and 
B. 

Example 3 Partial sale of interest by an indi-
rect partner. (i) Individual A holds a 50 per-
cent partnership interest in UTP, a partner-
ship that holds a 50 percent interest in EP, a 
partnership that makes an election to defer 

COD income under section 108(i). A’s share of 
UTP’s deferred amount with respect to EP’s 
election under section 108(i) is $100. During a 
taxable year within the deferral period, A 
sells 25 percent of his partnership interest in 
UTP to an unrelated third party. 

(ii) Under paragraphs (b)(6)(ii)(A)(2) and 
(b)(6)(ii)(B)(1) of this section, 25 percent of 
A’s $100 deferred amount is accelerated as a 
result of A’s partial sale of his interest in 
UTP. Thus, A must recognize $25 of his de-
ferred amount in the taxable year of the 
sale. A’s remaining deferred amount is $75. 

Example 4 Section 708(b)(1)(B) termination of 
electing partnership. (i) A and B are equal 
partners in partnership AB. On January 1, 
2009, AB reacquires an applicable debt instru-
ment and makes an election under section 
108(i) to defer $400 of COD income. A and B 
each have a deferred amount with respect to 
the applicable debt instrument of $200. On 
January 1, 2010, A sells its entire 50 percent 
interest in AB to C in a transfer that termi-
nates the partnership under section 
708(b)(1)(B). 

(ii) Under paragraph (b)(6)(iii)(C) of this 
section, the technical termination of AB 
under section 708(b)(1)(B) does not cause A’s 
or B’s shares of AB’s deferred items to be ac-
celerated. However, A’s $200 deferred amount 
is accelerated under paragraph (b)(6)(ii)(A)(2) 
of this section as a result of the sale. 

Example 5 Section 708(b)(2)(A) mergers. (i) A, 
B, and C are equal partners in partnership X, 
which has made an election under section 
108(i) to defer $150 of COD income. The fair 
market value of each interest in partnership 
X is $100. A, B, and C each has a deferred 
amount of $50 with respect to partnership X’s 
election under section 108(i). E, F, and G are 
partners in partnership Y. Partnership X and 
partnership Y merge in a taxable year during 
the deferral period of partnership X’s elec-
tion under section 108(i). Under section 
708(b)(2)(A), the resulting partnership is con-
sidered a continuation of partnership Y and 
partnership X is considered terminated. 
Under state law, partnerships X and Y under-
take the assets-over form of § 1.708–1(c)(3)(i) 
to accomplish the merger. C does not want 
to become a partner in partnership Y, and 
partnership X does not have the resources to 
redeem C’s interest before the merger. C, 
partnership X, and partnership Y enter into 
a merger agreement that satisfies the re-
quirements of § 1.708–1(c)(4) and specifies that 
partnership Y will purchase C’s interest in 
partnership X for $100 before the merger, and 
as part of the agreement, C consents to treat 
the transaction in a manner that is con-
sistent with the agreement. As part of the 
merger, partnership X receives from partner-
ship Y $100 (which will be distributed to C 
immediately before the merger), $100 (which 
will be distributed equally to A and B ($50 
each)), and interests in partnership Y with a 
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value of $100 (which will be distributed equal-
ly to A and B) in exchange for partnership 
X’s assets and liabilities. 

(ii) Under the general rule of paragraph 
(b)(6)(iii)(D) of this section, and except as 
provided below, the deferred items of part-
nership X are not accelerated as a result of 
the merger with partnership Y. Partnership 
Y, the resulting partnership that is consid-
ered the continuation of partnership X, be-
comes subject to section 108(i), including all 
reporting requirements under section 108(i), 
to the same extent that partnership X was 
subject to such rules. Under paragraph 
(b)(6)(iii)(D) of this section, partnership Y 
must allocate and report partnership X’s de-
ferred items to A and B in the same manner 
as partnership X had prior to the merger 
transaction. 

(iii) Under § 1.708–1(c)(4), C is treated as 
selling its interest in partnership X imme-
diately before the merger. As a result, C’s $50 
deferred amount is accelerated under para-
graph (b)(6)(ii)(A)(2) of this section. 

(iv) Under section 707(a)(2)(B), partnership 
X is deemed to have sold a portion of its as-
sets to partnership Y. Because partnership X 
is not treated as selling substantially all of 
its assets under paragraph (b)(6)(i)(B) of this 
section, A’s and B’s deferred amounts are not 
accelerated under paragraph (b)(6)(i)(A)(2) of 
this section. 

(v) Because A’s and B’s interests in part-
nership X are redeemed within the meaning 
of paragraph (b)(6)(ii)(B)(2) of this section, 
all of their shares of partnership X’s deferred 
items would be accelerated under paragraph 
(b)(6)(ii)(A)(3). However, because they receive 
an interest in partnership Y in the merger, 
none of A’s and B’s share of partnership X’s 
deferred items is accelerated. 

(7) Withholding under section 1446. See 
section 1446 regarding withholding by a 
partnership on a foreign partner’s 
share of income effectively connected 
with a U.S. trade or business. 

(c) Specific rules applicable to S cor-
porations—(1) Deferred COD income. An 
electing S corporation’s COD income 
deferred under section 108(i) (an S cor-
poration’s deferred COD income) is 
shared pro rata among those share-
holders that are shareholders of the 
electing S corporation immediately be-
fore the reacquisition of the applicable 
debt instrument. Any COD income de-
ferred under section 108(i) is taken into 
account under section 1366(a) by those 
shareholders in the inclusion period, or 
earlier upon the occurrence of an accel-
eration event described in paragraph 
(c)(3) of this section. 

(2) Basis adjustments and accumulated 
adjustments account—(i) Basis adjust-
ments. The adjusted basis of a share-
holder’s stock in an electing S corpora-
tion is not increased under section 
1367(a)(1) by the shareholder’s share of 
the S corporation’s deferred COD in-
come in the taxable year of the reac-
quisition. The adjusted basis of a 
shareholder’s stock in an electing S 
corporation or a related S corporation 
is not decreased under section 1367(a)(2) 
by the shareholder’s share of the S cor-
poration’s deferred OID deduction in 
the taxable year in which the deferred 
OID accrues. The adjusted basis of a 
shareholder’s stock in an electing S 
corporation or a related S corporation 
is adjusted under section 1367(a) by the 
shareholder’s share of the S corpora-
tion’s deferred items for the taxable 
year in which the shareholder takes 
into account its share of the deferred 
items under this section. 

(ii) Accumulated adjustments account. 
The AAA of an electing S corporation 
is not increased by the S corporation’s 
deferred COD income in the taxable 
year of a reacquisition. The AAA of an 
electing S corporation or a related S 
corporation is not decreased by the S 
corporation’s deferred OID deduction in 
the taxable year in which the deferred 
OID accrues. The AAA of an electing S 
corporation or a related S corporation 
is adjusted under section 1368(e) by a 
shareholder’s share of the S corpora-
tion’s deferred items for the S period 
(as defined in section 1368(e)(2)) in 
which a shareholder of the S corpora-
tion takes into account its share of the 
deferred items under this section. 

(3) Acceleration of deferred items—(i) 
Electing S corporation-level events—(A) 
General rules. Except as provided in 
paragraph (c)(3)(iii) of this section, a 
shareholder’s share of an electing S 
corporation’s deferred items is acceler-
ated and must be taken into account 
by such shareholder— 

(1) In the taxable year in which the 
electing S corporation liquidates; 

(2) In the taxable year in which the 
electing S corporation sells, exchanges, 
transfers (including contributions and 
distributions), or gifts substantially all 
of its assets; 
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(3) In the taxable year in which the 
electing S corporation ceases doing 
business; 

(4) In the taxable year in which the 
electing S corporation’s election under 
section 1362(a) terminates; or 

(5) In the taxable year that includes 
the day before the day on which the 
electing S corporation files a petition 
in a title 11 or similar case. 

(B) Substantially all requirement. For 
purposes of this paragraph (c)(3), sub-
stantially all of an electing S corpora-
tion’s or partnership’s assets means as-
sets representing at least 90 percent of 
the fair market value of the net assets, 
and at least 70 percent of the fair mar-
ket value of the gross assets, held by 
the S corporation or partnership imme-
diately prior to the sale, exchange, 
transfer, or gift. For purposes of apply-
ing the rule in paragraph (c)(3)(i)(A)(2) 
of this section, a sale, exchange, trans-
fer, or gift by any direct or indirect 
lower-tier partnership of the electing S 
corporation (lower-tier partnership) of 
all or part of its assets is not treated as 
a sale, exchange, transfer, or gift of the 
assets of any person that holds, di-
rectly or indirectly, an interest in such 
lower-tier partnership. However, for 
purposes of applying the rule in para-
graph (c)(3)(i)(A)(2) of this section, a 
sale, exchange, transfer, or gift of sub-
stantially all of the assets of a trans-
feree partnership (as described in para-
graph (c)(3)(iii)(A) of this section), or of 
a lower-tier partnership that received 
assets of the electing S corporation 
from a transferee partnership of the 
electing S corporation or another 
lower-tier partnership in a transaction 
governed all or in part by section 721, 
is treated as a sale, exchange, transfer, 
or gift by the holder of an interest in 
such transferee partnership or lower- 
tier partnership of its entire interest in 
that transferee partnership or lower- 
tier partnership. 

(ii) Shareholder events—(A) General 
rules. Except as provided in paragraph 
(c)(3)(iii) of this section, a share-
holder’s share of an electing S corpora-
tion’s deferred items is accelerated and 
must be taken into account by such 
shareholder in the taxable year in 
which— 

(1) The shareholder dies; 

(2) The shareholder sells, exchanges 
(including redemptions treated as ex-
changes under section 302), transfers 
(including contributions and distribu-
tions), or gifts (including transfers 
treated as gifts under section 1041) all 
or a portion of its interest in the elect-
ing S corporation; or 

(3) The shareholder abandons its in-
terest in the electing S corporation. 

(B) Partial transfers. For purposes of 
paragraph (c)(3)(ii)(A)(2) of this sec-
tion, if a shareholder of an electing S 
corporation sells, exchanges (including 
redemptions treated as exchanges 
under section 302), transfers (including 
contributions or distributions), or gifts 
(including transfers treated as gifts 
under section 1041) a portion of its in-
terest in the electing S corporation, 
such shareholder’s share of the electing 
S corporation’s deferred items propor-
tionate to the interest that was sold, 
exchanged, transferred, or gifted is ac-
celerated and must be taken into ac-
count by such shareholder. 

(iii) Events not constituting accelera-
tion. Notwithstanding the rules in 
paragraphs (c)(3)(i) and (ii) of this sec-
tion, a shareholder’s share of an elect-
ing S corporation’s deferred items is 
not accelerated by any of the events 
described in this paragraph (c)(3)(iii). 

(A) Electing S corporation’s contribu-
tions. A shareholder’s share of an elect-
ing S corporation’s deferred items is 
not accelerated if the electing S cor-
poration contributes all or a portion of 
its assets in a transaction governed all 
or in part by section 721(a) to a part-
nership (transferee partnership) in ex-
change for an interest in the transferee 
partnership. Notwithstanding the rules 
in this paragraph (c)(3)(iii)(A), the 
rules in paragraph (c)(3)(i)(A) of this 
section apply to any part of the trans-
action to which section 721(a) does not 
apply. 

(B) Section 1031 exchanges. A share-
holder’s share of an electing S corpora-
tion’s deferred items is not accelerated 
if the electing S corporation transfers 
property held for productive use in a 
trade or business or for investment in 
exchange for property of like kind 
which is to be held either for produc-
tive use in a trade or business or for in-
vestment in a transaction to which sec-
tion 1031(a)(1) applies. Notwithstanding 
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the rules in this paragraph 
(c)(3)(iii)(B), to the extent the electing 
S corporation receives money or other 
property which does not meet the re-
quirements of section 1031(a) (boot) in 
the exchange, a proportionate amount 
of the property transferred by the 
electing S corporation equal to the pro-
portion of the boot to the total consid-
eration received in the exchange shall 
be treated as sold for purposes of para-
graph (c)(3)(i)(A)(2) of this section. 

(C) Section 381 transactions. A share-
holder’s share of an electing S corpora-
tion’s deferred items is not accelerated 
if, as part of a transaction described in 
paragraph (c)(3)(i)(A) of this section, 
the electing S corporation’s assets are 
acquired by another S corporation (ac-
quiring S corporation) in a transaction 
to which section 381(a) applies. In such 
a case, the acquiring S corporation suc-
ceeds to the electing S corporation’s 
remaining deferred items and becomes 
subject to section 108(i), including all 
reporting requirements under this sec-
tion, as if the acquiring S corporation 
were the electing S corporation. The 
acquiring S corporation must allocate 
and report the electing S corporation’s 
deferred items to the same extent that 
the electing S corporation would have 
been required to allocate and report 
those deferred items, and only to those 
shareholders who had a share of the 
electing S corporation’s deferred items 
prior to the transaction. 

(D) Retirement of a debt instrument. 
See § 1.108(i)–3(c)(1) for rules regarding 
the retirement of a debt instrument 
that is subject to section 108(i). 

(E) Other non-acceleration events. A 
shareholder’s share of an electing S 
corporation’s deferred items is not ac-
celerated with respect to any trans-
action if the Commissioner makes a de-
termination by published guidance 
that such transaction is not an accel-
eration event under the rules of this 
paragraph (c)(3). 

(iv) Related S corporations. A share-
holder’s share of a related S corpora-
tion’s deferred OID deduction (as deter-
mined in paragraph (d)(2) of this sec-
tion) that has not previously been 
taken into account is accelerated and 
taken into account by the shareholder 
in the taxable year in which, and to the 
extent that, deferred COD income to 

which the related S corporation’s de-
ferred OID deduction relates is taken 
into account by the electing entity or 
its owners. 

(d) General rules applicable to partner-
ships and S corporations—(1) Applicable 
debt instrument (trade or business require-
ment). The determination of whether a 
debt instrument issued by a partner-
ship or an S corporation is treated as a 
debt instrument issued in connection 
with the conduct of a trade or business 
by the partnership or S corporation for 
purposes of this section is based on all 
the facts and circumstances. However, 
a debt instrument issued by a partner-
ship or an S corporation shall be treat-
ed as an applicable debt instrument for 
purposes of this section if the electing 
partnership or electing S corporation 
can establish that— 

(i) The gross fair market value of the 
trade or business assets of the partner-
ship or S corporation that issued the 
debt instrument represented at least 80 
percent of the gross fair market value 
of that partnership’s or S corporation’s 
total assets on the date of issuance; 

(ii) The trade or business expendi-
tures of the partnership or S corpora-
tion that issued the debt instrument 
represented at least 80 percent of the 
partnership’s or S corporation’s total 
expenditures for the taxable year of 
issuance; 

(iii) At least 95 percent of interest 
paid or accrued on the debt instrument 
issued by the partnership or S corpora-
tion was allocated to one or more trade 
or business expenditures under § 1.163– 
8T for the taxable year of issuance; 

(iv) At least 95 percent of the pro-
ceeds from the debt instrument issued 
by the partnership or S corporation 
were used by the partnership or S cor-
poration to acquire one or more trades 
or businesses within six months from 
the date of issuance; or 

(v) The partnership or S corporation 
issued the debt instrument to a seller 
of a trade or business to acquire the 
trade or business. 

(2) Deferral of OID at entity level—(i) 
In general. For each taxable year dur-
ing the deferral period, an issuing enti-
ty determines the amount of its de-
ferred OID deduction with respect to a 
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debt instrument, if any. An issuing en-
tity’s deferred OID deduction for a tax-
able year is the lesser of: 

(A) The OID that accrues in a current 
taxable year during the deferral period 
with respect to the debt instrument 
(less any of such OID that is allowed as 
a deduction in the current taxable year 
as a result of an acceleration event), or 

(B) The excess, if any, of the electing 
entity’s deferred COD income (less the 
aggregate amount of such deferred COD 
income that has been included in in-
come in the current taxable year and 
any previous taxable year during the 
deferral period) over the aggregate 
amount of OID that accrued in pre-
vious taxable years during the deferral 
period with respect to the debt instru-
ment (less the aggregate amount of 
such OID that has been allowed as a de-
duction in the current taxable year and 
any previous taxable year during the 
deferral period). 

(ii) Excess deferred OID deduction. If, 
as a result of an acceleration event 
during a taxable year in the deferral 
period, an issuing entity’s aggregate 
deferred OID deduction for previous 
taxable years with respect to a debt in-
strument (less the aggregate amount of 
such deferred OID deduction that has 
been allowed as a deduction in a pre-
vious taxable year during the deferral 
period) exceeds the amount of the 
electing entity’s deferred COD income 
(less the aggregate amount of such de-
ferred COD income that has been in-
cluded in income in the current taxable 
year and any previous taxable year 
during the deferral period), the excess 
deferred OID deduction shall be al-
lowed as a deduction in the taxable 
year in which the acceleration event 
occurs. 

(iii) Examples. The following exam-
ples illustrate the rules under para-
graph (d)(2) of this section: 

Example 1 Partner joins partnership during 
deferral period. (i) A and B each hold a 50 per-
cent interest in AB partnership, a calendar- 
year partnership. On January 1, 2009, AB 
partnership issues a new debt instrument 
with OID and uses all of the proceeds to reac-
quire an outstanding applicable debt instru-
ment of AB partnership, realizing $100 of 
COD income, and makes an election under 
section 108(i) to defer $50 of the COD income. 
During the deferral period, a total of $150 of 
OID accrues on the new debt instrument 

issued as part of the reacquisition. A and B 
each have a deferred amount of $25 with re-
spect to the applicable debt instrument reac-
quired by AB partnership. For 2009, $28 of 
OID accrues on the new debt instrument and 
A and B are each allocated $14 of accrued 
OID with respect to the new debt instru-
ment. On January 1, 2010, C contributes cash 
to AB partnership in exchange for a 1⁄3 part-
nership interest. For 2010, $29 of OID accrues 
on the new debt instrument, and A, B, and C 
are each allocated $9.67 of accrued OID. 

(ii) Under paragraph (d)(2) of this section, 
AB partnership’s deferred OID deduction for 
2009 is the lesser of: $28 of OID that accrues 
on the new debt instrument in 2009, or the 
excess of AB partnership’s deferred COD in-
come of $50 over the aggregate amount of 
OID that accrued on the debt instrument in 
previous taxable years during the deferral 
period of $0, or $50. Thus, all $28 of the OID 
that accrues on the debt instrument in 2009 
is deferred under section 108(i). 

(iii) Under paragraph (d)(2) of this section, 
AB partnership’s deferred OID deduction for 
2010 is the lesser of: $29 of OID that accrues 
on the new debt instrument in 2010, or the 
excess of AB partnership’s deferred COD in-
come of $50 over the aggregate amount of 
OID that accrued on the debt instrument in 
previous taxable years during the deferral 
period of $28, or $22. Thus, $22 of the $29 of 
OID that accrues in 2010 is deferred under 
section 108(i). A, B, and C will each defer 
$7.33 of the $9.67 of accrued OID that was al-
located to each of them. 

Example 2 Acceleration of deferred items dur-
ing deferral period. (i) On January 1, 2009, ABC 
partnership, a calendar-year partnership 
with three partners, issues a new debt instru-
ment with OID and uses all of the proceeds 
to reacquire an outstanding applicable debt 
instrument of ABC partnership. ABC part-
nership realizes $150 of COD income and 
makes an election under section 108(i) to 
defer the $150 of COD income. A’s deferred 
amount with respect to the applicable debt 
instrument is $75, while B and C each have a 
deferred amount of $37.50. In 2009, $28 of OID 
accrues on the new debt instrument and is 
allocated $7.00 to A and $10.50 to each of B 
and C. In 2010, $29 of OID accrues on the new 
debt instrument and is allocated $7.25 to A 
and $10.87 to each of B and C. In 2011, $30 of 
OID accrues on the new debt instrument and 
is allocated $7.50 to A and $11.25 to each of B 
and C. In 2012, $31 of OID accrues on the new 
debt instrument and is allocated $7.75 to A 
and $11.62 to each of B and C. On December 
31, 2012, A’s entire share of ABC partnership’s 
deferred items is accelerated under para-
graph (b)(6) of this section. For 2012, A in-
cludes $75 of COD income in income and is al-
lowed a deduction of $21.75 for A’s share of 
ABC partnership’s deferred OID deduction 
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for taxable years 2009 through 2011, and a de-
duction of $7.75 for A’s share of ABC partner-
ship’s OID that accrues on the debt instru-
ment in 2012. 

(ii) Under paragraph (d)(2) of this section, 
ABC partnership’s deferred OID deduction 
for 2012 is the lesser of: $23.25 ($31 of OID that 
accrues on the new debt instrument in 2012 
less $7.75 of this OID that is allowed as a de-
duction to A in 2012) or $9.75 (the excess of 
$75 (ABC partnership’s deferred COD income 
of $150 less A’s share of ABC partnership’s de-
ferred COD income that is included in A’s in-
come for 2012 of $75) over $65.25 (the aggre-
gate amount of OID that accrued in previous 
taxable years of $87 less the aggregate 
amount of such OID that has been allowed as 
a deduction by A in 2012 of $21.75)). Thus, of 
the $31 of OID that accrues in 2012, $9.75 is 
deferred under section 108(i). 

(3) Effect of an election under section 
108(i) on recapture amounts under section 
465(e)—(i) In general. To the extent that 
a decrease in a partner’s or share-
holder’s amount at risk (as defined in 
section 465) in an activity as a result of 
a reacquisition of an applicable debt 
instrument would cause a partner with 
a deferred amount or a shareholder 
with a share of the S corporation’s de-
ferred COD income to have income 
under section 465(e) in the taxable year 
of the reacquisition, such decrease (not 
to exceed the partner’s deferred 
amount or the shareholder’s share of 
the S corporation’s deferred COD in-
come with respect to that applicable 
debt instrument) (deferred section 465 
amount) shall not be taken into ac-
count for purposes of determining the 
partner’s or shareholder’s amount at 
risk in an activity under section 465 as 
of the close of the taxable year of the 
reacquisition. A partner’s or share-
holder’s deferred section 465 amount is 
treated as a decrease in the partner’s 
or shareholder’s amount at risk in an 
activity at the same time, and to the 
extent remaining in the same amount, 
as the partner recognizes its deferred 
amount or the S corporation share-
holder recognizes its share of the S cor-
poration’s deferred COD income. 

(ii) Example. The following example 
illustrates the rules in paragraph (d)(3) 
of this section: 

Example. (i) PRS is a calendar-year part-
nership with two equal partners, individuals 
A and B. PRS is engaged in an activity de-
scribed in section 465(c) (Activity). PRS has 
a $500 recourse applicable debt instrument 

outstanding. Each partner’s amount at risk 
on January 1, 2009 is $50. On June 1, 2009, the 
creditor agrees to cancel the $500 indebted-
ness. PRS realizes $500 of COD income as a 
result of the reacquisition. The partners’ 
share of the liabilities of PRS decreases by 
$500 under section 752(b), and each partner’s 
amount at risk is decreased by $250. Other 
than the $500 of COD income, PRS’s income 
and expenses for 2009 are equal. PRS makes 
an election under section 108(i) to defer $200 
of the $500 COD income realized in connec-
tion with the reacquisition. PRS allocates 
the $500 of COD income equally between its 
partners, A and B. A and B each have a COD 
income amount of $250 with respect to the 
applicable debt instrument. PRS determines 
that, for both partners A and B, $100 of the 
$250 COD income amount is the deferred 
amount, and $150 is the included amount. Be-
ginning in each taxable year 2014 through 
2018, A and B each include $20 of the deferred 
amount in gross income. 

(ii) Under paragraph (d)(3)(i) of this sec-
tion, $50 of the $250 decrease in A’s and B’s 
amount at risk in Activity is the deferred 
section 465 amount for each of A and B and 
is not taken into account for purposes of de-
termining A’s and B’s amount at risk in Ac-
tivity at the close of 2009. In taxable year 
2014, A’s and B’s amount at risk in Activity 
is decreased by $20 (deferred section 465 
amount that equals the deferred amount in-
cluded in A’s and B’s gross income in 2014). 
In taxable year 2015, A’s and B’s amount at 
risk in Activity is decreased by $20 for the 
deferred section 465 amount that equals the 
deferred amount included in A’s and B’s 
gross income in 2015. In taxable year 2016, A’s 
and B’s amount at risk in Activity is de-
creased by $10 (the remaining amount of the 
deferred section 465 amount). 

(e) Election procedures and reporting 
requirements—(1) Partnerships—(i) In 
general. A partnership makes an elec-
tion under section 108(i) by following 
procedures outlined in guidance and 
applicable forms and instructions 
issued by the Commissioner. An elect-
ing partnership (or its successor) must 
provide to its partners certain informa-
tion as required by guidance and appli-
cable forms and instructions issued by 
the Commissioner. 

(ii) Tiered passthrough entities. A part-
nership that is a direct or indirect 
partner of an electing partnership (or 
its successor) or a related partnership 
or an S corporation partner must pro-
vide to its partners or shareholders, as 
the case may be, certain information 
as required by guidance and applicable 
forms and instructions issued by the 
Commissioner. 
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(iii) Related partnerships. A related 
partnership must provide to its part-
ners certain information as required by 
guidance and applicable forms and in-
structions issued by the Commissioner. 

(2) S corporations—(i) In general. An S 
corporation makes an election under 
section 108(i) by following procedures 
outlined in guidance and applicable 
forms and instructions issued by the 
Commissioner. An electing S corpora-
tion (or its successor) must provide to 
its shareholders certain information as 
required by guidance and applicable 
forms and instructions issued by the 
Commissioner. 

(ii) Related S corporations. A related S 
corporation must provide to its share-
holders certain information as required 
by guidance and applicable forms and 
instructions issued by the Commis-
sioner. 

(f) Effective/applicability dates. For the 
applicability dates of this section, see 
§ 1.108(i)–0(b). 

[T.D. 9623, 78 FR 39975, July 3, 2013; 78 FR 
49366, Aug. 14, 2013] 

§ 1.108(i)–3 Rules for the deduction of 
OID. 

(a) Deemed debt-for-debt exchanges—(1) 
In general. For purposes of section 
108(i)(2) (relating to deferred OID de-
ductions that arise in certain debt-for- 
debt exchanges involving the reacquisi-
tion of an applicable debt instrument), 
if the proceeds of any debt instrument 
are used directly or indirectly by the 
issuer or a person related to the issuer 
(within the meaning of section 
108(i)(5)(A)) to reacquire an applicable 
debt instrument, the debt instrument 
shall be treated as issued for the appli-
cable debt instrument being reac-
quired. Therefore, section 108(i)(2) may 
apply, for example, to a debt instru-
ment issued by a corporation for cash 
in which some or all of the proceeds are 
used directly or indirectly by the cor-
poration’s related subsidiary in the re-
acquisition of the subsidiary’s applica-
ble debt instrument. 

(2) Directly or indirectly. Whether the 
proceeds of an issuance of a debt in-
strument are used directly or indi-
rectly to reacquire an applicable debt 
instrument depends upon all of the 
facts and circumstances surrounding 
the issuance and the reacquisition. The 

proceeds of an issuance of a debt in-
strument will be treated as being used 
indirectly to reacquire an applicable 
debt instrument if— 

(i) At the time of the issuance of the 
debt instrument, the issuer of the debt 
instrument anticipated that an appli-
cable debt instrument of the issuer or a 
person related to the issuer would be 
reacquired by the issuer, and the debt 
instrument would not have been issued 
if the issuer had not so anticipated 
such reacquisition; 

(ii) At the time of the issuance of the 
debt instrument, the issuer of the debt 
instrument or a person related to the 
issuer anticipated that an applicable 
debt instrument would be reacquired 
by a related person and the related per-
son receives cash or property that it 
would not have received unless the re-
acquisition had been so anticipated; or 

(iii) At the time of the reacquisition, 
the issuer or a person related to the 
issuer foresaw or reasonably should 
have foreseen that the issuer or a per-
son related to the issuer would be re-
quired to issue a debt instrument, 
which it would not have otherwise been 
required to issue if the reacquisition 
had not occurred, in order to meet its 
future economic needs. 

(b) Proportional rule for accruals of 
OID. For purposes of section 108(i)(2), if 
only a portion of the proceeds from the 
issuance of a debt instrument are used 
directly or indirectly to reacquire an 
applicable debt instrument, the rules of 
section 108(i)(2)(A) will apply to the 
portion of OID on the debt instrument 
that is equal to the portion of the pro-
ceeds from such instrument used to re-
acquire the outstanding applicable 
debt instrument. Except as provided in 
the last sentence of section 108(i)(2)(A), 
the amount of deferred OID deduction 
that is subject to section 108(i)(2)(A) for 
a taxable year is equal to the product 
of the amount of OID that accrues in 
the taxable year under section 1272 or 
section 1275 (and the regulations under 
those sections), whichever section is 
applicable, and a fraction, the numer-
ator of which is the portion of the total 
proceeds from the issuance of the debt 
instrument used directly or indirectly 
to reacquire the applicable debt instru-
ment and the denominator of which is 
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the total proceeds from the issuance of 
the debt instrument. 

(c) No acceleration—(1) Retirement. Re-
tirement of a debt instrument subject 
to section 108(i)(2) does not accelerate 
deferred OID deductions. 

(2) Cross-reference. See § 1.108(i)–1 and 
§ 1.108(i)–2 for rules relating to the ac-
celeration of deferred OID deductions. 

(d) Examples. The application of this 
section is illustrated by the following 
examples. Unless otherwise stated, all 
taxpayers in the following examples 
are calendar-year taxpayers, and P and 
S each file separate returns: 

Example 1. (i) Facts. P, a domestic corpora-
tion, owns all of the stock of S, a domestic 
corporation. S has a debt instrument out-
standing that has an adjusted issue price of 
$100,000. On January 1, 2010, P issues for 
$160,000 a four-year debt instrument that has 
an issue price of $160,000 and a stated re-
demption price at maturity of $200,000, re-
sulting in $40,000 of OID. In P’s discussion 
with potential lenders/holders, and as de-
scribed in offering materials provided to po-
tential lenders/holders, P disclosed that it 
planned to use all or a portion of the pro-
ceeds from the issuance of the debt instru-
ment to reacquire outstanding debt of P and 
its affiliates. Following the issuance, P 
makes a $70,000 capital contribution to S. S 
then reacquires its debt instrument from X, 
a person not related to S within the meaning 
of section 108(i)(5)(A), for $70,000. At the time 
of the reacquisition, the adjusted issue price 
of S’s debt instrument is $100,000. Under 
§ 1.61–12(c), S realizes $30,000 of COD income. 
S makes a section 108(i) election for the 
$30,000 of COD income. 

(ii) Analysis. Under the facts, at the time of 
P’s issuance of its $160,000 debt instrument, P 
anticipated that the loan proceeds would be 
used to reacquire the debt of S, and P’s debt 
instrument would not have been issued for 
an amount greater than $90,000 if P had not 
anticipated that S would use the proceeds to 
reacquire its debt. Pursuant to paragraph (a) 
of this section, the proceeds from P’s 
issuance of its debt instrument are treated 
as being used indirectly to reacquire S’s ap-
plicable debt instrument. Therefore, section 
108(i)(2)(B) applies to P’s debt instrument 
and P’s OID deductions on its debt instru-
ment are subject to deferral under section 
108(i)(2)(A). However, because only a portion 
of the proceeds from P’s debt instrument are 
used by S to reacquire its applicable debt in-
strument, only a portion of P’s total OID de-
ductions will be deferred under section 
108(i)(2)(A). See section 108(i)(2)(B). Accord-
ingly, a maximum of $17,500 ($40,000 × $70,000/ 
$160,000) of P’s $40,000 total OID deductions is 
subject to deferral under section 108(i)(2)(A). 

Under paragraph (b) of this section, the 
amount of P’s deferred OID deduction each 
taxable year under section 108(i)(2)(A) is 
equal to the product of the amount of OID 
that accrues in the taxable year under sec-
tion 1272 for the debt instrument and a frac-
tion ($70,000/$160,000). As a result, P’s de-
ferred OID deductions are the following 
amounts: $4,015.99 for 2010 ($9,179.40 × $70,000/ 
$160,000); $4,246.39 for 2011 ($9,706.04 × $70,000/ 
$160,000); $4,490.01 for 2012 ($10,262.88 × $70,000/ 
$160,000); and $4,747.61 for 2013 ($10,851.68 × 
$70,000/$160,000). 

Example 2. (i) Facts. The facts are the same 
as in Example 1, except that S makes a sec-
tion 108(i) election for only $10,000 of the 
$30,000 of COD income. 

(ii) Analysis. The maximum amount of P’s 
deferred OID deductions under section 
108(i)(2)(A) is $10,000 rather than $17,500 be-
cause S made a section 108(i) election for 
only $10,000 of the $30,000 of COD income. 
Under section 108(i)(2)(A), because the 
amount of OID that accrues prior to 2014 at-
tributable to the portion of the debt instru-
ment issued to indirectly reacquire S’s appli-
cable debt instrument under paragraph (b) of 
this section ($17,500) exceeds the amount of 
deferred COD income under section 108(i) 
($10,000), P’s deferred OID deductions are the 
following amounts: $4,015.99 for 2010; $4,246.39 
for 2011; $1,737.62 for 2012; and $0 for 2013. 

Example 3. (i) Facts. The facts are the same 
as in Example 1, except that P pays $200,000 in 
cash to the lenders/holders on December 31, 
2012, to retire the debt instrument. P did not 
directly or indirectly obtain the funds to re-
tire the debt instrument from the issuance of 
another debt instrument with OID. 

(ii) Analysis. Under paragraph (c)(1) of this 
section, the retirement of P’s debt instru-
ment is not an acceleration event for the de-
ferred OID deductions of $4,015.99 for 2010, 
$4,246.39 for 2011, and $4,490.01 for 2012. Except 
as provided in § 1.108(i)–1(b)(4), these amounts 
will be taken into account during the inclu-
sion period. P, however, paid a repurchase 
premium of $10,851.68 in 2012 ($200,000 minus 
the adjusted issue price of $189,148.32) to re-
tire the debt instrument. If otherwise allow-
able, P may deduct this amount in 2012 under 
§ 1.163–7(c). 

(e) Effective/applicability dates. For ef-
fective/applicability dates, see § 1.108(i)– 
0(b). 

[T.D. 9622, 78 FR 39991, July 3, 2013] 

§ 1.109–1 Exclusion from gross income 
of lessor of real property of value of 
improvements erected by lessee. 

(a) Income derived by a lessor of real 
property upon the termination, 
through forfeiture or otherwise, of the 
lease of such property and attributable 
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to buildings erected or other improve-
ments made by the lessee upon the 
leased property is excluded from gross 
income. However, where the facts dis-
close that such buildings or improve-
ments represent in whole or in part a 
liquidation in kind of lease rentals, the 
exclusion from gross income shall not 
apply to the extent that such buildings 
or improvements represent such liq-
uidation. The exclusion applies only 
with respect to the income realized by 
the lessor upon the termination of the 
lease and has no application to income, 
if any, in the form of rent, which may 
be derived by a lessor during the period 
of the lease and attributable to build-
ings erected or other improvements 
made by the lessee. It has no applica-
tion to income which may be realized 
by the lessor upon the termination of 
the lease but not attributable to the 
value of such buildings or improve-
ments. Neither does it apply to income 
derived by the lessor subsequent to the 
termination of the lease incident to the 
ownership of such buildings or im-
provements. 

(b) The provisions of this section may 
be illustrated by the following exam-
ple: 

Example. The A Corporation leased in 1945 
for a period of 50 years unimproved real prop-
erty to the B Corporation under a lease pro-
viding that the B Corporation erect on the 
leased premises an office building costing 
$500,000, in addition to paying the A Corpora-
tion a lease rental of $10,000 per annum be-
ginning on the date of completion of the im-
provements, the sum of $100,000 being placed 
in escrow for the payment of the rental. The 
building was completed on January 1, 1950. 
The lease provided that all improvements 
made by the lessee on the leased property 
would become the absolute property of the A 
Corporation on the termination of the lease 
by forfeiture or otherwise and that the lessor 
would become entitled on such termination 
to the remainder of the sum, if any, remain-
ing in the escrow fund. The B Corporation 
forfeited its lease on January 1, 1955, when 
the improvements had a value of $100,000. 
Under the provisions of section 109, the 
$100,000 is excluded from gross income. The 
amount of $50,000 representing the remainder 
in the escrow fund is forfeited to the A Cor-
poration and is included in the gross income 
of that taxpayer. As to the basis of the prop-
erty in the hands of the A Corporation, see 
§ 1.1019–1. 

§ 1.110–1 Qualified lessee construction 
allowances. 

(a) Overview. Amounts provided to a 
lessee by a lessor for property to be 
constructed and used by the lessee pur-
suant to a lease are not includible in 
the lessee’s gross income if the amount 
is a qualified lessee construction allow-
ance under paragraph (b) of this sec-
tion. 

(b) Qualified lessee construction allow-
ance—(1) In general. A qualified lessee 
construction allowance means any 
amount received in cash (or treated as 
a rent reduction) by a lessee from a les-
sor— 

(i) Under a short-term lease of retail 
space; 

(ii) For the purpose of constructing 
or improving qualified long-term real 
property for use in the lessee’s trade or 
business at that retail space; and 

(iii) To the extent the amount is ex-
pended by the lessee in the taxable 
year received on the construction or 
improvement of qualified long-term 
real property for use in the lessee’s 
trade or business at that retail space. 

(2) Definitions—(i) Qualified long-term 
real property is nonresidential real 
property under section 168(e)(2)(B) that 
is part of, or otherwise present at, the 
retail space referred to in paragraph 
(b)(1)(i) of this section and which re-
verts to the lessor at the termination 
of the lease. Thus, qualified long-term 
real property does not include property 
qualifying as section 1245 property 
under section 1245(a)(3). 

(ii) Short-term lease is a lease (or 
other agreement for occupancy or use) 
of retail space for 15 years or less (as 
determined pursuant to section 
168(i)(3)). 

(iii) Retail space is nonresidential real 
property under section 168(e)(2)(B) that 
is leased, occupied, or otherwise used 
by the lessee in its trade or business of 
selling tangible personal property or 
services to the general public. The 
term retail space includes not only the 
space where the retail sales are made, 
but also space where activities sup-
porting the retail activity are per-
formed (such as an administrative of-
fice, a storage area, and employee 
lounge). Examples of services typically 
sold to the general public include serv-
ices provided by hair stylists, tailors, 
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shoe repairmen, doctors, lawyers, ac-
countants, insurance agents, stock bro-
kers, securities dealers (including deal-
ers who sell securities out of inven-
tory), financial advisors and bankers. 
For purposes of this paragraph 
(b)(2)(iii), a taxpayer is selling to the 
general public if the products or serv-
ices for sale are made available to the 
general public, even if the product or 
service is targeted to certain cus-
tomers or clients. 

(3) Purpose requirement. An amount 
will meet the requirement in paragraph 
(b)(1)(ii) of this section only to the ex-
tent that the lease agreement for the 
retail space expressly provides that the 
construction allowance is for the pur-
pose of constructing or improving 
qualified long-term real property for 
use in the lessee’s trade or business at 
the retail space. An ancillary agree-
ment between the lessor and the lessee 
providing for a construction allowance, 
executed contemporaneously with the 
lease or during the term of the lease, is 
considered a provision of the lease 
agreement for purposes of the pre-
ceding sentence, provided the agree-
ment is executed before payment of the 
construction allowance. 

(4) Expenditure requirement—(i) In gen-
eral. Expenditures referred to in para-
graph (b)(1)(iii) of this section may be 
treated as being made first from the 
lessee’s construction allowance. Trac-
ing of the construction allowance to 
the actual lessee expenditures for the 
construction or improvement of quali-
fied long-term real property is not re-
quired. However, the lessee should 
maintain accurate records of the 
amount of the qualified lessee con-
struction allowance received and the 
expenditures made for qualified long- 
term real property. 

(ii) Time when expenditures deemed 
made. For purposes of paragraph 
(b)(1)(iii) of this section, an amount is 
deemed to have been expended by a les-
see in the taxable year in which the 
construction allowance was received by 
the lessee if— 

(A) The amount is expended by the 
lessee within 81⁄2 months after the close 
of the taxable year in which the 
amount was received; or 

(B) The amount is a reimbursement 
from the lessor for amounts expended 

by the lessee in a prior year and for 
which the lessee has not claimed any 
depreciation deductions. 

(5) Consistent treatment by lessor. 
Qualified long-term real property con-
structed or improved with any amount 
excluded from a lessee’s gross income 
by reason of paragraph (a) of this sec-
tion must be treated as nonresidential 
real property owned by the lessor (for 
purposes of depreciation under 
168(e)(2)(B) and determining gain or 
loss under section 168(i)(8)(B)). For pur-
poses of the preceding sentence, the 
lessor must treat the construction al-
lowance as fully expended in the man-
ner required by paragraph (b)(1)(iii) of 
this section unless the lessor is notified 
by the lessee in writing to the con-
trary. General tax principles apply for 
purposes of determining when the les-
sor may begin depreciation of its non-
residential real property. The lessee’s 
exclusion from gross income under 
paragraph (a) of this section, however, 
is not dependent upon the lessor’s 
treatment of the property as nonresi-
dential real property. 

(c) Information required to be fur-
nished—(1) In general. The lessor and 
the lessee described in paragraph (b) of 
this section who are paying and receiv-
ing a qualified lessee construction al-
lowance, respectively, must furnish the 
information described in paragraph 
(c)(3) of this section in the time and 
manner prescribed in paragraph (c)(2) 
of this section. 

(2) Time and manner for furnishing in-
formation. The requirement to furnish 
information under paragraph (c)(1) of 
this section is met by attaching a 
statement with the information de-
scribed in paragraph (c)(3) of this sec-
tion to the lessor’s or the lessee’s, as 
applicable, timely filed (including ex-
tensions) Federal income tax return for 
the taxable year in which the construc-
tion allowance was paid by the lessor 
or received by the lessee (either in cash 
or treated as a rent reduction), as ap-
plicable. A lessor or a lessee may re-
port the required information for sev-
eral qualified lessee construction al-
lowances on a combined statement. 
However, a lessor’s or a lessee’s failure 
to provide information with respect to 
each lease will be treated as a separate 
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failure to provide information for pur-
poses of paragraph (c)(4) of this section. 

(3) Information required—(i) Lessor. 
The statement provided by the lessor 
must contain the lessor’s name (and, in 
the case of a consolidated group, the 
parent’s name), employer identifica-
tion number, taxable year and the fol-
lowing information for each lease: 

(A) The lessee’s name (in the case of 
a consolidated group, the parent’s 
name). 

(B) The address of the lessee. 
(C) The employer identification num-

ber of the lessee. 
(D) The location of the retail space 

(including mall or strip center name, if 
applicable, and store name). 

(E) The amount of the construction 
allowance. 

(F) The amount of the construction 
allowance treated by the lessor as non-
residential real property owned by the 
lessor. 

(ii) Lessee. The statement provided by 
the lessee must contain the lessee’s 
name (and, in the case of a consoli-
dated group, the parent’s name), em-
ployer identification number, taxable 
year and the following information for 
each lease: 

(A) The lessor’s name (in the case of 
a consolidated group, the parent’s 
name). 

(B) The address of the lessor. 
(C) The employer identification num-

ber of the lessor. 
(D) The location of the retail space 

(including mall or strip center name, if 
applicable, and store name). 

(E) The amount of the construction 
allowance. 

(F) The amount of the construction 
allowance that is a qualified lessee 
construction allowance under para-
graph (b) of this section. 

(4) Failure to furnish information. A 
lessor or a lessee that fails to furnish 
the information required in this para-
graph (c) may be subject to a penalty 
under section 6721. 

(d) Effective date. This section is ap-
plicable to leases entered into on or 
after October 5, 2000. 

[T.D. 8901, 65 FR 53586, Sept. 5, 2000] 

§ 1.111–1 Recovery of certain items 
previously deducted or credited. 

(a) General. Section 111 provides that 
income attributable to the recovery 
during any taxable year of bad debts, 
prior taxes, and delinquency amounts 
shall be excluded from gross income to 
the extent of the ‘‘recovery exclusion’’ 
with respect to such items. The rule of 
exclusion so prescribed by statute ap-
plies equally with respect to all other 
losses, expenditures and accruals made 
the basis of deductions from gross in-
come for prior taxable years, including 
war losses referred to in section 127 of 
the Internal Revenue Code of 1939, but 
not including deductions with respect 
to depreciation, depletion, amortiza-
tion, or amortizable bond premiums. 
The term ‘‘recovery exclusion’’ as used 
in this section means an amount equal 
to the portion of the bad debts, prior 
taxes, and delinquency amounts (the 
items specifically referred to in section 
111), and of all other items subject to 
the rule of exclusion which, when de-
ducted or credited for a prior taxable 
year, did not result in a reduction of 
any tax of the taxpayer under subtitle 
A (other than the accumulated earn-
ings tax imposed by section 531 or the 
personal holding company tax imposed 
by section 541) of the Internal Revenue 
Code of 1954 or corresponding provi-
sions of prior income tax laws (other 
than the World War II excess profits 
tax imposed under subchapter E, chap-
ter 2 of the Internal Revenue Code of 
1939). 

(1) Section 111 items. The term ‘‘sec-
tion 111 items’’ as used in this section 
means bad debts, prior taxes, delin-
quency amounts, and all other items 
subject to the rule of exclusion, for 
which a deduction or credit was al-
lowed for a prior taxable year. If a bad 
debt was previously charged against a 
reserve by a taxpayer on the reserve 
method of treating bad debts, it was 
not deducted, and it is therefore not 
considered a section 111 item. Bad 
debts, prior taxes, and delinquency 
amounts are defined in section 111(b) 
(1), (2), and (3), respectively. An exam-
ple of a delinquency amount is interest 
on delinquent taxes. An example of the 
other items not expressly referred to in 
section 111 but nevertheless subject to 
the rule of exclusion is a loss sustained 
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upon the sale of stock and later recov-
ered, in whole or in part, through an 
action against the party from whom 
such stock had been purchased. 

(2) Definition of ‘‘recovery’’. Recov-
eries result from the receipt of 
amounts in respect of the previously 
deducted or credited section 111 items, 
such as from the collection or sale of a 
bad debt, refund or credit of taxes paid, 
or cancellation of taxes accrued. Care 
should be taken in the case of bad 
debts which were treated as only par-
tially worthless in prior years to dis-
tinguish between the item described in 
section 111, that is, the part of such 
debt which was deducted, and the part 
not previously deducted, which is not a 
section 111 item and is considered the 
first part collected. The collection of 
the part not deducted is not considered 
a ‘‘recovery’’. Furthermore, the term 
‘‘recovery’’ does not include the gain 
resulting from the receipt of an 
amount on account of a section 111 
item which, together with previous 
such receipts, exceeds the deduction or 
credit previously allowed for such 
item. For instance, a $100 corporate 
bond purchased for $40 and later de-
ducted as worthless is subsequently 
collected to the extent of $50. The $10 
gain (excess of $50 collection over $40 
cost) is not a recovery of a section 111 
item. Such gain is in no case excluded 
from gross income under section 111, 
regardless of whether the $40 recovery 
is or is not excluded. 

(3) Treatment of debt deducted in more 
than one year by reason of partial worth-
lessness. In the case of a bad debt de-
ducted in part for two or more prior 
years, each such deduction of a part of 
the debt is considered a separate sec-
tion 111 item. A recovery with respect 
to such debt is considered first a recov-
ery of those items (or portions thereof), 
resulting from such debt, for which 
there are recovery exclusions. If there 
are recovery exclusions for two or more 
items resulting from the same bad 
debt, such items are considered recov-
ered in the order of the taxable years 
for which they were deducted, begin-
ning with the latest. The recovery ex-
clusion for any such item is determined 
by considering the recovery exclusion 
with respect to the prior year for which 
such item was deducted as being first 

used to offset all other applicable re-
coveries in the year in which the bad 
debt is recovered. 

(4) Special provisions as to worthless 
bonds, etc., which are treated as capital 
losses. Certain bad debts arising from 
the worthlessness of securities and cer-
tain nonbusiness bad debts are treated 
as losses from the sale or exchange of 
capital assets. See sections 165(g) and 
166(d). The amounts of the deductions 
allowed for any year under section 1211 
on account of such losses for such year 
are considered to be section 111 items. 
Any part of such losses which, under 
section 1211, is a deduction for a subse-
quent year through the capital loss 
carryover (any later receipt of an 
amount with respect to such deducted 
loss is a recovery) is considered a sec-
tion 111 item for the year in which such 
loss was sustained. 

(b) Computation of recovery exclusion— 
(1) Amount of recovery exclusion allow-
able for year of recovery. For the year of 
any recovery, the section 111 items 
which were deducted or credited for 
one prior year are considered as a 
group and the recovery thereon is con-
sidered separately from recoveries of 
any items which were deducted or cred-
ited for other years. This recovery is 
excluded from gross income to the ex-
tent of the recovery exclusion with re-
spect to this group of items as (i) deter-
mined for the original year for which 
such items were deducted or credited 
(see subparagraph (2) of this paragraph) 
and (ii) reduced by the excludable re-
coveries in intervening years on ac-
count of all section 111 items for such 
original year. A taxpayer claiming a 
recovery exclusion shall submit, at the 
time the exclusion is claimed, the com-
putation of the recovery exclusion 
claimed for the original year for which 
the items were deducted or credited, 
and computations showing the amount 
recovered in intervening years on ac-
count of the section 111 items deducted 
or credited for the original year. 

(2) Determination of recovery exclusion 
for original year for which items were de-
ducted or credited. (i) The recovery ex-
clusion for the taxable year for which 
section 111 items were deducted or 
credited (that is, the ‘‘original taxable 
year’’) is the portion of the aggregate 
amount of such deductions and credits 
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which could be disallowed without 
causing an increase in any tax of the 
taxpayer imposed under subtitle A 
(other than the accumulated earnings 
tax imposed by section 531 or the per-
sonal holding company tax imposed by 
section 541) of the Internal Revenue 
Code of 1954 or corresponding provi-
sions of prior income tax laws (other 
than the World War II excess profits 
tax imposed under subchapter E, chap-
ter 2 of the Internal Revenue Code of 
1939). For the purpose of such recovery 
exclusion, consideration must be given 
to the effect of net operating loss 
carryovers and carrybacks or capital 
loss carryovers. 

(ii) This rule shall be applied by de-
termining the recovery exclusion as 
the aggregate amount of the section 
111 items for the original year for 
which such items were deducted or 
credited reduced by whichever of the 
following amounts is the greater: 

(a) The difference between (1) the 
taxable income for such original year 
and (2) the taxable income computed 
without regard to the section 111 items 
for such original year. 

(b) In the case of a taxpayer subject 
to any income tax in lieu of normal tax 
or surtax or both (except the alter-
native tax on capital gains imposed by 
section 1201, which is disregarded), the 
difference between (1) the income sub-
ject to such tax for such original year 
and (2) the income subject to such tax 
computed without regard to the sec-
tion 111 items for such original year. 
(Neither the amount determined under 
(1) nor the amount under (2) of (a) or 
(b) of this subdivision shall in any case 
be considered less than zero.) For this 
determination of the recovery exclu-
sion, the aggregate of the section 111 
items must be further decreased by the 
portion thereof which caused a reduc-
tion in tax in preceding or succeeding 
taxable years through any net oper-
ating loss carryovers or carrybacks or 
capital loss carryovers affected by such 
items. This decrease is the aggregate of 
the largest amount determined for 
each of such preceding and succeeding 
years under (a) and (b) of this subdivi-
sion, the computation of each carry-
over or carryback to the preceding or 
succeeding year being made under (1) 
of (a) and (b) of this subdivision with 

regard to the section 111 items for the 
original year and such computation 
being made under (2) of (a) and (b) of 
this subdivision without regard to such 
items. For the purpose of the preceding 
sentence, the computations under both 
(1) and (2) of (a) and (b) of this subdivi-
sion shall be made without regard to 
any section 111 items for such pre-
ceding or succeeding year and the 
carryovers and carrybacks to such year 
shall be determined without regard to 
any section 111 items for years subse-
quent to the original year. 

(iii) The determination of the recov-
ery exclusion for original taxable years 
subject to the provisions of the Inter-
nal Revenue Code of 1939 shall be made 
under 26 CFR (1939) 39.22(b)(12)–1(b)(2) 
(Regulations 118). 

(3) Example. The provisions of this 
paragraph may be illustrated by the 
following example: 

Example. A single individual with no de-
pendents has for his 1954 taxable year the fol-
lowing income and deductions: 

With de-
duction of 

section 
111 items 

Without 
deduc-
tion of 
section 

111 
items 

Gross income ....................................... $25,000 $25,000 

Less deductions: 
Depreciation .................................. 20,000 20,000 
Business bad debts and taxes ..... 6,300 
Personal exemption ...................... 600 600 

26,900 20,600 

Taxable income or (loss) ..................... (1,900 ) 4,400 
Adjustment under section 172(d)(3) .... 600 

Net operating loss ................. (1,300 ) ..............

The full amount of the net operating loss of 
$1,300 is carried back and allowed as a deduc-
tion for 1952. The aggregate of the section 111 
items for 1954 is $6,300 (bad debts and taxes). 
The recovery exclusion on account of section 
111 items for 1954 is $600, determined by re-
ducing the $6,300 aggregate of the section 111 
items by $5,700, i.e., the sum of (1) the dif-
ference between the amount of the taxable 
income for 1954 computed without regard to 
the section 111 items ($4,400) and the amount 
of the taxable income for 1954 (not less than 
zero) computed by taking such items into ac-
count, and (2) the amount of the net oper-
ating loss ($1,300) which caused the reduction 
in tax for 1952 by reason of the carryback 
provisions. If in 1956 the taxpayer recovers 
$400 of the bad debts, all of the recovery is 
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excluded from the income by reason of the 
recovery exclusion of $600 determined for the 
original year 1954. If in 1957 the taxpayer re-
covers an additional $300 of the bad debts, 
only $200 is excluded from gross income. 
That is, the recovery exclusion of $600 deter-
mined for the original year 1954 is reduced by 
the $400 recovered in 1956, leaving a balance 
of $200 which is used in 1957. The balance of 
the amount recovered in 1957, $100 ($300 less 
$200), is included in gross income for 1957. 

(c) Provisions as to taxes imposed by 
section 531 (relating to the accumulated 
earnings tax) and section 541 (relating to 
the tax on personal holding companies). A 
recovery exclusion allowed for pur-
poses of subtitle A (other than section 
531 or section 541) of the Internal Rev-
enue Code of 1954 shall also be allowed 
for the purpose of determining the ac-
cumulated earnings tax under section 
531 or the personal holding company 
tax under section 541 regardless of 
whether or not the section 111 items on 
which such recovery exclusion is based 
resulted in a reduction of the tax under 
section 531 or section 541 of the Inter-
nal Revenue Code of 1954 (or cor-
responding provisions of prior income 
tax laws) for the prior taxable year. 
Furthermore, if there is recovery of a 
section 111 item which was not allow-
able as a deduction or credit for the 
prior taxable year for purposes of Sub-
title A (not including section 531 or 
section 541) or corresponding provisions 
of prior income tax laws (other than 
Subchapter E, Chapter 2 of the Internal 
Revenue Code of 1939, relating to World 
War II excess profits tax), but was al-
lowable for such prior taxable year in 
determining the tax under section 531 
or section 541 (or corresponding provi-
sions of prior income tax laws) then for 
the purpose of determining the tax 
under section 531 or section 541 a recov-
ery exclusion shall be allowable with 
respect to such recovery if the section 
111 item did not result in a reduction of 
the tax under section 531 or section 541 
(or corresponding provisions of prior 
income tax laws). 

§ 1.112–1 Combat zone compensation of 
members of the Armed Forces. 

(a) Combat zone compensation exclu-
sion—(1) Amount excluded. In addition 
to the exemptions and credits other-
wise applicable, section 112 excludes 
from gross income the following com-

pensation of members of the Armed 
Forces: 

(i) Enlisted personnel. Compensation 
received for active service as a member 
below the grade of commissioned offi-
cer in the Armed Forces of the United 
States for any month during any part 
of which the member served in a com-
bat zone or was hospitalized at any 
place as a result of wounds, disease, or 
injury incurred while serving in the 
combat zone. 

(ii) Commissioned officers. Compensa-
tion not exceeding the monthly dollar 
limit received for active service as a 
commissioned officer in the Armed 
Forces of the United States for any 
month during any part of which the of-
ficer served in a combat zone or was 
hospitalized at any place as a result of 
wounds, disease, or injury incurred 
while serving in the combat zone. The 
monthly dollar limit is the monthly 
amount excludable from the officer’s 
income under section 112(b) as amend-
ed. Beginning in 1966, the monthly dol-
lar limit for periods of active service 
after 1965 became $500. As of September 
10, 1993, the monthly dollar limit con-
tinues to be $500. 

(2) Time limits on exclusion during hos-
pitalization. Compensation received for 
service for any month of hospitaliza-
tion that begins more than 2 years 
after the date specified by the Presi-
dent in an Executive Order as the date 
of the termination of combatant ac-
tivities in the combat zone cannot be 
excluded under section 112. Further-
more, compensation received while 
hospitalized after January 1978 for 
wounds, disease, or injury incurred in 
the Vietnam combat zone designated 
by Executive Order 11216 cannot be ex-
cluded under section 112. 

(3) Special terms. A commissioned 
warrant officer is not a commissioned of-
ficer under section 112(b) and is entitled 
to the exclusion allowed to enlisted 
personnel under section 112(a). Com-
pensation, for the purpose of section 
112, does not include pensions and re-
tirement pay. Armed Forces of the 
United States is defined (and members 
of the Armed Forces are described) in 
section 7701(a)(15). 

(4) Military compensation only. Only 
compensation paid by the Armed 
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Forces of the United States to mem-
bers of the Armed Forces can be ex-
cluded under section 112, except for 
compensation paid by an agency or in-
strumentality of the United States or 
by an international organization to a 
member of the Armed Forces whose 
military active duty status continues 
during the member’s assignment to the 
agency or instrumentality or organiza-
tion on official detail. Compensation 
paid by other employers (whether pri-
vate enterprises or governmental enti-
ties) to members of the Armed Forces 
cannot be excluded under section 112 
even if the payment is made to supple-
ment the member’s military compensa-
tion or is labeled by the employer as 
compensation for active service in the 
Armed Forces of the United States. 
Compensation paid to civilian employ-
ees of the federal government, includ-
ing civilian employees of the Armed 
Forces, cannot be excluded under sec-
tion 112, except as provided in section 
112(d)(2) (which extends the exclusion 
to compensation of civilian employees 
of the federal government in missing 
status due to the Vietnam conflict). 

(b) Service in combat zone—(1) Active 
service. The exclusion under section 112 
applies only if active service is per-
formed in a combat zone. A member of 
the Armed Forces is in active service if 
the member is actually serving in the 
Armed Forces of the United States. Pe-
riods during which a member of the 
Armed Forces is absent from duty on 
account of sickness, wounds, leave, in-
ternment by the enemy, or other law-
ful cause are periods of active service. 
A member of the Armed Forces in ac-
tive service in a combat zone who be-
comes a prisoner of war or missing in 
action in the combat zone is deemed, 
for the purpose of section 112, to con-
tinue in active service in the combat 
zone for the period for which the mem-
ber is treated as a prisoner of war or as 
missing in action for military pay pur-
poses. 

(2) Combat zone status. Except as pro-
vided in paragraphs (e) and (f) of this 
section, service is performed in a com-
bat zone only if it is performed in an 
area which the President of the United 
States has designated by Executive 
Order, for the purpose of section 112, as 
an area in which Armed Forces of the 

United States are or have been engaged 
in combat, and only if it is performed 
on or after the date designated by the 
President by Executive Order as the 
date of the commencing of combatant 
activities in that zone and on or before 
the date designated by the President 
by Executive Order as the date of the 
termination of combatant activities in 
that zone. 

(3) Partial month service. If a member 
of the Armed Forces serves in a combat 
zone for any part of a month, the mem-
ber is entitled to the exclusion for that 
month to the same extent as if the 
member has served in that zone for the 
entire month. If a member of the 
Armed Forces is hospitalized for a part 
of a month as a result of wounds, dis-
ease, or injury incurred while serving 
in that zone, the member is entitled to 
the exclusion for the entire month. 

(4) Payment time and place. The time 
and place of payment are irrelevant in 
considering whether compensation is 
excludable under section 112; rather, 
the time and place of the entitlement 
to compensation determine whether 
the compensation is excludable under 
section 112. Thus, compensation can be 
excluded under section 112 whether or 
not it is received outside a combat 
zone, or while the recipient is hospital-
ized, or in a year different from that in 
which the service was rendered for 
which the compensation is paid, pro-
vided that the member’s entitlement to 
the compensation fully accrued in a 
month during which the member 
served in the combat zone or was hos-
pitalized as a result of wounds, disease, 
or injury incurred while serving in the 
combat zone. For this purpose, entitle-
ment to compensation fully accrues 
upon the completion of all actions re-
quired of the member to receive the 
compensation. Compensation received 
by a member of the Armed Forces for 
services rendered while in active serv-
ice can be excluded under section 112 
even though payment is received subse-
quent to discharge or release from ac-
tive service. Compensation credited to 
a deceased member’s account for a pe-
riod subsequent to the established date 
of the member’s death and received by 
the member’s estate can be excluded 
from the gross income of the estate 
under section 112 to the same extent 
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that it would have been excluded from 
the gross income of the member had 
the member lived and received the 
compensation. 

(5) Examples of combat zone compensa-
tion. The rules of this section are illus-
trated by the following examples: 

Example 1. On January 5, outside of a com-
bat zone, an enlisted member received basic 
pay for active duty services performed from 
the preceding December 1 through December 
31. On December 4 (and no other date), the 
member performed services within a combat 
zone. The member may exclude from income 
the entire payment received on January 5, 
although the member served in the combat 
zone only one day during December, received 
the payment outside of the combat zone, and 
received the payment in a year other than 
the year in which the combat zone services 
were performed. 

Example 2. From March through December, 
an enlisted member became entitled to 25 
days of annual leave while serving in a com-
bat zone. The member used all 25 days of 
leave in the following year. The member 
may exclude from income the compensation 
received for those 25 days, even if the mem-
ber performs no services in the combat zone 
in the year the compensation is received. 

Example 3. From March through December, 
a commissioned officer became entitled to 25 
days of annual leave while serving in a com-
bat zone. During that period the officer also 
received basic pay of $1,000 per month from 
which the officer excluded from income $500 
per month (exhausting the monthly dollar 
limit under section 112 for that period). The 
officer used all 25 days of leave in the fol-
lowing year. The officer may not exclude 
from income any compensation received in 
the following year related to those 25 days of 
leave, since the officer had already excluded 
from income the maximum amount of com-
bat zone compensation for the period in 
which the leave was earned. 

Example 4. In November, while serving in a 
combat zone, an enlisted member competing 
for a cash award submitted an employee sug-
gestion. After November, the member nei-
ther served in a combat zone nor was hos-
pitalized for wounds incurred in the combat 
zone. In June of the following year, the 
member’s suggestion was selected as the 
winner of the competition and the award was 
paid. The award can be excluded from in-
come as combat zone compensation although 
granted and received outside of the combat 
zone, since the member completed the nec-
essary action to win the award (submission 
of the suggestion) in a month during which 
the member served in the combat zone. 

Example 5. In July, while serving in a com-
bat zone, an enlisted member voluntarily re-
enlisted. After July, the member neither 

served in a combat zone nor was hospitalized 
for wounds incurred in the combat zone. In 
February of the following year, the member 
received a bonus as a result of the July reen-
listment. The reenlistment bonus can be ex-
cluded from income as combat zone com-
pensation although received outside of the 
combat zone, since the member completed 
the necessary action for entitlement to the 
reenlistment bonus in a month during which 
the member served in the combat zone. 

Example 6. In July, while serving outside a 
combat zone, an enlisted member volun-
tarily reenlisted. In February of the fol-
lowing year, the member, while performing 
services in a combat zone, received a bonus 
as a result of the July reenlistment. The re-
enlistment bonus cannot be excluded from 
income as combat zone compensation al-
though received while serving in the combat 
zone, since the member completed the nec-
essary action for entitlement to the reenlist-
ment bonus in a month during which the 
member had neither served in the combat 
zone nor was hospitalized for wounds in-
curred while serving in a combat zone. 

(c) Hospitalization—(1) Presumption of 
combat zone injury. If an individual is 
hospitalized for wound, disease, or in-
jury while serving in a combat zone, 
the wound, disease, or injury will be 
presumed to have been incurred while 
serving in a combat zone, unless the 
contrary clearly appears. In certain 
cases, however, a wound, disease, or in-
jury may have been incurred while 
serving in a combat zone even though 
the individual was not hospitalized for 
it while so serving. In exceptional 
cases, a wound, disease, or injury will 
not have been incurred while serving in 
a combat zone even though the indi-
vidual was hospitalized for it while so 
serving. 

(2) Length of hospitalization. An indi-
vidual is hospitalized only until the 
date the individual is discharged from 
the hospital. 

(3) Examples of combat zone injury. The 
rules of this paragraph (c) are illus-
trated by the following examples: 

Example 1. An individual is hospitalized for 
a disease in the combat zone where the indi-
vidual has been serving for three weeks. The 
incubation period of the disease is two to 
four weeks. The disease is incurred while 
serving in the combat zone. 

Example 2. The facts are the same as in Ex-
ample 1 except that the incubation period of 
the disease is one year. The disease is not in-
curred while serving in the combat zone. 
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Example 3. A member of the Air Force, sta-
tioned outside the combat zone, is shot while 
participating in aerial combat over the com-
bat zone, but is not hospitalized until return-
ing to the home base. The injury is incurred 
while serving in a combat zone. 

Example 4. An individual is hospitalized for 
a disease three weeks after having departed 
from a combat zone. The incubation period 
of the disease is two to four weeks. The dis-
ease is incurred while serving in a combat 
zone. 

(d) Married members. The exclusion 
under section 112 applies without re-
gard to the marital status of the recipi-
ent of the compensation. If both 
spouses meet the requirements of the 
statute, then each spouse is entitled to 
the benefit of an exclusion. In the case 
of a husband and wife domiciled in a 
State recognized for Federal income 
tax purposes as a community property 
State, any exclusion from gross income 
under section 112 operates before ap-
portionment of the gross income of the 
spouses under community property 
law. For example, a husband and wife 
are domiciled in a community property 
State and the member spouse is enti-
tled, as a commissioned officer, to the 
benefit of the exclusion under section 
112(b) of $500 for each month. The mem-
ber receives $7,899 as compensation for 
active service for 3 months in a combat 
zone. Of that amount, $1,500 is excluded 
from gross income under section 112(b) 
and $6,399 is taken into account in de-
termining the gross income of both 
spouses. 

(e) Service in area outside combat 
zone—(1) Combat zone treatment. For 
purposes of section 112, a member of 
the Armed Forces who performs mili-
tary service in an area outside the area 
designated by Executive Order as a 
combat zone is deemed to serve in that 
combat zone while the member’s serv-
ice is in direct support of military op-
erations in that zone and qualifies the 
member for the special pay for duty 
subject to hostile fire or imminent 
danger authorized under section 310 of 
title 37 of the United States Code, as 
amended (37 U.S.C. 310) (hostile fire/im-
minent danger pay). 

(2) Examples of combat zone treatment. 
The examples in this paragraph (e)(2) 
are based on the following cir-
cumstances: Certain areas, airspace, 
and adjacent waters are designated as a 

combat zone for purposes of section 112 
as of May 1. Some members of the 
Armed Forces are stationed in the 
combat zone; others are stationed in 
two foreign countries outside the com-
bat zone, named Nearby Country and 
Destination Country. 

Example 1. B is a member of an Armed 
Forces ground unit stationed in the combat 
zone. On May 31, B’s unit crosses into Nearby 
Country. B performs military service in 
Nearby Country in direct support of the mili-
tary operations in the combat zone from 
June 1 through June 8 that qualifies B for 
hostile fire/imminent danger pay. B does not 
return to the combat zone during June. B is 
deemed to serve in the combat zone from 
June 1 through June 8. Accordingly, B is en-
titled to the exclusion under section 112 for 
June. Of course, B is also entitled to the ex-
clusion for any month (May, in this example) 
in which B actually served in the combat 
zone. 

Example 2. B is a member of an Armed 
Forces ground unit stationed in the combat 
zone. On May 31, B’s unit crosses into Nearby 
Country. On June 1, B is wounded while per-
forming military service in Nearby Country 
in direct support of the military operations 
in the combat zone that qualifies B for hos-
tile fire/imminent danger pay. On June 2, B 
is transferred for treatment to a hospital in 
the United States. B is hospitalized from 
June through October for those wounds. B is 
deemed to have incurred the wounds while 
serving in the combat zone on June 1. Ac-
cordingly, B is entitled to the exclusion 
under section 112 for June through October. 
Of course, B is also entitled to the exclusion 
for any month (May, in this example) in 
which B actually served in the combat zone. 

Example 3. B is stationed in Nearby Coun-
try for the entire month of June as a mem-
ber of a ground crew servicing combat air-
craft operating in the combat zone. B’s serv-
ice in Nearby Country during June does not 
qualify B for hostile fire/imminent danger 
pay. Accordingly, B is not deemed to serve in 
the combat zone during June and is not enti-
tled to the exclusion under section 112 for 
that month. 

Example 4. B is assigned to an air unit sta-
tioned in Nearby Country for the entire 
month of June. In June, members of air 
units of the Armed Forces stationed in Near-
by Country fly combat and supply missions 
into and over Destination Country in direct 
support of military operations in the combat 
zone. B flies combat missions over Destina-
tion Country from Nearby Country from 
June 1 through June 8. B’s service qualifies 
B for hostile fire/imminent danger pay. Ac-
cordingly, B is deemed to serve in the com-
bat zone during June and is entitled to the 
exclusion under section 112. The result would 
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be the same if B were to fly supply missions 
into Destination Country from Nearby Coun-
try in direct support of operations in the 
combat zone qualifying B for hostile fire/im-
minent danger pay. 

Example 5. Assigned to an air unit sta-
tioned in Nearby Country, B was killed in 
June when B’s plane crashed on returning to 
the airbase in Nearby Country. B was per-
forming military service in direct support of 
the military operations in the combat zone 
at the time of B’s death. B’s service also 
qualified B for hostile fire/imminent danger 
pay. B is deemed to have died while serving 
in the combat zone or to have died as a re-
sult of wounds, disease, or injury incurred 
while serving in the combat zone for pur-
poses of section 692(a) and section 692(b) (pro-
viding relief from certain income taxes for 
members of the Armed Forces dying in a 
combat zone or as a result of wounds, dis-
ease, or injury incurred while serving in a 
combat zone) and section 2201 (providing re-
lief from certain estate taxes for members of 
the Armed Forces dying in a combat zone or 
by reason of combat-zone-incurred wounds). 
The result would be the same if B’s mission 
had been a supply mission instead of a com-
bat mission. 

Example 6. In June, B was killed as a result 
of an off-duty automobile accident while 
leaving the airbase in Nearby Country short-
ly after returning from a mission over Des-
tination Country. At the time of B’s death, B 
was not performing military duty qualifying 
B for hostile fire/imminent danger pay. B is 
not deemed to have died while serving in the 
combat zone or to have died as the result of 
wounds, disease, or injury incurred while 
serving in the combat zone. Accordingly, B 
does not qualify for the benefits of section 
692(a), section 692(b), or section 2201. 

Example 7. B performs military service in 
Nearby Country from June 1 through June 8 
in direct support of the military operations 
in the combat zone. Nearby Country is des-
ignated as an area in which members of the 
Armed Forces qualify for hostile fire/immi-
nent danger pay due to imminent danger, 
even though members in Nearby Country are 
not subject to hostile fire. B is deemed to 
serve in the combat zone from June 1 
through June 8. Accordingly, B is entitled to 
the exclusion under section 112 for June. 

(f) Nonqualifying presence in combat 
zone—(1) Inapplicability of exclusion. 
The following members of the Armed 
Forces are not deemed to serve in a 
combat zone within the meaning of sec-
tion 112(a)(1) or section 112(b)(1) or to 
be hospitalized as a result of wounds, 
disease, or injury incurred while serv-
ing in a combat zone within the mean-
ing of section 112(a)(2) or section 
112(b)(2)— 

(i) Members present in a combat zone 
while on leave from a duty station lo-
cated outside a combat zone; 

(ii) Members who pass over or 
through a combat zone during the 
course of a trip between two points 
both of which lie outside a combat 
zone; or 

(iii) Members present in a combat 
zone solely for their own personal con-
venience. 

(2) Exceptions for temporary duty or 
special pay. Paragraph (f)(1) of this sec-
tion does not apply to members of the 
Armed Forces who— 

(i) Are assigned on official temporary 
duty to a combat zone (including offi-
cial temporary duty to the airspace of 
a combat zone); or 

(ii) Qualify for hostile fire/imminent 
danger pay. 

(3) Examples of nonqualifying presence 
and its exceptions. The examples in this 
paragraph (f)(3) are based on the fol-
lowing circumstances: Certain areas, 
airspace, and adjacent waters are des-
ignated as a combat zone for purposes 
of section 112 as of May 1. Some mem-
bers of the Armed Forces are stationed 
in the combat zone; others are sta-
tioned in two foreign countries outside 
the combat zone, named Nearby Coun-
try and Destination Country. 

Example 1. B is a member of the Armed 
Forces assigned to a unit stationed in Near-
by Country. On June 1, B voluntarily visits a 
city within the combat zone while on leave. 
B is not deemed to serve in a combat zone 
since B is present in a combat zone while on 
leave from a duty station located outside a 
combat zone. 

Example 2. B is a member of the Armed 
Forces assigned to a unit stationed in Near-
by Country. During June, B takes authorized 
leave and elects to spend the leave period by 
visiting a city in the combat zone. While on 
leave in the combat zone, B is subject to hos-
tile fire qualifying B for hostile fire/immi-
nent danger pay. Although B is present in 
the combat zone while on leave from a duty 
station outside the combat zone, B qualifies 
for the exclusion under section 112 because B 
qualifies for hostile fire/imminent danger 
pay while in the combat zone. 

Example 3. B is a member of the Armed 
Forces assigned to a ground unit stationed in 
the combat zone. During June, B takes au-
thorized leave and elects to spend the leave 
period in the combat zone. B is not on leave 
from a duty station located outside a combat 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00504 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



493 

Internal Revenue Service, Treasury § 1.117–1 

zone, nor is B present in a combat zone sole-
ly for B’s own personal convenience. Accord-
ingly, B’s combat zone tax benefits continue 
while B is on leave in the combat zone. 

Example 4. B is assigned as a navigator to 
an air unit stationed in Nearby Country. On 
June 4, during the course of a flight between 
B’s home base in Nearby Country and an-
other base in Destination Country, the air-
craft on which B serves as a navigator flies 
over the combat zone. B is not on official 
temporary duty to the airspace of the com-
bat zone and does not qualify for hostile fire/ 
imminent danger pay as a result of the 
flight. Accordingly, B is not deemed to serve 
in a combat zone since B passes over the 
combat zone during the course of a trip be-
tween two points both of which lie outside 
the combat zone without either being on offi-
cial temporary duty to the combat zone or 
qualifying for hostile fire/imminent danger 
pay. 

Example 5. B is a member of the Armed 
Forces assigned to a unit stationed in Near-
by Country. B enters the combat zone on a 3- 
day pass. B is not on official temporary duty 
and does not qualify for hostile fire/immi-
nent danger pay while present in the combat 
zone. Accordingly, B is not deemed to serve 
in a combat zone since B is present in the 
combat zone solely for B’s own personal con-
venience. 

Example 6. B, stationed in Nearby Country, 
is a military courier assigned on official 
temporary duty to deliver military pouches 
in the combat zone and in Destination Coun-
try. On June 1, B arrives in the combat zone 
from Nearby Country, and on June 2, B de-
parts for Destination Country. Although B 
passes through the combat zone during the 
course of a trip between two points outside 
the combat zone, B is nevertheless deemed to 
serve in a combat zone while in the combat 
zone because B is assigned to the combat 
zone on official temporary duty. 

Example 7. B is a member of an Armed 
Forces ground unit stationed in Nearby 
Country. On June 1, B took authorized leave 
and elected to spend the leave period by vis-
iting a city in the combat zone. On June 2, 
while on leave in the combat zone, B was 
wounded by hostile fire qualifying B for hos-
tile fire/imminent danger pay. On June 3, B 
was transferred for treatment to a hospital 
in the United States. B is hospitalized from 
June through October for those wounds. Al-
though B was present in the combat zone 
while on leave from a duty station outside 
the combat zone, B is deemed to have in-
curred the wounds while serving in the com-
bat zone on June 2, because B qualified for 
hostile fire/imminent danger pay while in 
the combat zone. Accordingly, B is entitled 
to the exclusion under section 112 for June 
through October. 

Example 8. The facts are the same as in Ex-
ample 7 except that B dies on September 1 as 

a result of the wounds incurred in the com-
bat zone. B is deemed to have died as a result 
of wounds, disease, or injury incurred while 
serving in the combat zone for purposes of 
section 692(a) and section 692(b) (providing 
relief from certain income taxes for members 
of the Armed Forces dying in a combat zone 
or as a result of wounds, disease, or injury 
incurred while serving in a combat zone) and 
section 2201 (providing relief from certain es-
tate taxes for members of the Armed Forces 
dying in a combat zone or by reason of com-
bat-zone-incurred wounds). 

[T.D. 8489, 58 FR 47640, Sept. 10, 1993] 

§ 1.113–1 Mustering-out payments for 
members of the Armed Forces. 

For the purposes of the exclusion 
from gross income under section 113 of 
mustering-out payments with respect 
to service in the Armed Forces, mus-
tering-out payments are payments 
made to any recipients pursuant to the 
provisions of 38 U.S.C. 2105 (formerly 
section 5 of the Mustering-out Pay-
ment Act of 1944 and section 505 of the 
Veterans’ Readjustment Assistance 
Act of 1952). 

§ 1.117–1 Exclusion of amounts re-
ceived as a scholarship or fellow-
ship grant. 

(a) In general. Any amount received 
by an individual as a scholarship at an 
educational institution or as a fellow-
ship grant, including the value of con-
tributed services and accommodations, 
shall be excluded from the gross in-
come of the recipient, subject to the 
limitations set forth in section 117(b) 
and § 1.117–2. The exclusion from gross 
income of an amount which is a schol-
arship or fellowship grant is controlled 
solely by section 117. Accordingly, to 
the extent that a scholarship or a fel-
lowship grant exceeds the limitations 
of section 117(b) and § 1.117–2, it is in-
cludible in the gross income of the re-
cipient notwithstanding the provisions 
of section 102 relating to exclusion 
from gross income of gifts, or section 
74(b) relating to exclusion from gross 
income of certain prizes and awards. 
For definitions, see § 1.117–3. 

(b) Exclusion of amounts received to 
cover expenses. (1) Subject to the limita-
tions provided in subparagraph (2) of 
this paragraph, any amount received 
by an individual to cover expenses for 
travel (including meals and lodging 
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while traveling and an allowance for 
travel of the individual’s family), re-
search, clerical help, or equipment is 
excludable from gross income provided 
that such expenses are incident to a 
scholarship or fellowship grant which 
is excludable from gross income under 
section 117(a)(1). If, however, only a 
portion of a scholarship or fellowship 
grant is excludable from gross income 
under section 117(a)(1) because of the 
part-time employment limitation con-
tained in section 117(b)(1) or because of 
the expiration of the 36-month period 
described in section 117(b)(2)(B), only 
the amount received to cover expenses 
incident to such excludable portion is 
excludable from gross income. The re-
quirement that these expenses be inci-
dent to the scholarship or the fellow-
ship grant means that the expenses of 
travel, research, clerical help, or equip-
ment must be incurred by the indi-
vidual in order to effectuate the pur-
pose for which the scholarship or the 
fellowship grant was awarded. 

(2)(i) In the case of a scholarship or 
fellowship grant which is awarded after 
July 28, 1956, the exclusion provided 
under subparagraph (1) of this para-
graph is not applicable unless the 
amount received by the individual is 
specifically designated to cover ex-
penses for travel, research, clerical 
help, or equipment. 

(ii) In the case of a scholarship or fel-
lowship grant awarded before July 29, 
1956, the exclusion provided under sub-
paragraph (1) of this paragraph is not 
applicable unless the recipient estab-
lishes, by competent evidence, that the 
amount was received to cover expenses 
for travel, research, clerical help, or 
equipment, but such amount need not 
be specifically designated. The fact 
that the recipient actually incurred ex-
penses for travel, research, clerical 
help, or equipment is not sufficient to 
establish that the amount was received 
to cover such expenses. 

(iii) The exclusion provided under 
subparagraph (1) of this paragraph is 
applicable only to the extent that the 
amount received for travel, research, 
clerical help, or equipment is actually 
expended for such expenses by the re-
cipient during the term of the scholar-
ship or fellowship grant and within a 

reasonable time before and after such 
term. 

(3) The portion of any amount re-
ceived to cover the expenses described 
in subparagraph (1) of this paragraph 
which is not actually expended for such 
expenses within the exclusion period 
described in subparagraph (2) of this 
paragraph shall, if not returned to the 
grantor within this period, be included 
in the gross income of the recipient for 
the taxable year in which such exclu-
sion period expires. 

§ 1.117–2 Limitations. 

(a) Individuals who are candidates for 
degrees—(1) In general. Under the limi-
tations provided by section 117(b)(1) in 
the case of an individual who is a can-
didate for a degree at an educational 
institution, the exclusion from gross 
income shall not apply (except as oth-
erwise provided in subparagraph (2) of 
this paragraph) to that portion of any 
amount received as payment for teach-
ing, research, or other services in the 
nature of parttime employment re-
quired as a condition to receiving the 
scholarship or fellowship grant. Pay-
ments for such part-time employment 
shall be included in the gross income of 
the recipient in an amount determined 
by reference to the rate of compensa-
tion ordinarily paid for similar services 
performed by an individual who is not 
the recipient of a scholarship or a fel-
lowship grant. A typical example of 
employment under this subparagraph 
is the case of an individual who is re-
quired, as a condition to receiving the 
scholarship or the fellowship grant, to 
perform part-time teaching services. A 
requirement that the individual shall 
furnish periodic reports to the grantor 
of the scholarship or the fellowship 
grant for the purpose of keeping the 
grantor informed as to the general 
progress of the individual shall not be 
deemed to constitute the performance 
of services in the nature of part-time 
employment. 

(2) Exception. If teaching, research, or 
other services are required of all can-
didates (whether or not recipients of 
scholarships or fellowship grants) for a 
particular degree as a condition to re-
ceiving the degree, such teaching, re-
search, or other services on the part of 
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the recipient of a scholarship or fellow-
ship grant who is a candidate for such 
degree shall not be regarded as part- 
time employment within the meaning 
of this paragraph. Thus, if all can-
didates for a particular education de-
gree are required, as part of their reg-
ular course of study or curriculum, to 
perform part-time practice teaching 
services, such services are not to be re-
garded as part-time employment with-
in the meaning of this paragraph. 

(b) Individuals who are not candidates 
for degrees—(1) Conditions for exclusion. 
In the case of an individual who is not 
a candidate for a degree at an edu-
cational institution, the exclusion 
from gross income of an amount re-
ceived as a scholarship or a fellowship 
grant shall apply (to the extent pro-
vided in subparagraph (2) of this para-
graph) only if the grantor of the schol-
arship or fellowship grant is— 

(i) An organization described in sec-
tion 501(c)(3) which is exempt from tax 
under section 501(a), 

(ii) The United States or an instru-
mentality or agency thereof, or a 
State, a territory, or a possession of 
the United States, or any political sub-
division thereof, or the District of Co-
lumbia, or 

(iii) For taxable years beginning 
after December 31, 1961, a foreign gov-
ernment, an international organiza-
tion, or a binational or multinational 
educational and cultural foundation or 
commission created or continued pur-
suant to section 103 of the Mutual Edu-
cational and Cultural Exchange Act of 
1961 (22 U.S.C. 2453). 

(2) Extent of exclusion. (i) In the case 
of an individual who is not a candidate 
for a degree, the amount received as a 
scholarship or a fellowship grant which 
is excludable from gross income under 
section 117(a)(1) shall not exceed an 
amount equal to $300 times the number 
of months for which the recipient re-
ceived amounts under the scholarship 
or fellowship grant during the taxable 
year. In determining the number of 
months during the period for which the 
recipient received amounts under a 
scholarship or fellowship grant, com-
putation shall be made on the basis of 
whole calendar months. A whole cal-
endar month means a period of time 
terminating with the day of the suc-

ceeding month numerically cor-
responding to the day of the month of 
its beginning, less one, except that if 
there be no corresponding day of the 
succeeding month the period termi-
nates with the last day of the suc-
ceeding month. For purposes of this 
computation a fractional part of a cal-
endar month consisting of a period of 
time including 15 days or more shall be 
considered to be a whole calendar 
month and a fractional part of a cal-
endar month consisting of a period of 
time including 14 days or less shall be 
disregarded. For example, if an indi-
vidual receives a fellowship grant on 
September 13 which is to expire on 
June 12 of the following year, the grant 
shall be considered to have extended 
for a period of 9 months. If in the pre-
ceding example the grant expired on 
June 27, instead of June 12, the grant 
shall be considered to have extended 
for a period of 10 months. 

(ii) No exclusion shall be allowed 
under section 117(a)(1) to an individual 
who is not a candidate for a degree 
after the recipient has, as an individual 
who is not a candidate for a degree, 
been entitled to an exclusion under 
that section for a period of 36 months. 
This limitation applies if the indi-
vidual has received any amount which 
was either excluded or excludable from 
his gross income under section 117(a)(1) 
for any prior 36 months, whether or not 
consecutive. For example, if the indi-
vidual received a fellowship grant of 
$7,200 for 3 years (which he elected to 
receive in 36 monthly installments of 
$200), his exclusion period would be ex-
hausted even though he did not in any 
of the 36 months make use of the max-
imum exclusion. Accordingly, such in-
dividual would be entitled to no further 
exclusion from gross income with re-
spect to any additional grants which he 
may receive as an individual who is not 
a candidate for a degree. 

(iii) If an individual who is not a can-
didate for a degree receives amounts 
from more than one scholarship or fel-
lowship grant during the taxable year, 
the total amounts received in the tax-
able year shall be aggregated for the 
purpose of computing the amount 
which may be excludable from gross in-
come for such taxable year. If amounts 
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are received from more than one schol-
arship or fellowship grant during the 
same month or months within the tax-
able year, such month or months shall 
be counted only once for the purpose of 
determining the number of months for 
which the individual received such 
amounts under the scholarships or fel-
lowship grants during the taxable year. 
For example, if an individual receives a 
fellowship grant from one source for 
the months of January to June of the 
taxable year and also receives a fellow-
ship grant from another source for the 
months of March through December of 
the same taxable year, he shall be con-
sidered to have received amounts for 12 
months of the taxable year. See exam-
ple (4) in subparagraph (3) of this para-
graph for further illustration. 

(3) Examples. The application of this 
paragraph may be further illustrated 
by the following examples, it being as-
sumed that in each example the grant-
or is a grantor who is described in sec-
tion 117(b)(2)(A) and subparagraph (1) of 
this paragraph: 

Example 1. B, an individual who files his re-
turn on the calendar year basis, is awarded a 
post-doctorate fellowship grant in March 
1955. The grant is to commence on Sep-
tember 1, 1955, and is to end on May 31, 1956, 
so that it will extend over a period of 9 
months. The amount of the fellowship grant 
is $4,500 and B receives this amount in 
monthly installments of $500 on the first day 
of each month commencing September 1, 
1955. During the taxable year 1955, B receives 
a total of $2,000 with respect to the 4-month 
period September through December, inclu-
sive. He may exclude $1,200 from gross in-
come in the taxable year 1955 ($300×4) and 
must include the remaining $800 in gross in-
come for that year. For the year 1956, he will 
exclude $1,500 ($300×5) from gross income 
with respect to the $2,500 which he receives 
in that year and must include in gross in-
come $1,000. 

Example 2. Assume the same facts as in ex-
ample (1) except that B receives the full 
amount of the grant ($4,500) on September 1, 
1955. Since the amount received in the tax-
able year 1955 is for the full term of the fel-
lowship grant (9 months), B may exclude 
$2,700 ($300×9) from gross income for the tax-
able year 1955. The remaining $1,800 must be 
included in gross income for that year. 

Example 3. C, an individual who files his re-
turn on the calendar year basis, is awarded a 
post-doctorate fellowship grant in March 
1955. The amount of the grant is $4,500 for a 
period commencing on September 1, 1955, and 
ending 24 months thereafter. C receives the 

full amount of the grant on September 1, 
1955. C may exclude from gross income for 
the taxable year 1955, the full amount of the 
grant ($4,500) since this amount does not ex-
ceed an amount equal to $300 times the num-
ber of months (24) for which he received the 
amount of the grant during that taxable 
year. 

Example 4. (i) F, an individual who files his 
return on the calendar year basis, is awarded 
a post-doctorate fellowship grant (Grant A) 
for two years commencing June 1, 1955, in 
the amount of $4,800. He elects to receive his 
grant in monthly installments of $200 com-
mencing June 1, 1955. On March 1, 1956, F is 
awarded another post-doctorate fellowship 
grant (Grant B) for two years commencing 
September 1, 1956, in the amount of $7,200. He 
elects to receive this grant in monthly in-
stallments of $300 commencing September 1, 
1956. 

(ii) For the calendar year 1955, F receives 
$1,400 from Grant A which he is entitled to 
exclude from gross income since it does not 
exceed an amount equal to $300 times the 
number of months (7) for which he received 
amounts under the grant in the taxable year. 

(iii) For the calendar year 1956, F receives 
$3,600 as the aggregate of amounts received 
under fellowship grants ($2,400 from Grant A 
and $1,200 from Grant B). F will be entitled 
to exclude the entire amount of $3,600 from 
gross income for the calendar year 1956 since 
such amount does not exceed an amount 
equal to $300 times the number of months 
(12) for which he received amounts under the 
grants in the taxable year. 

(iv) For the calendar year 1957, F receives 
$4,600 as the aggregate of amounts received 
under fellowship grants ($1,000 from Grant A 
and $3,600 from Grant B). F will be entitled 
to exclude $3,600 ($300×12) from gross income 
for the calendar year 1957 and he will have to 
include $1,000 in gross income. 

(v) For the calendar year 1958, F receives 
$2,400 from Grant B. F is entitled to exclude 
$1,500 ($300×5) from gross income for the cal-
endar year 1958 and he will have to include 
$900 in gross income. While F receives 
amounts under fellowship Grant B for 8 
months during the calendar year 1958, he is 
limited to an amount equal to $300 times 5 
(months) because of the fact that he has al-
ready been entitled to exclude (and has in 
fact excluded) amounts received as a fellow-
ship grant for a period of 31 months. Accord-
ingly, he can only exclude amounts received 
under the fellowship grant for 5 months dur-
ing the calendar year 1958, because of the 36- 
month limitation period. The fact that he 
was entitled to exclude only $1,400 ($200 a 
month for 7 months) instead of the max-
imum amount of $2,100 ($300×7) in 1955, is im-
material and the limitation period of 36 
months is applicable. 

(vi) The following chart illustrates the 
computation of the number of months for 
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which F received amounts under the fellow-
ship grants during the respective taxable 
years and the computation of the total 
amounts received under the fellowship 
grants during each taxable year: 

Period for which received and source 
Number 

of 
months 

Amounts 
received 

1955: 
June 1 to December 31 ................. 7 

Grant A .................................... .............. $1,400 
Grant B .................................... .............. None 

Aggregate ......................... 7 1,400 
1956: 

January 1 to August 31 .................. 8 
Grant A .................................... .............. 1,600 
Grant B .................................... .............. None 

September 1 to December 31 ........ 4 
Grant A .................................... .............. 800 
Grant B .................................... .............. 1,200 

Aggregate ......................... 12 3,600 
1957: 

January 1 to May 31 ...................... 5 
Grant A .................................... .............. 1,000 
Grant B .................................... .............. 1,500 

June 1 to December 31 ................. 7 
Grant A .................................... .............. None 
Grant B .................................... .............. 2,100 

Aggregate ......................... 12 4,600 
1958: 

January 1 to August 31 .................. 8 
Grant A .................................... .............. None 
Grant B .................................... .............. 2,400 

Aggregate ......................... .............. 2,400 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960, as 
amended by T.D. 6782, 29 FR 18355, Dec. 24, 
1964] 

§ 1.117–3 Definitions. 
(a) Scholarship. A scholarship gen-

erally means an amount paid or al-
lowed to, or for the benefit of, a stu-
dent, whether an undergraduate or a 
graduate, to aid such individual in pur-
suing his studies. The term includes 
the value of contributed services and 
accommodations (see paragraph (d) of 
this section) and the amount of tui-
tion, matriculation, and other fees 
which are furnished or remitted to a 
student to aid him in pursuing his 
studies. The term also includes any 
amount received in the nature of a 
family allowance as a part of a scholar-
ship. However, the term does not in-
clude any amount provided by an indi-
vidual to aid a relative, friend, or other 
individual in pursuing his studies 
where the grantor is motivated by fam-
ily or philanthropic considerations. If 
an educational institution maintains 

or participates in a plan whereby the 
tuition of a child of a faculty member 
of such institution is remitted by any 
other participating educational insti-
tution attended by such child, the 
amount of the tuition so remitted shall 
be considered to be an amount received 
as a scholarship. 

(b) Educational organization. For defi-
nition of ‘‘educational organization’’ 
paragraphs (a) and (b) of section 117 
adopt the definition of that term which 
is prescribed in section 151(e)(4). Ac-
cordingly, for purposes of section 117 
the term ‘‘educational organization’’ 
means only an educational organiza-
tion which normally maintains a reg-
ular faculty and curriculum and nor-
mally has a regularly organized body of 
students in attendance at the place 
where its educational activities are 
carried on. See section 151(e)(4) and 
regulations thereunder. 

(c) Fellowship grant. A fellowship 
grant generally means an amount paid 
or allowed to, or for the benefit of, an 
individual to aid him in the pursuit of 
study or research. The term includes 
the value of contributed services and 
accommodations (see paragraph (d) of 
this section) and the amount of tui-
tion, matriculation, and other fees 
which are furnished or remitted to an 
individual to aid him in the pursuit of 
study or research. The term also in-
cludes any amount received in the na-
ture of a family allowance as a part of 
a fellowship grant. However, the term 
does not include any amount provided 
by an individual to aid a relative, 
friend, or other individual in the pur-
suit of study or research where the 
grantor is motivated by family or phil-
anthropic considerations. 

(d) Contributed services and accom-
modations. The term ‘‘contributed serv-
ices and accommodations’’ means such 
services and accommodations as room, 
board, laundry service, and similar 
services or accommodations which are 
received by an individual as a part of a 
scholarship or fellowship grant. 

(e) Candidate for a degree. The term 
‘‘candidate for a degree’’ means an in-
dividual, whether an undergraduate or 
a graduate, who is pursuing studies or 
conducting research to meet the re-
quirements for an academic or profes-
sional degree conferred by colleges or 
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universities. It is not essential that 
such study or research be pursued or 
conducted at an educational institu-
tion which confers such degrees if the 
purpose thereof is to meet the require-
ments for a degree of a college or uni-
versity which does confer such degrees. 
A student who receives a scholarship 
for study at a secondary school or 
other educational institution is consid-
ered to be a ‘‘candidate for a degree.’’ 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 
14021, Dec. 21, 1960, as amended by T.D. 8032, 
50 FR 27232, July 2, 1985] 

§ 1.117–4 Items not considered as 
scholarships or fellowship grants. 

The following payments or allow-
ances shall not be considered to be 
amounts received as a scholarship or a 
fellowship grant for the purpose of sec-
tion 117: 

(a) Educational and training allow-
ances to veterans. Educational and 
training allowances to a veteran pursu-
ant to section 400 of the Servicemen’s 
Readjustment Act of 1944 (58 Stat. 287) 
or pursuant to 38 U.S.C. 1631 (formerly 
section 231 of the Veterans’ Readjust-
ment Assistance Act of 1952). 

(b) Allowances to members of the Armed 
Forces of the United States. Tuition and 
subsistence allowances to members of 
the Armed Forces of the United States 
who are students at an educational in-
stitution operated by the United States 
or approved by the United States for 
their education and training, such as 
the United States Naval Academy and 
the United States Military Academy. 

(c) Amounts paid as compensation for 
services or primarily for the benefit of the 
grantor. (1) Except as provided in para-
graph (a) of §§ 1.117–2 and 1.117–5, any 
amount paid or allowed to, or on behalf 
of, an individual to enable him to pur-
sue studies or research, if such amount 
represents either compensation for 
past, present, or future employment 
services or represents payment for 
services which are subject to the direc-
tion or supervision of the grantor. 

(2) Any amount paid or allowed to, or 
on behalf of, an individual to enable 
him to pursue studies or research pri-
marily for the benefit of the grantor. 
However, amounts paid or allowed to, 
or on behalf of, an individual to enable 
him to pursue studies or research are 

considered to be amounts received as a 
scholarship or fellowship grant for the 
purpose of section 117 if the primary 
purpose of the studies or research is to 
further the education and training of 
the recipient in his individual capacity 
and the amount provided by the grant-
or for such purpose does not represent 
compensation or payment for the serv-
ices described in subparagraph (1) of 
this paragraph. Neither the fact that 
the recipient is required to furnish re-
ports of his progress to the grantor, nor 
the fact that the results of his studies 
or research may be of some incidental 
benefits to the grantor shall, of itself, 
be considered to destroy the essential 
character of such amount as a scholar-
ship or fellowship grant. 

[T.D. 6500, 25 FR 11402, Nov. 26, 1960; 25 FR 
14021, Dec. 21, 1960, as amended by T.D. 8032, 
50 FR 27232, July 2, 1985] 

§ 1.117–5 Federal grants requiring fu-
ture service as a Federal employee. 

(a) In general. Under section 117(c), 
amounts received by an individual 
under a Federal program as a scholar-
ship or grant for qualified tuition and 
expenses at an institution of higher 
education are excluded from the gross 
income of the recipient even though 
the recipient is required to perform fu-
ture service as a Federal employee. See 
paragraph (c) of this section for the 
definitions of the terms ‘‘qualified tui-
tion and expenses’’ and ‘‘institution of 
higher education.’’ 

(b) Exception for uniformed services 
scholarship programs. The requirements 
of this section do not apply to amounts 
received before 1985 by a member of a 
uniformed service who entered training 
before 1981 under the Armed Forces 
Health Professions Scholarship Pro-
gram, National Public Health Service 
Corps Scholarship Training Program, 
or other substantially similar Federal 
programs requiring the recipient to 
work for a uniformed Federal service 
after completion of studies. These 
awards are governed by section 4 of 
Pub. L. 93–483 as amended by Pub. L. 
95–171, Pub. L. 95–600 and Pub. L. 96–167. 
See section 101(3) of title 37, United 
States Code for the definition of the 
term ‘‘uniformed service.’’ 

(c) Definitions—(1) Qualified tuition 
and related expenses. For purposes of 
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section 117(c) and this section, quali-
fied tuition and related expenses are 
those amounts which under the terms 
of the Federal program are required to 
be used and in fact are used for pay-
ment of: 

(i) Tuition and fees that are required 
for the recipient’s enrollment or at-
tendance at an institution of higher 
education; and 

(ii) Those amounts used for payment 
of fees, books, supplies and equipment 
required for courses of instruction at 
such an institution. 
Incidental expenses are not considered 
related expenses and thus are not ex-
cludable from gross income under sec-
tion 117(c). Incidental expenses include 
room and board at an institution of 
higher education, expenses for travel 
(including expenses for meals and lodg-
ing incurred during travel and allow-
ances for travel of the recipient’s fam-
ily), research, clerical help, equipment 
and other expenses which are not re-
quired for enrollment at the institu-
tion or in a course of instruction at 
such institution. 

(2) Institution of higher education. To 
qualify as an institution of higher edu-
cation under this section, the institu-
tion must be a public or other non-
profit institution in any state which— 

(i) Admits as regular students only 
individuals who have a certificate of 
graduation from a high school or the 
recognized equivalent of such a certifi-
cate; 

(ii) Is legally authorized within the 
state to provide a program of education 
beyond high school; and 

(iii) Provides an education program 
for which it awards a bachelor’s or 
higher degree or which is acceptable 
for full credit towards such a degree, or 
which trains and prepares students for 
gainful employment in a recognized 
health profession. For purposes of this 
section, recognized health professions 
are those health professions which are 
supervised or monitored by appropriate 
state or Federal agencies or governing 
professional associations and which re-
quire members to be currently licensed 
or certified in order to practice. 

(3) Service as a Federal employee—(i) In 
general. Except as otherwise provided 
in paragraph (c)(3)(ii) of this section, 
service as a Federal employee refers to 

employment of the recipient by the 
Federal government to work directly 
for the Federal government. Thus, Fed-
eral grants or scholarships which do 
not require the recipient to work di-
rectly for the Federal government are 
not governed by the rules of this sec-
tion. 

(ii) Service in a health manpower short-
age area. For purposes of this section 
an obligation under a grant for the re-
cipient to serve in a health related 
field in a health manpower shortage 
area as designated by the Secretary of 
Health and Human Services according 
to the criteria of the Public Health 
Services Act (42 U.S.C. 254(e)) and the 
regulations promulgated thereunder (42 
CFR 5.1–5.4) will be considered an obli-
gation to serve as a Federal employee. 

(d) Records required for exclusion from 
gross income. To exclude amounts re-
ceived under Federal programs requir-
ing future services as a Federal em-
ployee, the recipient must maintain 
records that establish that the 
amounts received under such programs 
were used for qualified tuition and re-
lated expenses as defined in paragraph 
(c)(1) of this section. Qualifying uses 
may be established by providing to the 
Service, upon request, copies of rel-
evant bills, receipts, cancelled checks 
or other convenient documentation or 
records which clearly reflect the use of 
the money received under the grant. 
The recipient must also submit, upon 
request, documentation establishing 
receipt of the grant and setting out the 
terms and requirements of the par-
ticular grant. 

(e) Applicability of rules of §§ 117(a) and 
117(b). Except where a different rule 
has been expressly provided in this sec-
tion, amounts received under Federal 
grants requiring future service as a 
Federal employee, and which meet the 
requirements for exclusion from gross 
income under this section, are subject 
to the rules, limitations and defini-
tions specified in §§ 117 (a) and (b) of the 
Code and §§ 1.117–1 through 1.117–4. 

(f) Effective date. Except as provided 
in paragraph (b) of this section, this 
section will apply to amounts received 
after December 31, 1980 under Federal 
programs which meet the requirements 
of this section. 

[T.D. 8032, 50 FR 27232, July 2, 1985] 
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§ 1.118–1 Contributions to the capital 
of a corporation. 

In the case of a corporation, section 
118 provides an exclusion from gross in-
come with respect to any contribution 
of money or property to the capital of 
the taxpayer. Thus, if a corporation re-
quires additional funds for conducting 
its business and obtains such funds 
through voluntary pro rata payments 
by its shareholders, the amounts so re-
ceived being credited to its surplus ac-
count or to a special account, such 
amounts do not constitute income, al-
though there is no increase in the out-
standing shares of stock of the corpora-
tion. In such a case the payments are 
in the nature of assessments upon, and 
represent an additional price paid for, 
the shares of stock held by the indi-
vidual shareholders, and will be treated 
as an addition to and as a part of the 
operating capital of the company. Sec-
tion 118 also applies to contributions to 
capital made by persons other than 
shareholders. For example, the exclu-
sion applies to the value of land or 
other property contributed to a cor-
poration by a governmental unit or by 
a civic group for the purpose of induc-
ing the corporation to locate its busi-
ness in a particular community, or for 
the purpose of enabling the corporation 
to expand its operating facilities. How-
ever, the exclusion does not apply to 
any money or property transferred to 
the corporation in consideration for 
goods or services rendered, or to sub-
sidies paid for the purpose of inducing 
the taxpayer to limit production. See 
section 362 for the basis of property ac-
quired by a corporation through a con-
tribution to its capital by its stock-
holders or by nonstockholders. 

§ 1.118–2 Contribution in aid of con-
struction. 

(a) Special rule for water and sewerage 
disposal utilities—(1) In general. For pur-
poses of section 118, the term contribu-
tion to the capital of the taxpayer in-
cludes any amount of money or other 
property received from any person 
(whether or not a shareholder) by a 
regulated public utility that provides 
water or sewerage disposal services if— 

(i) The amount is a contribution in 
aid of construction under paragraph (b) 
of this section; 

(ii) In the case of a contribution of 
property other than water or sewerage 
disposal facilities, the amount satisfies 
the expenditure rule under paragraph 
(c) of this section; and 

(iii) The amount (or any property ac-
quired or constructed with the amount) 
is not included in the taxpayer’s rate 
base for ratemaking purposes. 

(2) Definitions—(i) Regulated public 
utility has the meaning given such term 
by section 7701(a)(33), except that such 
term does not include any utility 
which is not required to provide water 
or sewerage disposal services to mem-
bers of the general public in its service 
area. 

(ii) Water or sewerage disposal facility 
is defined as tangible property de-
scribed in section 1231(b) that is used 
predominately (80% or more) in the 
trade or business of furnishing water or 
sewerage disposal services. 

(b) Contribution in aid of construc-
tion—(1) In general. For purposes of sec-
tion 118(c) and this section, the term 
contribution in aid of construction means 
any amount of money or other prop-
erty contributed to a regulated public 
utility that provides water or sewerage 
disposal services to the extent that the 
purpose of the contribution is to pro-
vide for the expansion, improvement, 
or replacement of the utility’s water or 
sewerage disposal facilities. 

(2) Advances. A contribution in aid of 
construction may include an amount of 
money or other property contributed 
to a regulated public utility for a water 
or sewerage disposal facility subject to 
a contingent obligation to repay the 
amount, in whole or in part, to the 
contributor (commonly referred to as 
an advance). For example, an amount 
received by a utility from a developer 
to construct a water facility pursuant 
to an agreement under which the util-
ity will pay the developer a percentage 
of the receipts from the facility over a 
fixed period may constitute a contribu-
tion in aid of construction. Whether an 
advance is a contribution or a loan is 
determined under general principles of 
federal tax law based on all the facts 
and circumstances. For the treatment 
of any amount of a contribution in aid 
of construction that is repaid by the 
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utility to the contributor, see para-
graphs (c)(2)(ii) and (d)(2) of this sec-
tion. 

(3) Customer connection fee—(i) In gen-
eral. Except as provided in paragraph 
(b)(3)(ii) of this section, a customer 
connection fee is not a contribution in 
aid of construction under this para-
graph (b) and generally is includible in 
income. The term customer connection 
fee includes any amount of money or 
other property transferred to the util-
ity representing the cost of installing a 
connection or service line (including 
the cost of meters and piping) from the 
utility’s main water or sewer lines to 
the line owned by the customer or po-
tential customer. A customer connec-
tion fee also includes any amount paid 
as a service charge for starting or stop-
ping service. 

(ii) Exceptions—(A) Multiple customers. 
Money or other property contributed 
for a connection or service line from 
the utility’s main line to the cus-
tomer’s or the potential customer’s 
line is not a customer connection fee if 
the connection or service line serves, 
or is designed to serve, more than one 
customer. For example, a contribution 
for a split service line that is designed 
to serve two customers is not a cus-
tomer connection fee. On the other 
hand, if a water or sewerage disposal 
utility treats an apartment or office 
building as one utility customer, then 
the cost of installing a connection or 
service line from the utility’s main 
water or sewer lines serving that single 
customer is a customer connection fee. 

(B) Fire protection services. Money or 
other property contributed for public 
and private fire protection services is 
not a customer connection fee. 

(4) Reimbursement for a facility pre-
viously placed in service—(i) In general. 
If a water or sewerage disposal facility 
is placed in service by the utility be-
fore an amount is contributed to the 
utility, the contribution is not a con-
tribution in aid of construction under 
this paragraph (b) with respect to the 
cost of the facility unless, no later 
than 81⁄2 months after the close of the 
taxable year in which the facility was 
placed in service, there is an agree-
ment, binding under local law, that the 
utility is to receive the amount as re-
imbursement for the cost of acquiring 

or constructing the facility. An order 
or tariff, binding under local law, that 
is issued or approved by the applicable 
public utility commission requiring 
current or prospective utility cus-
tomers to reimburse the utility for the 
cost of acquiring or constructing the 
facility, is a binding agreement for 
purposes of the preceding sentence. If 
an agreement exists, the basis of the 
facility must be reduced by the amount 
of the expected contributions. Appro-
priate adjustments must be made if ac-
tual contributions differ from expected 
contributions. 

(ii) Example. The application of para-
graph (b)(4)(i) of this section is illus-
trated by the following example: 

Example. M, a calendar year regulated pub-
lic utility that provides water services, spent 
$1,000,000 for the construction of a water fa-
cility that can serve 200 customers. M placed 
the facility in service in 2000. In June 2001, 
the public utility commission that regulates 
M approves a tariff requiring new customers 
to reimburse M for the cost of constructing 
the facility by paying a service availability 
charge of $5,000 per lot. Pursuant to the tar-
iff, M expects to receive reimbursements for 
the cost of the facility of $100,000 per year for 
the years 2001 through 2010. The reimburse-
ments are contributions in aid of construc-
tion under paragraph (b) of this section be-
cause no later than 81⁄2 months after the 
close of the taxable year in which the facil-
ity was placed in service there was a tariff, 
binding under local law, approved by the 
public utility commission requiring new cus-
tomers to reimburse the utility for the cost 
of constructing the facility. The basis of the 
$1,000,000 facility is zero because the ex-
pected contributions equal the cost of the fa-
cility. 

(5) Classification by ratemaking author-
ity. The fact that the applicable rate-
making authority classifies any money 
or other property received by a utility 
as a contribution in aid of construction 
is not conclusive as to its treatment 
under this paragraph (b). 

(c) Expenditure rule—(1) In general. An 
amount satisfies the expenditure rule 
of section 118(c)(2) if the amount is ex-
pended for the acquisition or construc-
tion of property described in section 
118(c)(2)(A), the amount is paid or in-
curred before the end of the second tax-
able year after the taxable year in 
which the amount was received as re-
quired by section 118(c)(2)(B), and accu-
rate records are kept of contributions 
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and expenditures as provided in section 
118(c)(2)(C). 

(2) Excess amount—(i) Includible in the 
utility’s income. An amount received by 
a utility as a contribution in aid of 
construction that is not expended for 
the acquisition or construction of 
water or sewerage disposal facilities as 
required by paragraph (c)(1) of this sec-
tion (the excess amount) is not a con-
tribution to the capital of the taxpayer 
under paragraph (a) of this section. Ex-
cept as provided in paragraph (c)(2)(ii) 
of this section, such excess amount is 
includible in the utility’s income in 
the taxable year in which the amount 
was received. 

(ii) Repayment of excess amount. If the 
excess amount described in paragraph 
(c)(2)(i) of this section is repaid, in 
whole or in part, either— 

(A) Before the end of the time period 
described in paragraph (c)(1) of this 
section, the repayment amount is not 
includible in the utility’s income; or 

(B) After the end of the time period 
described in paragraph (c)(1) of this 
section, the repayment amount may be 
deducted by the utility in the taxable 
year in which it is paid or incurred to 
the extent such amount was included 
in income. 

(3) Example. The application of this 
paragraph (c) is illustrated by the fol-
lowing example: 

Example. M, a calendar year regulated pub-
lic utility that provides water services, re-
ceived a $1,000,000 contribution in aid of con-
struction in 2000 for the purpose of con-
structing a water facility. To the extent that 
the $1,000,000 exceeded the actual cost of the 
facility, the contribution was subject to 
being returned. In 2001, M built the facility 
at a cost of $700,000 and returned $200,000 to 
the contributor. As of the end of 2002, M had 
not returned the remaining $100,000. Assum-
ing accurate records are kept, the require-
ment under section 118(c)(2) is satisfied for 
$700,000 of the contribution. Because $200,000 
of the contribution was returned within the 
time period during which qualifying expendi-
tures could be made, this amount is not in-
cludible in M’s income. However, the remain-
ing $100,000 is includible in M’s income for its 
2000 taxable year (the taxable year in which 
the amount was received) because the 
amount was neither spent nor repaid during 
the prescribed time period. To the extent M 
repays the remaining $100,000 after year 2002, 
M would be entitled to a deduction in the 
year such repayment is paid or incurred. 

(d) Adjusted basis—(1) Exclusion from 
basis. Except for a repayment described 
in paragraph (d)(2) of this section, to 
the extent that a water or sewerage 
disposal facility is acquired or con-
structed with an amount received as a 
contribution to the capital of the tax-
payer under paragraph (a) of this sec-
tion, the basis of the facility is reduced 
by the amount of the contribution. To 
the extent the water or sewerage dis-
posal facility is acquired as a contribu-
tion to the capital of the taxpayer 
under paragraph (a) of this section, the 
basis of the contributed facility is zero. 

(2) Repayment of contribution. If a con-
tribution to the capital of the taxpayer 
under paragraph (a) of this section is 
repaid to the contributor, either in 
whole or in part, then the repayment 
amount is a capital expenditure in the 
taxable year in which it is paid or in-
curred, resulting in an increase in the 
property’s adjusted basis in such year. 
Capital expenditures allocated to de-
preciable property under paragraph 
(d)(3) of this section may be depre-
ciated over the remaining recovery pe-
riod for that property. 

(3) Allocation of contributions. An 
amount treated as a capital expendi-
ture under this paragraph (d) is to be 
allocated proportionately to the ad-
justed basis of each property acquired 
or constructed with the contribution 
based on the relative cost of such prop-
erty. 

(4) Example. The application of this 
paragraph (d) is illustrated by the fol-
lowing example: 

Example. A, a calendar year regulated pub-
lic utility that provides water services, re-
ceived a $1,000,000 contribution in aid of con-
struction in 2000 as an advance from B, a de-
veloper, for the purpose of constructing a 
water facility. To the extent that the 
$1,000,000 exceeds the actual cost of the facil-
ity, the contribution is subject to being re-
turned. Under the terms of the advance, A 
agrees to pay to B a percentage of the re-
ceipts from the facility over a fixed period, 
but limited to the cost of the facility. In 
2001, A builds the facility at a cost of $700,000 
and returns $300,000 to B. In 2002, A pays 
$20,000 to B out of the receipts from the facil-
ity. Assuming accurate records are kept, the 
$700,000 advance is a contribution to the cap-
ital of A under paragraph (a) of this section 
and is excludable from A’s income. The basis 
of the $700,000 facility constructed with this 
contribution to capital is zero. The $300,000 
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excess amount is not a contribution to the 
capital of A under paragraph (a) of this sec-
tion because it does not meet the expendi-
ture rule described in paragraph (c)(1) of this 
section. However, this excess amount is not 
includible in A’s income pursuant to para-
graph (c)(2)(ii) of this section since the 
amount is repaid to B within the required 
time period. The repayment of the $300,000 
excess amount to B in 2001 is not treated as 
a capital expenditure by A. The $20,000 pay-
ment to B in 2002 is treated as a capital ex-
penditure by A in 2002 resulting in an in-
crease in the adjusted basis of the water fa-
cility from zero to $20,000. 

(e) Statute of limitations—(1) Extension 
of statute of limitations. Under section 
118(d)(1), the statutory period for as-
sessment of any deficiency attributable 
to a contribution to capital under para-
graph (a) of this section does not expire 
before the expiration of 3 years after 
the date the taxpayer notifies the Sec-
retary in the time and manner pre-
scribed in paragraph (e)(2) of this sec-
tion. 

(2) Time and manner of notification. 
Notification is made by attaching a 
statement to the taxpayer’s federal in-
come tax return for the taxable year in 
which any of the reportable items in 
paragraphs (e)(2)(i) through (iii) of this 
section occur. The statement must 
contain the taxpayer’s name, address, 
employer identification number, tax-
able year, and the following informa-
tion with respect to contributions of 
property other than water or sewerage 
disposal facilities that are subject to 
the expenditure rule described in para-
graph (c) of this section— 

(i) The amount of contributions in 
aid of construction expended during 
the taxable year for property described 
in section 118(c)(2)(A) (qualified prop-
erty) as required under paragraph (c)(1) 
of this section, identified by taxable 
year in which the contributions were 
received; 

(ii) The amount of contributions in 
aid of construction that the taxpayer 
does not intend to expend for qualified 
property as required under paragraph 
(c)(1) of this section, identified by tax-
able year in which the contributions 
were received; and 

(iii) The amount of contributions in 
aid of construction that the taxpayer 
failed to expend for qualified property 
as required under paragraph (c)(1) of 

this section, identified by taxable year 
in which the contributions were re-
ceived. 

(f) Effective date. This section is ap-
plicable for any money or other prop-
erty received by a regulated public 
utility that provides water or sewerage 
disposal services on or after January 
11, 2001. 

[T.D. 8936, 66 FR 2254, Jan. 11, 2001] 

§ 1.119–1 Meals and lodging furnished 
for the convenience of the em-
ployer. 

(a) Meals—(1) In general. The value of 
meals furnished to an employee by his 
employer shall be excluded from the 
employee’s gross income if two tests 
are met: (i) The meals are furnished on 
the business premises of the employer, 
and (ii) the meals are furnished for the 
convenience of the employer. The ques-
tion of whether meals are furnished for 
the convenience of the employer is one 
of fact to be determined by analysis of 
all the facts and circumstances in each 
case. If the tests described in subdivi-
sions (i) and (ii) of this subparagraph 
are met, the exclusion shall apply irre-
spective of whether under an employ-
ment contract or a statute fixing the 
terms of employment such meals are 
furnished as compensation. 

(2) Meals furnished without a charge. 
(i) Meals furnished by an employer 
without charge to the employee will be 
regarded as furnished for the conven-
ience of the employer if such meals are 
furnished for a substantial noncompen-
satory business reason of the employer. 
If an employer furnishes meals as a 
means of providing additional com-
pensation to his employee (and not for 
a substantial noncompensatory busi-
ness reason of the employer), the meals 
so furnished will not be regarded as 
furnished for the convenience of the 
employer. Conversely, if the employer 
furnishes meals to his employee for a 
substantial noncompensatory business 
reason, the meals so furnished will be 
regarded as furnished for the conven-
ience of the employer, even though 
such meals are also furnished for a 
compensatory reason. In determining 
the reason of an employer for fur-
nishing meals, the mere declaration 
that meals are furnished for a non-
compensatory business reason is not 
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sufficient to prove that meals are fur-
nished for the convenience of the em-
ployer, but such determination will be 
based upon an examination of all the 
surrounding facts and circumstances. 
In subdivision (ii) of this subparagraph, 
there are set forth some of the substan-
tial noncompensatory business reasons 
which occur frequently and which jus-
tify the conclusion that meals fur-
nished for such a reason are furnished 
for the convenience of the employer. In 
subdivision (iii) of this subparagraph, 
there are set forth some of the business 
reasons which are considered to be 
compensatory and which, in the ab-
sence of a substantial noncompen-
satory business reason, justify the con-
clusion that meals furnished for such a 
reason are not furnished for the con-
venience of the employer. Generally, 
meals furnished before or after the 
working hours of the employee will not 
be regarded as furnished for the con-
venience of the employer, but see sub-
division (ii) (d) and (f) of this subpara-
graph for some exceptions to this gen-
eral rule. Meals furnished on non-
working days do not qualify for the ex-
clusion under section 119. If the em-
ployee is required to occupy living 
quarters on the business premises of 
his employer as a condition of his em-
ployment (as defined in paragraph (b) 
of this section), the exclusion applies 
to the value of any meal furnished 
without charge to the employee on 
such premises. 

(ii)(a) Meals will be regarded as fur-
nished for a substantial noncompen-
satory business reason of the employer 
when the meals are furnished to the 
employee during his working hours to 
have the employee available for emer-
gency call during his meal period. In 
order to demonstrate that meals are 
furnished to the employee to have the 
employee available for emergency call 
during the meal period, it must be 
shown that emergencies have actually 
occurred, or can reasonably be ex-
pected to occur, in the employer’s busi-
ness which have resulted, or will re-
sult, in the employer calling on the 
employee to perform his job during his 
meal period. 

(b) Meals will be regarded as fur-
nished for a substantial noncompen-
satory business reason of the employer 

when the meals are furnished to the 
employee during his working hours be-
cause the employer’s business is such 
that the employee must be restricted 
to a short meal period, such as 30 or 45 
minutes, and because the employee 
could not be expected to eat elsewhere 
in such a short meal period. For exam-
ple, meals may qualify under this sub-
division when the employer is engaged 
in a business in which the peak work 
load occurs during the normal lunch 
hours. However, meals cannot qualify 
under this subdivision (b) when the rea-
son for restricting the time of the meal 
period is so that the employee can be 
let off earlier in the day. 

(c) Meals will be regarded as fur-
nished for a substantial noncompen-
satory business reason of the employer 
when the meals are furnished to the 
employee during his working hours be-
cause the employee could not other-
wise secure proper meals within a rea-
sonable meal period. For example, 
meals may qualify under this subdivi-
sion (c) when there are insufficient eat-
ing facilities in the vicinity of the em-
ployer’s premises. 

(d) A meal furnished to a restaurant 
employee or other food service em-
ployee for each meal period in which 
the employee works will be regarded as 
furnished for a substantial noncompen-
satory business reason of the employer, 
irrespective of whether the meal is fur-
nished during, immediately before, or 
immediately after the working hours of 
the employee. 

(e) If the employer furnishes meals to 
employees at a place of business and 
the reason for furnishing the meals to 
each of substantially all of the employ-
ees who are furnished the meals is a 
substantial noncompensatory business 
reason of the employer, the meals fur-
nished to each other employee will also 
be regarded as furnished for a substan-
tial noncompensatory business reason 
of the employer. 

(f) If an employer would have fur-
nished a meal to an employee during 
his working hours for a substantial 
noncompensatory business reason, a 
meal furnished to such an employee 
immediately after his working hours 
because his duties prevented him from 
obtaining a meal during his working 
hours will be regarded as furnished for 
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a substantial noncompensatory busi-
ness reason. 

(iii) Meals will be regarded as fur-
nished for a compensatory business 
reason of the employer when the meals 
are furnished to the employee to pro-
mote the morale or goodwill of the em-
ployee, or to attract prospective em-
ployees. 

(3) Meals furnished with a charge. (i) If 
an employer provides meals which an 
employee may or may not purchase, 
the meals will not be regarded as fur-
nished for the convenience of the em-
ployer. Thus, meals for which a charge 
is made by the employer will not be re-
garded as furnished for the convenience 
of the employer if the employee has a 
choice of accepting the meals and pay-
ing for them or of not paying for them 
and providing his meals in another 
manner. 

(ii) If an employer furnishes an em-
ployee meals for which the employee is 
charged an unvarying amount (for ex-
ample, by subtraction from his stated 
compensation) irrespective of whether 
he accepts the meals, the amount of 
such flat charge made by the employer 
for such meals is not, as such, part of 
the compensation includible in the 
gross income of the employee; whether 
the value of the meals so furnished is 
excludable under section 119 is deter-
mined by applying the rules of subpara-
graph (2) of this paragraph. If meals 
furnished for an unvarying amount are 
not furnished for the convenience of 
the employer in accordance with the 
rules of subparagraph (2) of this para-
graph, the employee shall include in 
gross income the value of the meals re-
gardless of whether the value exceeds 
or is less than the amount charged for 
such meals. In the absence of evidence 
to the contrary, the value of the meals 
may be deemed to be equal to the 
amount charged for them. 

(b) Lodging. The value of lodging fur-
nished to an employee by the employer 
shall be excluded from the employee’s 
gross income if three tests are met: 

(1) The lodging is furnished on the 
business premises of the employer, 

(2) The lodging is furnished for the 
convenience of the employer, and 

(3) The employee is required to ac-
cept such lodging as a condition of his 
employment. 

The requirement of subparagraph (3) of 
this paragraph that the employee is re-
quired to accept such lodging as a con-
dition of his employment means that 
he be required to accept the lodging in 
order to enable him properly to per-
form the duties of his employment. 
Lodging will be regarded as furnished 
to enable the employee properly to per-
form the duties of his employment 
when, for example, the lodging is fur-
nished because the employee is re-
quired to be available for duty at all 
times or because the employee could 
not perform the services required of 
him unless he is furnished such lodg-
ing. If the tests described in subpara-
graphs (1), (2), and (3) of this paragraph 
are met, the exclusion shall apply irre-
spective of whether a charge is made, 
or whether, under an employment con-
tract or statute fixing the terms of em-
ployment, such lodging is furnished as 
compensation. If the employer fur-
nishes the employee lodging for which 
the employee is charged an unvarying 
amount irrespective of whether he ac-
cepts the lodging, the amount of the 
charge made by the employer for such 
lodging is not, as such, part of the com-
pensation includible in the gross in-
come of the employee; whether the 
value of the lodging is excludable from 
gross income under section 119 is deter-
mined by applying the other rules of 
this paragraph. If the tests described in 
subparagraph (1), (2), and (3) of this 
paragraph are not met, the employee 
shall include in gross income the value 
of the lodging regardless of whether it 
exceeds or is less than the amount 
charged. In the absence of evidence to 
the contrary, the value of the lodging 
may be deemed to be equal to the 
amount charged. 

(c) Business premises of the employer— 
(1) In general. For purposes of this sec-
tion, the term ‘‘business premises of 
the employer’’ generally means the 
place of employment of the employee. 
For example, meals and lodging fur-
nished in the employer’s home to a do-
mestic servant would constitute meals 
and lodging furnished on the business 
premises of the employer. Similarly, 
meals furnished to cowhands while 
herding their employer’s cattle on 
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leased land would be regarded as fur-
nished on the business premises of the 
employer. 

(2) Certain camps. For taxable years 
beginning after December 31, 1981, in 
the case of an individual who is fur-
nished lodging by or on behalf of his 
employer in a camp (as defined in para-
graph (d) of this section) in a foreign 
country (as defined in § 1.911–2(h)), the 
camp shall be considered to be part of 
the business premises of the employer. 

(d) Camp defined—(1) In general. For 
the purposes of paragraph (c)(2) of this 
section, a camp is lodging that is all of 
the following: 

(i) Provided by or on behalf of the 
employer for the convenience of the 
employer because the place at which 
the employee renders services is in a 
remote area where satisfactory housing 
is not available to the employee on the 
open market within a reasonable com-
muting distance of that place; 

(ii) Located, as near as practicable, 
in the vicinity of the place at which 
the employee renders services; and 

(iii) Furnished in a common area or 
enclave which is not available to the 
general public for lodging or accom-
modations and which normally accom-
modates ten or more employees. 

(2) Satisfactory housing. For purposes 
of paragraph (d)(1)(i) of this section, 
facts and circumstances that may be 
relevant in determining whether hous-
ing available to the employee is satis-
factory include, but are not limited to, 
the size and condition of living space 
and the availability and quality of util-
ities such as water, sewers or other 
waste disposal facilities, electricity, or 
heat. The general environment in 
which housing is located (e.g., climate, 
prevalence of insects, etc.) does not of 
itself make housing unsatisfactory. 
The general environment is relevant, 
however, if housing is inadequate to 
protect the occupants from environ-
mental conditions. The individual em-
ployee’s income level is not relevant in 
determining whether housing is satis-
factory; it may, however, be relevant 
in determining whether satisfactory 
housing is available to the employee 
(see paragraph (d)(3)(i)(B) of this sec-
tion). 

(3) Availability of satisfactory hous-
ing—(i) Facts and circumstances. For 

purposes of paragraph (d)(1)(i) of this 
section, facts and circumstances to be 
considered in determining whether sat-
isfactory housing is available to the 
employee on the open market include 
but are not limited to: 

(A) The number of housing units 
available on the open market in rela-
tion to the number of housing units re-
quired for the employer’s employees; 

(B) The cost of housing available on 
the open market; 

(C) The quality of housing available 
on the open market; and 

(D) The presence of warfare or civil 
insurrection within the area where 
housing would be available which 
would subject U.S. citizens to unusual 
risk of personal harm or property loss. 

(ii) Presumptions. Satisfactory hous-
ing will generally be considered to be 
unavailable to the employee on the 
open market if either of the following 
conditions is satisfied: 

(A) The foreign government requires 
the employer to provide housing for its 
employees other than housing avail-
able on the open market; or 

(B) An unrelated person awarding 
work to the employer requires that the 
employer’s employees occupy housing 
specified by such unrelated person. 
The condition of either paragraph 
(d)(3)(ii) (A) or (B) of this section is not 
satisfied if the requirement described 
therein and imposed either by a foreign 
government or unrelated person applies 
primarily to U.S. employers and not to 
a significant number of third country 
employers or applies primarily to em-
ployers of U.S. employees and not to a 
significant number of employers of 
third country employees. 

(4) Reasonable commuting distance. For 
purposes of paragraph (d)(1)(i) of this 
section, in determining whether a com-
muting distance is reasonable, the ac-
cessibility of the place at which the 
employee renders services due to geo-
graphic factors, the quality of the 
roads, the customarily available trans-
portation, and the usual travel time (at 
the time of day such travel would be 
required) to the place at which the em-
ployee renders services shall be taken 
into account. 

(5) Common area or enclave. A cluster 
of housing units does not satisfy para-
graph (d)(1)(iii) of this section if it is 
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adjacent to or surrounded by substan-
tially similar housing available to the 
general public. Two or more common 
areas or enclaves that house employees 
who work on the same project (for ex-
ample, a highway project) are consid-
ered to be one common area or enclave 
in determining whether they normally 
accommodate ten or more employees. 

(e) Rules. The exclusion provided by 
section 119 applies only to meals and 
lodging furnished in kind by or on be-
half of an employer to his employee. If 
the employee has an option to receive 
additional compensation in lieu of 
meals or lodging in kind, the value of 
such meals and lodging is not exclud-
able from gross income under section 
119. However, the mere fact that an em-
ployee, at his option, may decline to 
accept meals tendered in kind will not 
of itself require inclusion of the value 
thereof in gross income. Cash allow-
ances for meals or lodging received by 
an employee are includible in gross in-
come to the extent that such allow-
ances constitute compensation. 

(f) Examples. The provisions of sec-
tion 119 may be illustrated by the fol-
lowing examples: 

Example 1. A waitress who works from 7 
a.m. to 4 p.m. is furnished without charge 
two meals a work day. The employer encour-
ages the waitress to have her breakfast on 
his business premises before starting work, 
but does not require her to have breakfast 
there. She is required, however, to have her 
lunch on such premises. Since the waitress is 
a food service employee and works during 
the normal breakfast and lunch periods, the 
waitress is permitted to exclude from her 
gross income both the value of the breakfast 
and the value of the lunch. 

Example 2. The waitress in example (1) is 
allowed to have meals on the employer’s 
premises without charge on her days off. The 
waitress is not permitted to exclude the 
value of such meals from her gross income. 

Example 3. A bank teller who works from 9 
a.m. to 5 p.m. is furnished his lunch without 
charge in a cafeteria which the bank main-
tains on its premises. The bank furnishes the 
teller such meals in order to limit his lunch 
period to 30 minutes since the bank’s peak 
work load occurs during the normal lunch 
period. If the teller had to obtain his lunch 
elsewhere, it would take him considerably 
longer than 30 minutes for lunch, and the 
bank strictly enforces the 30-minute time 
limit. The bank teller may exclude from his 
gross income the value of such meals ob-
tained in the bank cafeteria. 

Example 4. Assume the same facts as in ex-
ample (3), except that the bank charges the 
bank teller an unvarying rate per meal re-
gardless of whether he eats in the cafeteria. 
The bank teller is not required to include in 
gross income such flat amount charged as 
part of his compensation, and he is entitled 
to exclude from his gross income the value of 
the meals he receives for such flat charge. 

Example 5. A Civil Service employee of a 
State is employed at an institution and is re-
quired by his employer to be available for 
duty at all times. The employer furnishes 
the employee with meals and lodging at the 
institution without charge. Under the appli-
cable State statute, his meals and lodging 
are regarded as part of the employee’s com-
pensation. The employee would nevertheless 
be entitled to exclude the value of such 
meals and lodging from his gross income. 

Example 6. An employee of an institution is 
given the choice of residing at the institu-
tion free of charge, or of residing elsewhere 
and receiving a cash allowance in addition to 
his regular salary. If he elects to reside at 
the institution, the value to the employee of 
the lodging furnished by the employer will 
be includible in the employee’s gross income 
because his residence at the institution is 
not required in order for him to perform 
properly the duties of his employment. 

Example 7. A construction worker is em-
ployed at a construction project at a remote 
job site in Alaska. Due to the inaccessibility 
of facilities for the employees who are work-
ing at the job site to obtain food and lodging 
and the prevailing weather conditions, the 
employer is required to furnish meals and 
lodging to the employee at the camp site in 
order to carry on the construction project. 
The employee is required to pay $40 a week 
for the meals and lodging. The weekly 
charge of $40 is not, as such, part of the com-
pensation includible in the gross income of 
the employee, and under paragraphs (a) and 
(b) of this section the value of the meals and 
lodging is excludable from his gross income. 

Example 8. A manufacturing company pro-
vides a cafeteria on its premises at which its 
employees can purchase their lunch. There is 
no other eating facility located near the 
company’s premises, but the employee can 
furnish his own meal by bringing his lunch. 
The amount of compensation which any em-
ployee is required to include in gross income 
is not reduced by the amount charged for the 
meals, and the meals are not considered to 
be furnished for the convenience of the em-
ployer. 

Example 9. A hospital maintains a cafeteria 
on its premises where all of its 230 employees 
may obtain a meal during their working 
hours. No charge is made for these meals. 
The hospital furnishes such meals in order to 
have each of 210 of the employees available 
for any emergencies that may occur, and it 
is shown that each such employee is at times 
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called upon to perform services during his 
meal period. Although the hospital does not 
require such employees to remain on the 
premises during meal periods, they rarely 
leave the hospital during their meal period. 
Since the hospital furnishes meals to each of 
substantially all of its employees in order to 
have each of them available for emergency 
call during his meal period, all of the hos-
pital employees who obtain their meals in 
the hospital cafeteria may exclude from 
their gross income the value of such meals. 

[T.D. 6745, 29 FR 9380, July 9, 1964, as amend-
ed by T.D. 8006, 50 FR 2964, Jan. 23, 1985] 

§ 1.120–1 Statutory subsistence allow-
ance received by police. 

(a) Section 120 excludes from the 
gross income of an individual employed 
as a police official by a State, Terri-
tory, or possession of the United 
States, by any of their political sub-
divisions, or by the District of Colum-
bia, any amount received as a statu-
tory subsistence allowance to the ex-
tent that such allowance does not ex-
ceed $5 per day. For purposes of this 
section, the term ‘‘statutory subsist-
ence allowance’’ means an amount 
which is designated as a subsistence al-
lowance under the laws of a State, a 
Territory, or a possession of the United 
States, any political subdivision of any 
of the foregoing, or the District of Co-
lumbia and which is paid to an indi-
vidual who is employed as a police offi-
cial of such governmental unit. A sub-
sistence allowance paid to a police offi-
cial by any of the foregoing govern-
mental units which is not so provided 
by statute may not be excluded from 
gross income under the provisions of 
section 120. The term ‘‘police official’’ 
includes an employee of any of the 
foregoing governmental units who has 
police duties, such as a sheriff, a detec-
tive, a policeman, or a State police 
trooper, however designated. 

(b) The exclusion provided by section 
120 is to be computed on a daily basis, 
that is, for each day for which the stat-
utory allowance is paid. If the statute 
providing the allowance does not speci-
fy the daily amount of such allowance, 
the allowance shall be converted to a 
daily basis for the purpose of applying 
the limitation provided herein. For ex-
ample, if a State statute provides for a 
weekly subsistence allowance, the 
daily amount is to be determined by di-

viding the weekly amount by the num-
ber of days for which the allowance is 
paid. Thus, if a State trooper receives a 
weekly statutory subsistence allow-
ance of $40 would be $8, that is, $40 di-
vided by 5 for 5 days of the week, the 
daily amount would be $8, that is, $40 
divided by 5. However, for purposes of 
this section, only $5 per day may be ex-
cluded, or $25 on a weekly basis. 

(c) Expenses in respect of which the 
allowance under section 120 is paid may 
not be deducted under any provision of 
the income tax laws except to the ex-
tent that (1) such expenses exceed the 
amount of the exclusion, and (2) the ex-
cess is otherwise allowable as a deduc-
tion. For example, if a State statute 
provides a subsistence allowance of $3 
per day and the taxpayer, a state 
trooper, incurs expenditures of $4.50 for 
meals while away from home overnight 
on official police duties only $3 would 
be excludable under this section. Ex-
penses relating to such exclusion ($3) 
may not be deducted under any provi-
sion of the income tax laws. However, 
the remaining $1.50 may be an allow-
able deduction under section 162 as 
traveling expenses while away from 
home in the performance of official du-
ties. See § 1.162–2. 

(d) In the case of taxable years end-
ing after September 30, 1958, section 120 
and this section do not apply to 
amounts received as a statutory sub-
sistence allowance for any day after 
September 30, 1958. 

§ 1.120–3 Notice of application for rec-
ognition of status of qualified group 
legal services plan. 

(a) In general. In order for a plan to 
be a qualified group legal services plan 
for purposes of the exclusion from 
gross income provided by section 
120(a), the plan must give notice to the 
Internal Revenue Service that it is ap-
plying for recognition of its status as a 
qualified plan. Paragraph (b) of this 
section describes how the notice is to 
be filed for the plan. Paragraph (c) of 
this section describes the action that 
the Internal Revenue Service will take 
in response to the notice submitted for 
the plan. Paragraph (d) of this section 
describes the period of plan qualifica-
tion. 
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(b) Filing of notice—(1) In general. A 
notice of application for recognition of 
the status of a qualified group legal 
services plan must be filed with the 
key district director of internal rev-
enue as described in § 601.201(n). The no-
tice must be filed on Form 1024, Appli-
cation for Recognition of Exemption 
Under section 501(a) or for Determina-
tion Under section 120, with the accom-
panying Schedule L, and must contain 
the information required by the form 
and any accompanying instructions. 
The form may be filed by either the 
employer adopting the plan or the per-
son administering the plan. No Form 
1024 and Schedule L may be filed for a 
plan before an employer adopts the 
plan, or proposes to adopt the plan con-
tingent only upon the recognition of 
the plan as a qualified plan. 

(2) Plans to which more than one em-
ployer contributes. In general, for pur-
poses of section 120 the adoption of a 
plan by an employer constitutes the 
adoption of a separate plan to which 
that employer alone contributes, not-
withstanding that, in form, the em-
ployer purports to adopt a plan with 
respect to which the employer is one of 
two or more contributing employers. 
Accordingly, a separate Schedule L 
must be filed pursuant to the instruc-
tions accompanying Form 1024 for each 
employer adopting a plan. 

(3) Certain collectively bargained plans. 
Notwithstanding subparagraph (2) of 
this paragraph, if a plan to which more 
than one employer contributes is a 
plan to which this subparagraph (3) ap-
plies, the plan is treated as a single 
plan for purposes of section 120. Ac-
cordingly, only one Form 1024 and 
Schedule L is required to be filed for 
the plan, regardless of the number of 
employers originally adopting the 
plan. In addition, once a Form 1024 and 
Schedule L is filed, no additional filing 
is required with respect to an employer 
who thereafter adopts the plan. In gen-
eral, this subparagraph (3) applies to 
any plan that is maintained pursuant 
to a collective bargaining agreement 
between employee representatives and 
more than one employer who is re-
quired by the plan instrument or other 
agreement to contribute to the plan 
with respect to employees (or their 
spouses or dependents) participating in 

the plan. This subparagraph does not 
apply, however, if all employers re-
quired to contribute to the plan are 
corporations which are members of a 
controlled group of corporations within 
the meaning of section 1563(a), deter-
mined without regard to section 
1563(e)(3)(C). If all employers required 
to contribute to the plan are corpora-
tions which are members of such a con-
trolled group, the filing requirements 
described in subparagraph (2) of this 
paragraph apply, notwithstanding that 
the plan is maintained pursuant to a 
collective bargaining agreement. 

(c) Internal Revenue Service action on 
notice of application for recognition. The 
Internal Revenue Service will issue to 
the person submitting Form 1024 and 
Schedule L a ruling or determination 
letter stating that the plan is or is not 
a qualified group legal services plan. 
For general procedural rules, see 
§ 601.201 (a) through (n), as that section 
relates to rulings and determination 
letters. 

(d) Period of plan qualification—(1) In 
general. In the case of a favorable de-
termination, the plan will be consid-
ered a qualified group legal services 
plan. If a Form 1024 and Schedule L re-
quired to be filed by or on behalf of an 
employer is filed before— 

(i) The end of the first plan year (as 
determined under the plan), 

(ii) The end of the plan year within 
which the employer adopts the plan, or 

(iii) July 29, 1980, 
the period of plan qualification with 
respect to the employer will begin on 
the date the plan is adopted by the em-
ployer (or, if later, January 1, 1977). If 
the form and schedule are not filed be-
fore the latest of the dates described in 
subdivisions (i), (ii) and (iii), the period 
of plan qualification with respect to 
the employer will begin on the date of 
filing. In any case in which either the 
Form 1024 or Schedule L filed by or on 
behalf of an employer is incomplete, 
the date of filing is the date on which 
the incomplete form or schedule is 
filed, if the necessary additional infor-
mation is provided at the request of 
the Commissioner within the addi-
tional time period allowed by the Com-
missioner. If the additional informa-
tion is not provided within the addi-
tional time period, allowed, the date of 
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filing is the date on which the addi-
tional information is filed. If no sepa-
rate Form 1024 and Schedule L are re-
quired to be filed by or on behalf of an 
employer (see paragraph (b)(3) of this 
section), the period of plan qualifica-
tion with respect to the employer will 
begin on the date the plan is adopted 
by the employer (or, if later, January 
1, 1977). In any case in which a plan is 
materially modified to conform to the 
requirements of section 120, either be-
fore or after a Form 1024 and Schedule 
L are filed, the period of plan qualifica-
tion will not include any period before 
the effective date of the modification. 

(2) Plans in existence on June 4, 1976. 
(i) Notwithstanding paragraph (d)(1) of 
this section, a written group legal serv-
ices plan providing for employer con-
tributions which was in existence on 
June 4, 1976, will be considered a quali-
fied group legal services plan for the 
period January 1, 1977, through April 2, 
1977. However, if the plan is maintained 
pursuant to one or more agreements 
which were in effect on October 4, 1976, 
and which the Secretary of Labor finds 
to be collective bargaining agreements, 
the period of deemed qualification will 
extend beyond April 2, 1977, and end on 
the date on which the last of the col-
lective bargaining agreements relating 
to the plan terminates. Extensions of a 
bargaining agreement which are agreed 
to after October 4, 1976, are to be dis-
regarded. The period of deemed quali-
fication for a plan maintained pursuant 
to a collective bargaining agreement 
will not, however, extend beyond De-
cember 31, 1981. 

(ii) A written group legal services 
plan will be considered to have been in 
existence on June 4, 1976, if on or be-
fore that date the plan was reduced to 
writing and adopted by one or more 
employers. No amounts need have been 
contributed under the plan as of June 
4, 1976. 

(iii) Notwithstanding that a plan is a 
qualified plan for the period of deemed 
qualification described in this para-
graph (d)(2), the rules of paragraphs (c) 
and (d)(1) of this section still apply 
with respect to a Form 1024 and Sched-
ule L filed for the plan. For example, if 
a Form 1024 and Schedule L filed by or 
on behalf of an employer are filed be-
fore the latest of the 3 dates described 

in paragraph (d)(1) of this section, in 
the case of a favorable determination 
the plan will be a qualified plan from 
the date the plan is adopted by the em-
ployer (or, if later, January 1, 1977), 
and any period of deemed qualification 
and the period of qualification based 
upon the favorable determination will 
overlap. However, in the case of a plan 
to which this paragraph (d)(2) applies, 
if a Form 1024 and Schedule L required 
to be filed by or on behalf of an em-
ployer is not filed before the latest of 
the 3 dates described in paragraph 
(d)(1) of this section, the following 
rules shall apply. In general, if Form 
1024 and Schedule L are filed before the 
end of the plan year following the plan 
year with or within which the plan’s 
period of deemed qualification expires, 
in the event of a favorable determina-
tion the plan will be a qualified plan 
with respect to the employer beginning 
on the earlier of the day following the 
date on which the period of deemed 
qualification expires or the date on 
which the Form 1024 and Schedule L 
are filed. The period of plan qualifica-
tion with respect to an employer can-
not, however, include any period before 
the employer adopts the plan. If the 
Form 1024 and Schedule L are not filed 
before the end of the plan year fol-
lowing the plan year with or within 
which the plan’s period of deemed qual-
ification expires, in the case of a favor-
able determination the plan will be a 
qualified plan with respect to an em-
ployer from the later of the date of fil-
ing or adoption of the plan by the em-
ployer. The rules described in para-
graph (d)(1) of this section relating to 
incomplete filings and plan modifica-
tions apply with respect to a filing de-
scribed in this paragraph (d)(2). 

(e) Effective date. This section is ef-
fective for notices of application for 
recognition of the status of a qualified 
group legal services plan filed after 
May 29, 1980. 

(Secs. 120(c)(4) and 7805 of the Internal Rev-
enue Code of 1954, 90 Stat. 1926, 68A Stat. 917; 
(26 U.S.C. 120(c)(4), 7805)) 

[T.D. 7696, 45 FR 28320, Apr. 29, 1980] 
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§ 1.121–1 Exclusion of gain from sale 
or exchange of a principal resi-
dence. 

(a) In general. Section 121 provides 
that, under certain circumstances, 
gross income does not include gain re-
alized on the sale or exchange of prop-
erty that was owned and used by a tax-
payer as the taxpayer’s principal resi-
dence. Subject to the other provisions 
of section 121, a taxpayer may exclude 
gain only if, during the 5-year period 
ending on the date of the sale or ex-
change, the taxpayer owned and used 
the property as the taxpayer’s prin-
cipal residence for periods aggregating 
2 years or more. 

(b) Residence—(1) In general. Whether 
property is used by the taxpayer as the 
taxpayer’s residence depends upon all 
the facts and circumstances. A prop-
erty used by the taxpayer as the tax-
payer’s residence may include a house-
boat, a house trailer, or the house or 
apartment that the taxpayer is enti-
tled to occupy as a tenant-stockholder 
in a cooperative housing corporation 
(as those terms are defined in section 
216(b)(1) and (2)). Property used by the 
taxpayer as the taxpayer’s residence 
does not include personal property that 
is not a fixture under local law. 

(2) Principal residence. In the case of a 
taxpayer using more than one property 
as a residence, whether property is 
used by the taxpayer as the taxpayer’s 
principal residence depends upon all 
the facts and circumstances. If a tax-
payer alternates between 2 properties, 
using each as a residence for successive 
periods of time, the property that the 
taxpayer uses a majority of the time 
during the year ordinarily will be con-
sidered the taxpayer’s principal resi-
dence. In addition to the taxpayer’s use 
of the property, relevant factors in de-
termining a taxpayer’s principal resi-
dence, include, but are not limited to— 

(i) The taxpayer’s place of employ-
ment; 

(ii) The principal place of abode of 
the taxpayer’s family members; 

(iii) The address listed on the tax-
payer’s federal and state tax returns, 
driver’s license, automobile registra-
tion, and voter registration card; 

(iv) The taxpayer’s mailing address 
for bills and correspondence; 

(v) The location of the taxpayer’s 
banks; and 

(vi) The location of religious organi-
zations and recreational clubs with 
which the taxpayer is affiliated. 

(3) Vacant land—(i) In general. The 
sale or exchange of vacant land is not 
a sale or exchange of the taxpayer’s 
principal residence unless— 

(A) The vacant land is adjacent to 
land containing the dwelling unit of 
the taxpayer’s principal residence; 

(B) The taxpayer owned and used the 
vacant land as part of the taxpayer’s 
principal residence; 

(C) The taxpayer sells or exchanges 
the dwelling unit in a sale or exchange 
that meets the requirements of section 
121 within 2 years before or 2 years 
after the date of the sale or exchange 
of the vacant land; and 

(D) The requirements of section 121 
have otherwise been met with respect 
to the vacant land. 

(ii) Limitations—(A) Maximum limita-
tion amount. For purposes of section 
121(b)(1) and (2) (relating to the max-
imum limitation amount of the section 
121 exclusion), the sale or exchange of 
the dwelling unit and the vacant land 
are treated as one sale or exchange. 
Therefore, only one maximum limita-
tion amount of $250,000 ($500,000 for cer-
tain joint returns) applies to the com-
bined sales or exchanges of vacant land 
and the dwelling unit. In applying the 
maximum limitation amount to sales 
or exchanges that occur in different 
taxable years, gain from the sale or ex-
change of the dwelling unit, up to the 
maximum limitation amount under 
section 121(b)(1) or (2), is excluded first 
and each spouse is treated as excluding 
one-half of the gain from a sale or ex-
change to which section 121(b)(2)(A) 
and § 1.121–2(a)(3)(i) (relating to the 
limitation for certain joint returns) 
apply. 

(B) Sale or exchange of more than one 
principal residence in 2-year period. If a 
dwelling unit and vacant land are sold 
or exchanged in separate transactions 
that qualify for the section 121 exclu-
sion under this paragraph (b)(3), each 
of the transactions is disregarded in 
applying section 121(b)(3) (restricting 
the application of section 121 to only 1 
sale or exchange every 2 years) to the 
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other transactions but is taken into ac-
count as a sale or exchange of a prin-
cipal residence on the date of the 
transaction in applying section 
121(b)(3) to that transaction and the 
sale or exchange of any other principal 
residence. 

(C) Sale or exchange of vacant land be-
fore dwelling unit. If the sale or ex-
change of the dwelling unit occurs in a 
later taxable year than the sale or ex-
change of the vacant land and after the 
date prescribed by law (including ex-
tensions) for the filing of the return for 
the taxable year of the sale or ex-
change of the vacant land, any gain 
from the sale or exchange of the vacant 
land must be treated as taxable on the 
taxpayer’s return for the taxable year 
of the sale or exchange of the vacant 
land. If the taxpayer has reported gain 
from the sale or exchange of the vacant 
land as taxable, after satisfying the re-
quirements of this paragraph (b)(3) the 
taxpayer may claim the section 121 ex-
clusion with regard to the sale or ex-
change of the vacant land (for any pe-
riod for which the period of limitation 
under section 6511 has not expired) by 
filing an amended return. 

(4) Examples. The provisions of this 
paragraph (b) are illustrated by the fol-
lowing examples: 

Example 1. Taxpayer A owns 2 residences, 
one in New York and one in Florida. From 
1999 through 2004, he lives in the New York 
residence for 7 months and the Florida resi-
dence for 5 months of each year. In the ab-
sence of facts and circumstances indicating 
otherwise, the New York residence is A’s 
principal residence. A would be eligible for 
the section 121 exclusion of gain from the 
sale or exchange of the New York residence, 
but not the Florida residence. 

Example 2. Taxpayer B owns 2 residences, 
one in Virginia and one in Maine. During 
1999 and 2000, she lives in the Virginia resi-
dence. During 2001 and 2002, she lives in the 
Maine residence. During 2003, she lives in the 
Virginia residence. B’s principal residence 
during 1999, 2000, and 2003 is the Virginia res-
idence. B’s principal residence during 2001 
and 2002 is the Maine residence. B would be 
eligible for the 121 exclusion of gain from the 
sale or exchange of either residence (but not 
both) during 2003. 

Example 3. In 1991 Taxpayer C buys prop-
erty consisting of a house and 10 acres that 
she uses as her principal residence. In May 
2005 C sells 8 acres of the land and realizes a 
gain of $110,000. C does not sell the dwelling 
unit before the due date for filing C’s 2005 re-

turn, therefore C is not eligible to exclude 
the $110,000 of gain. In March 2007 C sells the 
house and remaining 2 acres realizing a gain 
of $180,000 from the sale of the house. C may 
exclude the $180,000 of gain. Because the sale 
of the 8 acres occurred within 2 years from 
the date of the sale of the dwelling unit, the 
sale of the 8 acres is treated as a sale of the 
taxpayer’s principal residence under para-
graph (b)(3) of this section. C may file an 
amended return for 2005 to claim an exclu-
sion for $70,000 ($250,000–$180,000 gain pre-
viously excluded) of the $110,000 gain from 
the sale of the 8 acres. 

Example 4. In 1998 Taxpayer D buys a house 
and 1 acre that he uses as his principal resi-
dence. In 1999 D buys 29 acres adjacent to his 
house and uses the vacant land as part of his 
principal residence. In 2003 D sells the house 
and 1 acre and the 29 acres in 2 separate 
transactions. D sells the house and 1 acre at 
a loss of $25,000. D realizes $270,000 of gain 
from the sale of the 29 acres. D may exclude 
the $245,000 gain from the 2 sales. 

(c) Ownership and use requirements— 
(1) In general. The requirements of own-
ership and use for periods aggregating 2 
years or more may be satisfied by es-
tablishing ownership and use for 24 full 
months or for 730 days (365 × 2). The re-
quirements of ownership and use may 
be satisfied during nonconcurrent peri-
ods if both the ownership and use tests 
are met during the 5-year period ending 
on the date of the sale or exchange. 

(2) Use. (i) In establishing whether a 
taxpayer has satisfied the 2-year use 
requirement, occupancy of the resi-
dence is required. However, short tem-
porary absences, such as for vacation 
or other seasonal absence (although ac-
companied with rental of the resi-
dence), are counted as periods of use. 

(ii) Determination of use during periods 
of out-of-residence care. If a taxpayer 
has become physically or mentally in-
capable of self-care and the taxpayer 
sells or exchanges property that the 
taxpayer owned and used as the tax-
payer’s principal residence for periods 
aggregating at least 1 year during the 
5-year period preceding the sale or ex-
change, the taxpayer is treated as 
using the property as the taxpayer’s 
principal residence for any period of 
time during the 5-year period in which 
the taxpayer owns the property and re-
sides in any facility (including a nurs-
ing home) licensed by a State or polit-
ical subdivision to care for an indi-
vidual in the taxpayer’s condition. 
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(3) Ownership—(i) Trusts. If a resi-
dence is owned by a trust, for the pe-
riod that a taxpayer is treated under 
sections 671 through 679 (relating to the 
treatment of grantors and others as 
substantial owners) as the owner of the 
trust or the portion of the trust that 
includes the residence, the taxpayer 
will be treated as owning the residence 
for purposes of satisfying the 2-year 
ownership requirement of section 121, 
and the sale or exchange by the trust 
will be treated as if made by the tax-
payer. 

(ii) Certain single owner entities. If a 
residence is owned by an eligible entity 
(within the meaning of § 301.7701–3(a) of 
this chapter) that has a single owner 
and is disregarded for federal tax pur-
poses as an entity separate from its 
owner under § 301.7701–3 of this chapter, 
the owner will be treated as owning the 
residence for purposes of satisfying the 
2-year ownership requirement of sec-
tion 121, and the sale or exchange by 
the entity will be treated as if made by 
the owner. 

(4) Examples. The provisions of this 
paragraph (c) are illustrated by the fol-
lowing examples. The examples assume 
that § 1.121–3 (relating to the reduced 
maximum exclusion) does not apply to 
the sale of the property. The examples 
are as follows: 

Example 1. Taxpayer A has owned and used 
his house as his principal residence since 
1986. On January 31, 1998, A moves to another 
state. A rents his house to tenants from that 
date until April 18, 2000, when he sells it. A 
is eligible for the section 121 exclusion be-
cause he has owned and used the house as his 
principal residence for at least 2 of the 5 
years preceding the sale. 

Example 2. Taxpayer B owns and uses a 
house as her principal residence from 1986 to 
the end of 1997. On January 4, 1998, B moves 
to another state and ceases to use the house. 
B’s son moves into the house in March 1999 
and uses the residence until it is sold on July 
1, 2001. B may not exclude gain from the sale 
under section 121 because she did not use the 
property as her principal residence for at 
least 2 years out of the 5 years preceding the 
sale. 

Example 3. Taxpayer C lives in a townhouse 
that he rents from 1993 through 1996. On Jan-
uary 18, 1997, he purchases the townhouse. On 
February 1, 1998, C moves into his daughter’s 
home. On May 25, 2000, while still living in 
his daughter’s home, C sells his townhouse. 
The section 121 exclusion will apply to gain 
from the sale because C owned the town-

house for at least 2 years out of the 5 years 
preceding the sale (from January 19, 1997 
until May 25, 2000) and he used the town-
house as his principal residence for at least 
2 years during the 5-year period preceding 
the sale (from May 25, 1995 until February 1, 
1998). 

Example 4. Taxpayer D, a college professor, 
purchases and moves into a house on May 1, 
1997. He uses the house as his principal resi-
dence continuously until September 1, 1998, 
when he goes abroad for a 1-year sabbatical 
leave. On October 1, 1999, 1 month after re-
turning from the leave, D sells the house. Be-
cause his leave is not considered to be a 
short temporary absence under paragraph 
(c)(2) of this section, the period of the sab-
batical leave may not be included in deter-
mining whether D used the house for periods 
aggregating 2 years during the 5-year period 
ending on the date of the sale. Consequently, 
D is not entitled to exclude gain under sec-
tion 121 because he did not use the residence 
for the requisite period. 

Example 5. Taxpayer E purchases a house 
on February 1, 1998, that he uses as his prin-
cipal residence. During 1998 and 1999, E 
leaves his residence for a 2-month summer 
vacation. E sells the house on March 1, 2000. 
Although, in the 5-year period preceding the 
date of sale, the total time E used his resi-
dence is less than 2 years (21 months), the 
section 121 exclusion will apply to gain from 
the sale of the residence because, under para-
graph (c)(2) of this section, the 2-month va-
cations are short temporary absences and 
are counted as periods of use in determining 
whether E used the residence for the req-
uisite period. 

(d) Depreciation taken after May 6, 
1997—(1) In general. The section 121 ex-
clusion does not apply to so much of 
the gain from the sale or exchange of 
property as does not exceed the portion 
of the depreciation adjustments (as de-
fined in section 1250(b)(3)) attributable 
to the property for periods after May 6, 
1997. Depreciation adjustments allo-
cable to any portion of the property to 
which the section 121 exclusion does 
not apply under paragraph (e) of this 
section are not taken into account for 
this purpose. 

(2) Example. The provisions of this 
paragraph (d) are illustrated by the fol-
lowing example: 

Example. On July 1, 1999, Taxpayer A moves 
into a house that he owns and had rented to 
tenants since July 1, 1997. A took deprecia-
tion deductions totaling $14,000 for the pe-
riod that he rented the property. After using 
the residence as his principal residence for 2 
full years, A sells the property on August 1, 
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2001. A’s gain realized from the sale is $40,000. 
A has no other section 1231 or capital gains 
or losses for 2001. Only $26,000 ($40,000 gain re-
alized—$14,000 depreciation deductions) may 
be excluded under section 121. Under section 
121(d)(6) and paragraph (d)(1) of this section, 
A must recognize $14,000 of the gain as 
unrecaptured section 1250 gain within the 
meaning of section 1(h). 

(e) Property used in part as a principal 
residence—(1) Allocation required. Sec-
tion 121 will not apply to the gain allo-
cable to any portion (separate from the 
dwelling unit) of property sold or ex-
changed with respect to which a tax-
payer does not satisfy the use require-
ment. Thus, if a portion of the property 
was used for residential purposes and a 
portion of the property (separate from 
the dwelling unit) was used for non-res-
idential purposes, only the gain allo-
cable to the residential portion is ex-
cludable under section 121. No alloca-
tion is required if both the residential 
and non-residential portions of the 
property are within the same dwelling 
unit. However, section 121 does not 
apply to the gain allocable to the resi-
dential portion of the property to the 
extent provided by paragraph (d) of 
this section. 

(2) Dwelling unit. For purposes of this 
paragraph (e), the term dwelling unit 
has the same meaning as in section 
280A(f)(1), but does not include appur-
tenant structures or other property. 

(3) Method of allocation. For purposes 
of determining the amount of gain al-
locable to the residential and non-resi-
dential portions of the property, the 
taxpayer must allocate the basis and 
the amount realized between the resi-
dential and the non-residential por-
tions of the property using the same 
method of allocation that the taxpayer 
used to determine depreciation adjust-
ments (as defined in section 1250(b)(3)), 
if applicable. 

(4) Examples. The provisions of this 
paragraph (e) are illustrated by the fol-
lowing examples: 

Example 1 Non-residential use of property not 
within the dwelling unit. (i) Taxpayer A owns 
a property that consists of a house, a stable 
and 35 acres. A uses the stable and 28 acres 
for non-residential purposes for more than 3 
years during the 5-year period preceding the 
sale. A uses the entire house and the remain-
ing 7 acres as his principal residence for at 
least 2 years during the 5-year period pre-

ceding the sale. For periods after May 6, 1997, 
A claims depreciation deductions of $9,000 for 
the non-residential use of the stable. A sells 
the entire property in 2004, realizing a gain 
of $24,000. A has no other section 1231 or cap-
ital gains or losses for 2004. 

(ii) Because the stable and the 28 acres 
used in the business are separate from the 
dwelling unit, the allocation rules under this 
paragraph (e) apply and A must allocate the 
basis and amount realized between the por-
tion of the property that he used as his prin-
cipal residence and the portion of the prop-
erty that he used for non-residential pur-
poses. A determines that $14,000 of the gain is 
allocable to the non-residential-use portion 
of the property and that $10,000 of the gain is 
allocable to the portion of the property used 
as his residence. A must recognize the $14,000 
of gain allocable to the non-residential-use 
portion of the property ($9,000 of which is 
unrecaptured section 1250 gain within the 
meaning of section 1(h), and $5,000 of which 
is adjusted net capital gain). A may exclude 
$10,000 of the gain from the sale of the prop-
erty. 

Example 2 Non-residential use of property not 
within the dwelling unit and rental of the entire 
property. (i) In 1998 Taxpayer B buys a prop-
erty that includes a house, a barn, and 2 
acres. B uses the house and 2 acres as her 
principal residence and the barn for an an-
tiques business. In 2002, B moves out of the 
house and rents it to tenants. B sells the 
property in 2004, realizing a gain of $21,000. 
Between 1998 and 2004 B claims depreciation 
deductions of $4,800 attributable to the an-
tiques business. Between 2002 and 2004 B 
claims depreciation deductions of $3,000 at-
tributable to the house. B has no other sec-
tion 1231 or capital gains or losses for 2004. 

(ii) Because the portion of the property 
used in the antiques business is separate 
from the dwelling unit, the allocation rules 
under this paragraph (e) apply. B must allo-
cate basis and amount realized between the 
portion of the property that she used as her 
principal residence and the portion of the 
property that she used for non-residential 
purposes. B determines that $4,000 of the gain 
is allocable to the non-residential portion of 
the property and that $17,000 of the gain is 
allocable to the portion of the property that 
she used as her principal residence. 

(iii) B must recognize the $4,000 of gain al-
locable to the non-residential portion of the 
property (all of which is unrecaptured sec-
tion 1250 gain within the meaning of section 
1(h)). In addition, the section 121 exclusion 
does not apply to the gain allocable to the 
residential portion of the property to the ex-
tent of the depreciation adjustments attrib-
utable to the residential portion of the prop-
erty for periods after May 6, 1997 ($3,000). 
Therefore, B may exclude $14,000 of the gain 
from the sale of the property. 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00526 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



515 

Internal Revenue Service, Treasury § 1.121–2 

Example 3 Non-residential use of a separate 
dwelling unit. (i) In 2002 Taxpayer C buys a 3- 
story townhouse and converts the basement 
level, which has a separate entrance, into a 
separate apartment by installing a kitchen 
and bathroom and removing the interior 
stairway that leads from the basement to 
the upper floors. After the conversion, the 
property constitutes 2 dwelling units within 
the meaning of paragraph (e)(2) of this sec-
tion. C uses the first and second floors of the 
townhouse as his principal residence and 
rents the basement level to tenants from 2003 
to 2007. C claims depreciation deductions of 
$2,000 for that period with respect to the 
basement apartment. C sells the entire prop-
erty in 2007, realizing gain of $18,000. C has no 
other section 1231 or capital gains or losses 
for 2007. 

(ii) Because the basement apartment and 
the upper floors of the townhouse are sepa-
rate dwelling units, C must allocate the gain 
between the portion of the property that he 
used as his principal residence and the por-
tion of the property that he used for non-res-
idential purposes under paragraph (e) of this 
section. After allocating the basis and the 
amount realized between the residential and 
non-residential portions of the property, C 
determines that $6,000 of the gain is allocable 
to the non-residential portion of the prop-
erty and that $12,000 of the gain is allocable 
to the portion of the property used as his res-
idence. C must recognize the $6,000 of gain al-
locable to the non-residential portion of the 
property ($2,000 of which is unrecaptured sec-
tion 1250 gain within the meaning of section 
1(h), and $4,000 of which is adjusted net cap-
ital gain). C may exclude $12,000 of the gain 
from the sale of the property. 

Example 4 Separate dwelling unit converted to 
residential use. The facts are the same as in 
Example 3 except that in 2007 C incorporates 
the basement of the townhouse into his prin-
cipal residence by eliminating the kitchen 
and building a new interior stairway to the 
upper floors. C uses all 3 floors of the town-
house as his principal residence for 2 full 
years and sells the townhouse in 2010, real-
izing a gain of $20,000. Under section 121(d)(6) 
and paragraph (d) of this section, C must rec-
ognize $2,000 of the gain as unrecaptured sec-
tion 1250 gain within the meaning of section 
1(h). Because C used the entire 3 floors of the 
townhouse as his principal residence for 2 of 
the 5 years preceding the sale of the prop-
erty, C may exclude the remaining $18,000 of 
the gain from the sale of the house. 

Example 5 Non-residential use within the 
dwelling unit, property depreciated. Taxpayer 
D, an attorney, buys a house in 2003. The 
house constitutes a single dwelling unit but 
D uses a portion of the house as a law office. 
D claims depreciation deductions of $2,000 
during the period that she owns the house. D 
sells the house in 2006, realizing a gain of 
$13,000. D has no other section 1231 or capital 

gains or losses for 2006. Under section 
121(d)(6) and paragraph (d) of this section, D 
must recognize $2,000 of the gain as 
unrecaptured section 1250 gain within the 
meaning of section 1(h). D may exclude the 
remaining $11,000 of the gain from the sale of 
her house because, under paragraph (e)(1) of 
this section, she is not required to allocate 
gain to the business use within the dwelling 
unit. 

Example 6 Non-residential use within the 
dwelling unit, property not depreciated. The 
facts are the same as in Example 5, except 
that D is not entitled to claim any deprecia-
tion deductions with respect to her business 
use of the house. D may exclude $13,000 of the 
gain from the sale of her house because, 
under paragraph (e)(1) of this section, she is 
not required to allocate gain to the business 
use within the dwelling unit. 

(f) Effective date. This section is ap-
plicable for sales and exchanges on or 
after Decmeber 24, 2002. For rules on 
electing to apply the provisions of this 
section retroactively, see § 1.121–4(j). 

[T.D. 9030, 67 FR 78361, Dec. 24, 2002] 

§ 1.121–2 Limitations. 
(a) Dollar limitations—(1) In general. A 

taxpayer may exclude from gross in-
come up to $250,000 of gain from the 
sale or exchange of the taxpayer’s prin-
cipal residence. A taxpayer is eligible 
for only one maximum exclusion per 
principal residence. 

(2) Joint owners. If taxpayers jointly 
own a principal residence but file sepa-
rate returns, each taxpayer may ex-
clude from gross income up to $250,000 
of gain that is attributable to each tax-
payer’s interest in the property, if the 
requirements of section 121 have other-
wise been met. 

(3) Special rules for joint returns—(i) In 
general. A husband and wife who make 
a joint return for the year of the sale 
or exchange of a principal residence 
may exclude up to $500,000 of gain if— 

(A) Either spouse meets the 2-year 
ownership requirements of § 1.121–1(a) 
and (c); 

(B) Both spouses meet the 2-year use 
requirements of § 1.121–1(a) and (c); and 

(C) Neither spouse excluded gain 
from a prior sale or exchange of prop-
erty under section 121 within the last 2 
years (as determined under paragraph 
(b) of this section). 

(ii) Other joint returns. For taxpayers 
filing jointly, if either spouse fails to 
meet the requirements of paragraph 
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(a)(3)(i) of this section, the maximum 
limitation amount to be claimed by 
the couple is the sum of each spouse’s 
limitation amount determined on a 
separate basis as if they had not been 
married. For this purpose, each spouse 
is treated as owning the property dur-
ing the period that either spouse owned 
the property. 

(4) Examples. The provisions of this 
paragraph (a) are illustrated by the fol-
lowing examples. The examples assume 
that § 1.121–3 (relating to the reduced 
maximum exclusion) does not apply to 
the sale of the property. The examples 
are as follows: 

Example 1. Unmarried Taxpayers A and B 
own a house as joint owners, each owning a 
50 percent interest in the house. They sell 
the house after owning and using it as their 
principal residence for 2 full years. The gain 
realized from the sale is $256,000. A and B are 
each eligible to exclude $128,000 of gain be-
cause the amount of realized gain allocable 
to each of them from the sale does not ex-
ceed each taxpayer’s available limitation 
amount of $250,000. 

Example 2. The facts are the same as in Ex-
ample 1, except that A and B are married tax-
payers who file a joint return for the taxable 
year of the sale. A and B are eligible to ex-
clude the entire amount of realized gain 
($256,000) from gross income because the gain 
realized from the sale does not exceed the 
limitation amount of $500,000 available to A 
and B as taxpayers filing a joint return. 

Example 3. During 1999, married Taxpayers 
H and W each sell a residence that each had 
separately owned and used as a principal res-
idence before their marriage. Each spouse 
meets the ownership and use tests for his or 
her respective residence. Neither spouse 
meets the use requirement for the other 
spouse’s residence. H and W file a joint re-
turn for the year of the sales. The gain real-
ized from the sale of H’s residence is $200,000. 
The gain realized from the sale of W’s resi-
dence is $300,000. Because the ownership and 
use requirements are met for each residence 
by each respective spouse, H and W are each 
eligible to exclude up to $250,000 of gain from 
the sale of their individual residences. How-
ever, W may not use H’s unused exclusion to 
exclude gain in excess of her limitation 
amount. Therefore, H and W must recognize 
$50,000 of the gain realized on the sale of W’s 
residence. 

Example 4. Married Taxpayers H and W sell 
their residence and file a joint return for the 
year of the sale. W, but not H, satisfies the 
requirements of section 121. They are eligible 
to exclude up to $250,000 of the gain from the 
sale of the residence because that is the sum 
of each spouse’s dollar limitation amount de-

termined on a separate basis as if they had 
not been married ($0 for H, $250,000 for W). 

Example 5. Married Taxpayers H and W 
have owned and used their principal resi-
dence since 1998. On February 16, 2001, H dies. 
On September 24, 2001, W sells the residence 
and realizes a gain of $350,000. Pursuant to 
section 6013(a)(3), W and H’s executor make a 
joint return for 2001. All $350,000 of the gain 
from the sale of the residence may be ex-
cluded. 

Example 6. Assume the same facts as Exam-
ple 5, except that W does not sell the resi-
dence until January 31, 2002. Because W’s fil-
ing status for the taxable year of the sale is 
single, the special rules for joint returns 
under paragraph (a)(3) of this section do not 
apply and W may exclude only $250,000 of the 
gain. 

(b) Application of section 121 to only 1 
sale or exchange every 2 years—(1) In 
general. Except as otherwise provided 
in § 1.121–3 (relating to the reduced 
maximum exclusion), a taxpayer may 
not exclude from gross income gain 
from the sale or exchange of a prin-
cipal residence if, during the 2-year pe-
riod ending on the date of the sale or 
exchange, the taxpayer sold or ex-
changed other property for which gain 
was excluded under section 121. For 
purposes of this paragraph (b)(1), any 
sale or exchange before May 7, 1997, is 
disregarded. 

(2) Example. The following example il-
lustrates the rules of this paragraph 
(b). The example assumes that § 1.121–3 
(relating to the reduced maximum ex-
clusion) does not apply to the sale of 
the property. The example is as fol-
lows: 

Example. Taxpayer A owns a townhouse 
that he uses as his principal residence for 2 
full years, 1998 and 1999. A buys a house in 
2000 that he owns and uses as his principal 
residence. A sells the townhouse in 2002 and 
excludes gain realized on its sale under sec-
tion 121. A sells the house in 2003. Although 
A meets the 2-year ownership and use re-
quirements of section 121, A is not eligible to 
exclude gain from the sale of the house be-
cause A excluded gain within the last 2 years 
under section 121 from the sale of the town-
house. 

(c) Effective date. This section is ap-
plicable for sales and exchanges on or 
after December 24, 2002. For rules on 
electing to apply the provisions of this 
section retroactively, see § 1.121–4(j). 

[T.D. 9030, 67 FR 78361, Dec. 24, 2002] 
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§ 1.121–3 Reduced maximum exclusion 
for taxpayers failing to meet certain 
requirements. 

(a) In general. In lieu of the limita-
tion under section 121(b) and § 1.121–2, a 
reduced maximum exclusion limitation 
may be available for a taxpayer who 
sells or exchanges property used as the 
taxpayer’s principal residence but fails 
to satisfy the ownership and use re-
quirements described in § 1.121–1(a) and 
(c) or the 2-year limitation described in 
§ 1.121–2(b). 

(b) Primary reason for sale or exchange. 
In order for a taxpayer to claim a re-
duced maximum exclusion under sec-
tion 121(c), the sale or exchange must 
be by reason of a change in place of em-
ployment, health, or unforeseen cir-
cumstances. If a safe harbor described 
in this section applies, a sale or ex-
change is deemed to be by reason of a 
change in place of employment, health, 
or unforeseen circumstances. If a safe 
harbor described in this section does 
not apply, a sale or exchange is by rea-
son of a change in place of employ-
ment, health, or unforeseen cir-
cumstances only if the primary reason 
for the sale or exchange is a change in 
place of employment (within the mean-
ing of paragraph (c) of this section), 
health (within the meaning of para-
graph (d) of this section), or unforeseen 
circumstances (within the meaning of 
paragraph (e) of this section). Whether 
the requirements of this section are 
satisfied depends upon all the facts and 
circumstances. Factors that may be 
relevant in determining the taxpayer’s 
primary reason for the sale or ex-
change include (but are not limited to) 
the extent to which— 

(1) The sale or exchange and the cir-
cumstances giving rise to the sale or 
exchange are proximate in time; 

(2) The suitability of the property as 
the taxpayer’s principal residence ma-
terially changes; 

(3) The taxpayer’s financial ability to 
maintain the property is materially 
impaired; 

(4) The taxpayer uses the property as 
the taxpayer’s residence during the pe-
riod of the taxpayer’s ownership of the 
property; 

(5) The circumstances giving rise to 
the sale or exchange are not reasonably 
foreseeable when the taxpayer begins 

using the property as the taxpayer’s 
principal residence; and 

(6) The circumstances giving rise to 
the sale or exchange occur during the 
period of the taxpayer’s ownership and 
use of the property as the taxpayer’s 
principal residence. 

(c) Sale or exchange by reason of a 
change in place of employment—(1) In 
general. A sale or exchange is by reason 
of a change in place of employment if, 
in the case of a qualified individual de-
scribed in paragraph (f) of this section, 
the primary reason for the sale or ex-
change is a change in the location of 
the individual’s employment. 

(2) Distance safe harbor. A sale or ex-
change is deemed to be by reason of a 
change in place of employment (within 
the meaning of paragraph (c)(1) of this 
section) if— 

(i) The change in place of employ-
ment occurs during the period of the 
taxpayer’s ownership and use of the 
property as the taxpayer’s principal 
residence; and 

(ii) The qualified individual’s new 
place of employment is at least 50 
miles farther from the residence sold 
or exchanged than was the former 
place of employment, or, if there was 
no former place of employment, the 
distance between the qualified individ-
ual’s new place of employment and the 
residence sold or exchanged is at least 
50 miles. 

(3) Employment. For purposes of this 
paragraph (c), employment includes the 
commencement of employment with a 
new employer, the continuation of em-
ployment with the same employer, and 
the commencement or continuation of 
self-employment. 

(4) Examples. The following examples 
illustrate the rules of this paragraph 
(c): 

Example 1. A is unemployed and owns a 
townhouse that she has owned and used as 
her principal residence since 2003. In 2004 A 
obtains a job that is 54 miles from her town-
house, and she sells the townhouse. Because 
the distance between A’s new place of em-
ployment and the townhouse is at least 50 
miles, the sale is within the safe harbor of 
paragraph (c)(2) of this section and A is enti-
tled to claim a reduced maximum exclusion 
under section 121(c)(2). 

Example 2. B is an officer in the United 
States Air Force stationed in Florida. B pur-
chases a house in Florida in 2002. In May 2003 
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B moves out of his house to take a 3-year as-
signment in Germany. B sells his house in 
January 2004. Because B’s new place of em-
ployment in Germany is at least 50 miles far-
ther from the residence sold than is B’s 
former place of employment in Florida, the 
sale is within the safe harbor of paragraph 
(c)(2) of this section and B is entitled to 
claim a reduced maximum exclusion under 
section 121(c)(2). 

Example 3. C is employed by Employer R at 
R’s Philadelphia office. C purchases a house 
in February 2002 that is 35 miles from R’s 
Philadelphia office. In May 2003 C begins a 
temporary assignment at R’s Wilmington of-
fice that is 72 miles from C’s house, and 
moves out of the house. In June 2005 C is as-
signed to work in R’s London office. C sells 
her house in August 2005 as a result of the as-
signment to London. The sale of the house is 
not within the safe harbor of paragraph (c)(2) 
of this section by reason of the change in 
place of employment from Philadelphia to 
Wilmington because the Wilmington office is 
not 50 miles farther from C’s house than is 
the Philadelphia office. Furthermore, the 
sale is not within the safe harbor by reason 
of the change in place of employment to 
London because C is not using the house as 
her principal residence when she moves to 
London. However, C is entitled to claim a re-
duced maximum exclusion under section 
121(c)(2) because, under the facts and cir-
cumstances, the primary reason for the sale 
is the change in C’s place of employment. 

Example 4. In July 2003 D, who works as an 
emergency medicine physician, buys a con-
dominium that is 5 miles from her place of 
employment and uses it as her principal resi-
dence. In February 2004, D obtains a job that 
is located 51 miles from D’s condominium. D 
may be called in to work unscheduled hours 
and, when called, must be able to arrive at 
work quickly. Because of the demands of the 
new job, D sells her condominium and buys a 
townhouse that is 4 miles from her new place 
of employment. Because D’s new place of em-
ployment is only 46 miles farther from the 
condominium than is D’s former place of em-
ployment, the sale is not within the safe har-
bor of paragraph (c)(2) of this section. How-
ever, D is entitled to claim a reduced max-
imum exclusion under section 121(c)(2) be-
cause, under the facts and circumstances, 
the primary reason for the sale is the change 
in D’s place of employment. 

(d) Sale or exchange by reason of 
health—(1) In general. A sale or ex-
change is by reason of health if the pri-
mary reason for the sale or exchange is 
to obtain, provide, or facilitate the di-
agnosis, cure, mitigation, or treatment 
of disease, illness, or injury of a quali-
fied individual described in paragraph 
(f) of this section, or to obtain or pro-

vide medical or personal care for a 
qualified individual suffering from a 
disease, illness, or injury. A sale or ex-
change that is merely beneficial to the 
general health or well-being of an indi-
vidual is not a sale or exchange by rea-
son of health. 

(2) Physician’s recommendation safe 
harbor. A sale or exchange is deemed to 
be by reason of health if a physician (as 
defined in section 213(d)(4)) rec-
ommends a change of residence for rea-
sons of health (as defined in paragraph 
(d)(1) of this section). 

(3) Examples. The following examples 
illustrate the rules of this paragraph 
(d): 

Example 1. In 2003 A buys a house that she 
uses as her principal residence. A is injured 
in an accident and is unable to care for her-
self. A sells her house in 2004 and moves in 
with her daughter so that the daughter can 
provide the care that A requires as a result 
of her injury. Because, under the facts and 
circumstances, the primary reason for the 
sale of A’s house is A’s health, A is entitled 
to claim a reduced maximum exclusion 
under section 121(c)(2). 

Example 2. H’s father has a chronic disease. 
In 2003 H and W purchase a house that they 
use as their principal residence. In 2004 H and 
W sell their house in order to move into the 
house of H’s father so that they can provide 
the care he requires as a result of his disease. 
Because, under the facts and circumstances, 
the primary reason for the sale of their 
house is the health of H’s father, H and W are 
entitled to claim a reduced maximum exclu-
sion under section 121(c)(2). 

Example 3. H and W purchase a house in 
2003 that they use as their principal resi-
dence. Their son suffers from a chronic ill-
ness that requires regular medical care. 
Later that year their son begins a new treat-
ment that is available at a hospital 100 miles 
away from their residence. In 2004 H and W 
sell their house so that they can be closer to 
the hospital to facilitate their son’s treat-
ment. Because, under the facts and cir-
cumstances, the primary reason for the sale 
is to facilitate the treatment of their son’s 
chronic illness, H and W are entitled to 
claim a reduced maximum exclusion under 
section 121(c)(2). 

Example 4. B, who has chronic asthma, pur-
chases a house in Minnesota in 2003 that he 
uses as his principal residence. B’s doctor 
tells B that moving to a warm, dry climate 
would mitigate B’s asthma symptoms. In 
2004 B sells his house and moves to Arizona 
to relieve his asthma symptoms. The sale is 
within the safe harbor of paragraph (d)(2) of 
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this section and B is entitled to claim a re-
duced maximum exclusion under section 
121(c)(2). 

Example 5. In 2003 H and W purchase a 
house in Michigan that they use as their 
principal residence. H’s doctor tells H that 
he should get more outdoor exercise, but H is 
not suffering from any disease that can be 
treated or mitigated by outdoor exercise. In 
2004 H and W sell their house and move to 
Florida so that H can increase his general 
level of exercise by playing golf year-round. 
Because the sale of the house is merely bene-
ficial to H’s general health, the sale of the 
house is not by reason of H’s health. H and 
W are not entitled to claim a reduced max-
imum exclusion under section 121(c)(2). 

(e) Sale or exchange by reason of un-
foreseen circumstances—(1) In general. A 
sale or exchange is by reason of unfore-
seen circumstances if the primary rea-
son for the sale or exchange is the oc-
currence of an event that the taxpayer 
could not reasonably have anticipated 
before purchasing and occupying the 
residence. A sale or exchange by reason 
of unforeseen circumstances (other 
than a sale or exchange deemed to be 
by reason of unforeseen circumstances 
under paragraph (e)(2) or (3) of this sec-
tion) does not qualify for the reduced 
maximum exclusion if the primary rea-
son for the sale or exchange is a pref-
erence for a different residence or an 
improvement in financial cir-
cumstances. 

(2) Specific event safe harbors. A sale 
or exchange is deemed to be by reason 
of unforeseen circumstances (within 
the meaning of paragraph (e)(1) of this 
section) if any of the events specified 
in paragraphs (e)(2)(i) through (iii) of 
this section occur during the period of 
the taxpayer’s ownership and use of the 
residence as the taxpayer’s principal 
residence: 

(i) The involuntary conversion of the 
residence. 

(ii) Natural or man-made disasters or 
acts of war or terrorism resulting in a 
casualty to the residence (without re-
gard to deductibility under section 
165(h)). 

(iii) In the case of a qualified indi-
vidual described in paragraph (f) of this 
section— 

(A) Death; 
(B) The cessation of employment as a 

result of which the qualified individual 
is eligible for unemployment com-
pensation (as defined in section 85(b)); 

(C) A change in employment or self- 
employment status that results in the 
taxpayer’s inability to pay housing 
costs and reasonable basic living ex-
penses for the taxpayer’s household (in-
cluding amounts for food, clothing, 
medical expenses, taxes, transpor-
tation, court-ordered payments, and 
expenses reasonably necessary to the 
production of income, but not for the 
maintenance of an affluent or luxu-
rious standard of living); 

(D) Divorce or legal separation under 
a decree of divorce or separate mainte-
nance; or 

(E) Multiple births resulting from the 
same pregnancy. 

(3) Designation of additional events as 
unforeseen circumstances. The Commis-
sioner may designate other events or 
situations as unforeseen circumstances 
in published guidance of general appli-
cability and may issue rulings ad-
dressed to specific taxpayers identi-
fying other events or situations as un-
foreseen circumstances with regard to 
those taxpayers (see § 601.601(d)(2) of 
this chapter). 

(4) Examples. The following examples 
illustrate the rules of this paragraph 
(e): 

Example 1. In 2003 A buys a house in Cali-
fornia. After A begins to use the house as her 
principal residence, an earthquake causes 
damage to A’s house. A sells the house in 
2004. The sale is within the safe harbor of 
paragraph (e)(2)(ii) of this section and A is 
entitled to claim a reduced maximum exclu-
sion under section 121(c)(2). 

Example 2. H works as a teacher and W 
works as a pilot. In 2003 H and W buy a house 
that they use as their principal residence. 
Later that year W is furloughed from her job 
for six months. H and W are unable to pay 
their mortgage and reasonable basic living 
expenses for their household during the pe-
riod W is furloughed. H and W sell their 
house in 2004. The sale is within the safe har-
bor of paragraph (e)(2)(iii)(C) of this section 
and H and W are entitled to claim a reduced 
maximum exclusion under section 121(c)(2). 

Example 3. In 2003 H and W buy a two-bed-
room condominium that they use as their 
principal residence. In 2004 W gives birth to 
twins and H and W sell their condominium 
and buy a four-bedroom house. The sale is 
within the safe harbor of paragraph 
(e)(2)(iii)(E) of this section, and H and W are 
entitled to claim a reduced maximum exclu-
sion under section 121(c)(2). 
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Example 4. In 2003 B buys a condominium in 
a high-rise building and uses it as his prin-
cipal residence. B’s monthly condominium 
fee is $X. Three months after B moves into 
the condominium, the condominium associa-
tion replaces the building’s roof and heating 
system. Six months later, B’s monthly con-
dominium fee doubles in order to pay for the 
repairs. B sells the condominium in 2004 be-
cause he is unable to afford the new condo-
minium fee along with a monthly mortgage 
payment. The safe harbors of paragraph 
(e)(2) of this section do not apply. However, 
under the facts and circumstances, the pri-
mary reason for the sale, the doubling of the 
condominium fee, is an unforeseen cir-
cumstance because B could not reasonably 
have anticipated that the condominium fee 
would double at the time he purchased and 
occupied the property. Consequently, the 
sale of the condominium is by reason of un-
foreseen circumstances and B is entitled to 
claim a reduced maximum exclusion under 
section 121(c)(2). 

Example 5. In 2003 C buys a house that he 
uses as his principal residence. The property 
is located on a heavily traveled road. C sells 
the property in 2004 because C is disturbed by 
the traffic. The safe harbors of paragraph 
(e)(2) of this section do not apply. Under the 
facts and circumstances, the primary reason 
for the sale, the traffic, is not an unforeseen 
circumstance because C could reasonably 
have anticipated the traffic at the time he 
purchased and occupied the house. Con-
sequently, the sale of the house is not by 
reason of unforeseen circumstances and C is 
not entitled to claim a reduced maximum ex-
clusion under section 121(c)(2). 

Example 6. In 2003 D and her fiance E buy a 
house and live in it as their principal resi-
dence. In 2004 D and E cancel their wedding 
plans and E moves out of the house. Because 
D cannot afford to make the monthly mort-
gage payments alone, D and E sell the house 
in 2004. The safe harbors of paragraph (e)(2) 
of this section do not apply. However, under 
the facts and circumstances, the primary 
reason for the sale, the broken engagement, 
is an unforeseen circumstance because D and 
E could not reasonably have anticipated the 
broken engagement at the time they pur-
chased and occupied the house. Con-
sequently, the sale is by reason of unforeseen 
circumstances and D and E are each entitled 
to claim a reduced maximum exclusion 
under section 121(c)(2). 

Example 7. In 2003 F buys a small condo-
minium that she uses as her principal resi-
dence. In 2005 F receives a promotion and a 
large increase in her salary. F sells the con-
dominium in 2004 and purchases a house be-
cause she can now afford the house. The safe 
harbors of paragraph (e)(2) of this section do 
not apply. Under the facts and cir-
cumstances, the primary reason for the sale 
of the house, F’s salary increase, is an im-

provement in F’s financial circumstances. 
Under paragraph (e)(1) of this section, an im-
provement in financial circumstances, even 
if the result of unforeseen circumstances, 
does not qualify for the reduced maximum 
exclusion by reason of unforeseen cir-
cumstances under section 121(c)(2). 

Example 8. In April 2003 G buys a house 
that he uses as his principal residence. G 
sells his house in October 2004 because the 
house has greatly appreciated in value, 
mortgage rates have substantially decreased, 
and G can afford a bigger house. The safe 
harbors of paragraph (e)(2) of this section do 
not apply. Under the facts and cir-
cumstances, the primary reasons for the sale 
of the house, the changes in G’s house value 
and in the mortgage rates, are an improve-
ment in G’s financial circumstances. Under 
paragraph (e)(1) of this section, an improve-
ment in financial circumstances, even if the 
result of unforeseen circumstances, does not 
qualify for the reduced maximum exclusion 
by reason of unforeseen circumstances under 
section 121(c)(2). 

Example 9. H works as a police officer for 
City X. In 2003 H buys a condominium that 
he uses as his principal residence. In 2004 H 
is assigned to City X’s K–9 unit and is re-
quired to care for the police service dog at 
his home. Because H’s condominium associa-
tion does not permit H to have a dog in his 
condominium, in 2004 he sells the condo-
minium and buys a house. The safe harbors 
of paragraph (e)(2) of this section do not 
apply. However, under the facts and cir-
cumstances, the primary reason for the sale, 
H’s assignment to the K–9 unit, is an unfore-
seen circumstance because H could not rea-
sonably have anticipated his assignment to 
the K–9 unit at the time he purchased and 
occupied the condominium. Consequently, 
the sale of the condominium is by reason of 
unforeseen circumstances and H is entitled 
to claim a reduced maximum exclusion 
under section 121(c)(2). 

Example 10. In 2003, J buys a small house 
that she uses as her principal residence. 
After J wins the lottery, she sells the small 
house in 2004 and buys a bigger, more expen-
sive house. The safe harbors of paragraph 
(e)(2) of this section do not apply. Under the 
facts and circumstances, the primary reason 
for the sale of the house, winning the lot-
tery, is an improvement in J’s financial cir-
cumstances. Under paragraph (e)(1) of this 
section, an improvement in financial cir-
cumstances, even if the result of unforeseen 
circumstances, does not qualify for the re-
duced maximum exclusion under section 
121(c)(2). 

(f) Qualified individual. For purposes 
of this section, qualified individual 
means— 

(1) The taxpayer; 
(2) The taxpayer’s spouse; 
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(3) A co-owner of the residence; 
(4) A person whose principal place of 

abode is in the same household as the 
taxpayer; or 

(5) For purposes of paragraph (d) of 
this section, a person bearing a rela-
tionship specified in sections 152(a)(1) 
through 152(a)(8) (without regard to 
qualification as a dependent) to a 
qualified individual described in para-
graphs (f)(1) through (4) of this section, 
or a descendant of the taxpayer’s 
grandparent. 

(g) Computation of reduced maximum 
exclusion. (1) The reduced maximum ex-
clusion is computed by multiplying the 
maximum dollar limitation of $250,000 
($500,000 for certain joint filers) by a 
fraction. The numerator of the fraction 
is the shortest of the period of time 
that the taxpayer owned the property 
during the 5-year period ending on the 
date of the sale or exchange; the period 
of time that the taxpayer used the 
property as the taxpayer’s principal 
residence during the 5-year period end-
ing on the date of the sale or exchange; 
or the period of time between the date 
of a prior sale or exchange of property 
for which the taxpayer excluded gain 
under section 121 and the date of the 
current sale or exchange. The numer-
ator of the fraction may be expressed 
in days or months. The denominator of 
the fraction is 730 days or 24 months 
(depending on the measure of time used 
in the numerator). 

(2) Examples. The following examples 
illustrate the rules of this paragraph 
(g): 

Example 1. Taxpayer A purchases a house 
that she uses as her principal residence. 
Twelve months after the purchase, A sells 
the house due to a change in place of her em-
ployment. A has not excluded gain under sec-
tion 121 on a prior sale or exchange of prop-
erty within the last 2 years. A is eligible to 
exclude up to $125,000 of the gain from the 
sale of her house (12/24 × $250,000). 

Example 2. (i) Taxpayer H owns a house 
that he has used as his principal residence 
since 1996. On January 15, 1999, H and W 
marry and W begins to use H’s house as her 
principal residence. On January 15, 2000, H 
sells the house due to a change in W’s place 
of employment. Neither H nor W has ex-
cluded gain under section 121 on a prior sale 
or exchange of property within the last 2 
years. 

(ii) Because H and W have not each used 
the house as their principal residence for at 

least 2 years during the 5-year period pre-
ceding its sale, the maximum dollar limita-
tion amount that may be claimed by H and 
W will not be $500,000, but the sum of each 
spouse’s limitation amount determined on a 
separate basis as if they had not been mar-
ried. (See § 1.121–2(a)(3)(ii).) 

(iii) H is eligible to exclude up to $250,000 of 
gain because he meets the requirements of 
section 121. W is not eligible to exclude the 
maximum dollar limitation amount. Instead, 
because the sale of the house is due to a 
change in place of employment, W is eligible 
to claim a reduced maximum exclusion of up 
to $125,000 of the gain (365/730 × $250,000). 
Therefore, H and W are eligible to exclude up 
to $375,000 of gain ($250,000 + $125,000) from 
the sale of the house. 

(h) Effective dates. Paragraphs (a) and 
(g) of this section are applicable for 
sales and exchanges on or after Decem-
ber 24, 2002. Paragraphs (b) through (f) 
of this section are applicable for sales 
and exchanges on or after August 13, 
2004. 

[T.D. 9030, 67 FR 78361, Dec. 24, 2002, as 
amended by T.D. 9152, 69 FR 50304, Aug. 16, 
2004] 

§ 1.121–4 Special rules. 
(a) Property of deceased spouse—(1) In 

general. For purposes of satisfying the 
ownership and use requirements of sec-
tion 121, a taxpayer is treated as own-
ing and using property as the tax-
payer’s principal residence during any 
period that the taxpayer’s deceased 
spouse owned and used the property as 
a principal residence before death if— 

(i) The taxpayer’s spouse is deceased 
on the date of the sale or exchange of 
the property; and 

(ii) The taxpayer has not remarried 
at the time of the sale or exchange of 
the property. 

(2) Example. The provisions of this 
paragraph (a) are illustrated by the fol-
lowing example. The example assumes 
that § 1.121–3 (relating to the reduced 
maximum exclusion) does not apply to 
the sale of the property. The example 
is as follows: 

Example. Taxpayer H has owned and used a 
house as his principal residence since 1987. H 
and W marry on July 1, 1999 and from that 
date they use H’s house as their principal 
residence. H dies on August 15, 2000, and W 
inherits the property. W sells the property 
on September 1, 2000, at which time she has 
not remarried. Although W has owned and 
used the house for less than 2 years, W will 
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be considered to have satisfied the ownership 
and use requirements of section 121 because 
W’s period of ownership and use includes the 
period that H owned and used the property 
before death. 

(b) Property owned by spouse or former 
spouse—(1) Property transferred to indi-
vidual from spouse or former spouse. If a 
taxpayer obtains property from a 
spouse or former spouse in a trans-
action described in section 1041(a), the 
period that the taxpayer owns the 
property will include the period that 
the spouse or former spouse owned the 
property. 

(2) Property used by spouse or former 
spouse. A taxpayer is treated as using 
property as the taxpayer’s principal 
residence for any period that the tax-
payer has an ownership interest in the 
property and the taxpayer’s spouse or 
former spouse is granted use of the 
property under a divorce or separation 
instrument (as defined in section 
71(b)(2)), provided that the spouse or 
former spouse uses the property as his 
or her principal residence. 

(c) Tenant-stockholder in cooperative 
housing corporation. A taxpayer who 
holds stock as a tenant-stockholder in 
a cooperative housing corporation (as 
those terms are defined in section 
216(b)(1) and (2)) may be eligible to ex-
clude gain under section 121 on the sale 
or exchange of the stock. In deter-
mining whether the taxpayer meets the 
requirements of section 121, the owner-
ship requirements are applied to the 
holding of the stock and the use re-
quirements are applied to the house or 
apartment that the taxpayer is enti-
tled to occupy by reason of the tax-
payer’s stock ownership. 

(d) Involuntary conversions—(1) In gen-
eral. For purposes of section 121, the de-
struction, theft, seizure, requisition, or 
condemnation of property is treated as 
a sale of the property. 

(2) Application of section 1033. In ap-
plying section 1033 (relating to involun-
tary conversions), the amount realized 
from the sale or exchange of property 
used as the taxpayer’s principal resi-
dence is treated as being the amount 
determined without regard to section 
121, reduced by the amount of gain ex-
cluded from the taxpayer’s gross in-
come under section 121. 

(3) Property acquired after involuntary 
conversion. If the basis of the property 
acquired as a result of an involuntary 
conversion is determined (in whole or 
in part) under section 1033(b) (relating 
to the basis of property acquired 
through an involuntary conversion), 
then for purposes of satisfying the re-
quirements of section 121, the taxpayer 
will be treated as owning and using the 
acquired property as the taxpayer’s 
principal residence during any period 
of time that the taxpayer owned and 
used the converted property as the tax-
payer’s principal residence. 

(4) Example. The provisions of this 
paragraph (d) are illustrated by the fol-
lowing example: 

Example. (i) On February 18, 1999, fire de-
stroys Taxpayer A’s house which has an ad-
justed basis of $80,000. A had owned and used 
this property as her principal residence for 20 
years prior to its destruction. A’s insurance 
company pays A $400,000 for the house. A re-
alizes a gain of $320,000 ($400,000—$80,000). On 
August 27, 1999, A purchases a new house at 
a cost of $100,000. 

(ii) Because the destruction of the house is 
treated as a sale for purposes of section 121, 
A will exclude $250,000 of the realized gain 
from A’s gross income. For purposes of sec-
tion 1033, the amount realized is then treated 
as being $150,000 ($400,000—$250,000) and the 
gain realized is $70,000 ($150,000 amount real-
ized—$80,000 basis). A elects under section 
1033 to recognize only $50,000 of the gain 
($150,000 amount realized—$100,000 cost of 
new house). The remaining $20,000 of gain is 
deferred and A’s basis in the new house is 
$80,000 ($100,000 cost—$20,000 gain not recog-
nized). 

(iii) A will be treated as owning and using 
the new house as A’s principal residence dur-
ing the 20-year period that A owned and used 
the destroyed house. 

(e) Sales or exchanges of partial inter-
ests—(1) Partial interests other than re-
mainder interests—(i) In general. Except 
as provided in paragraph (e)(2) of this 
section (relating to sales or exchanges 
of remainder interests), a taxpayer 
may apply the section 121 exclusion to 
gain from the sale or exchange of an in-
terest in the taxpayer’s principal resi-
dence that is less than the taxpayer’s 
entire interest if the interest sold or 
exchanged includes an interest in the 
dwelling unit. For rules relating to the 
sale or exchange of vacant land, see 
§ 1.121–1(b)(3). 
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(ii) Limitations—(A) Maximum limita-
tion amount. For purposes of section 
121(b)(1) and (2) (relating to the max-
imum limitation amount of the section 
121 exclusion), sales or exchanges of 
partial interests in the same principal 
residence are treated as one sale or ex-
change. Therefore, only one maximum 
limitation amount of $250,000 ($500,000 
for certain joint returns) applies to the 
combined sales or exchanges of the par-
tial interests. In applying the max-
imum limitation amount to sales or ex-
changes that occur in different taxable 
years, a taxpayer may exclude gain 
from the first sale or exchange of a par-
tial interest up to the taxpayer’s full 
maximum limitation amount and may 
exclude gain from the sale or exchange 
of any other partial interest in the 
same principal residence to the extent 
of any remaining maximum limitation 
amount, and each spouse is treated as 
excluding one-half of the gain from a 
sale or exchange to which section 
121(b)(2)(A) and § 1.121–2(a)(3)(i)(relating 
to the limitation for certain joint re-
turns) apply. 

(B) Sale or exchange of more than one 
principal residence in 2-year period. For 
purposes of applying section 121(b)(3) 
(restricting the application of section 
121 to only 1 sale or exchange every 2 
years), each sale or exchange of a par-
tial interest is disregarded with respect 
to other sales or exchanges of partial 
interests in the same principal resi-
dence, but is taken into account as of 
the date of the sale or exchange in ap-
plying section 121(b)(3) to that sale or 
exchange and the sale or exchange of 
any other principal residence. 

(2) Sales or exchanges of remainder in-
terests—(i) In general. A taxpayer may 
elect to apply the section 121 exclusion 
to gain from the sale or exchange of a 
remainder interest in the taxpayer’s 
principal residence. 

(ii) Limitations—(A) Sale or exchange 
of any other interest. If a taxpayer elects 
to exclude gain from the sale or ex-
change of a remainder interest in the 
taxpayer’s principal residence, the sec-
tion 121 exclusion will not apply to a 
sale or exchange of any other interest 
in the residence that is sold or ex-
changed separately. 

(B) Sales or exchanges to related par-
ties. This paragraph (e)(2) will not 

apply to a sale or exchange to any per-
son that bears a relationship to the 
taxpayer that is described in section 
267(b) or 707(b). 

(iii) Election. The taxpayer makes the 
election under this paragraph (e)(2) by 
filing a return for the taxable year of 
the sale or exchange that does not in-
clude the gain from the sale or ex-
change of the remainder interest in the 
taxpayer’s gross income. A taxpayer 
may make or revoke the election at 
any time before the expiration of a 3- 
year period beginning on the last date 
prescribed by law (determined without 
regard to extensions) for the filing of 
the return for the taxable year in 
which the sale or exchange occurred. 

(3) Example. The provisions of this 
paragraph (e) are illustrated by the fol-
lowing example: 

Example. In 1991 Taxpayer A buys a house 
that A uses as his principal residence. In 2004 
A’s friend B moves into A’s house and A sells 
B a 50% interest in the house realizing a gain 
of $136,000. A may exclude the $136,000 of 
gain. In 2005 A sells his remaining 50% inter-
est in the home to B realizing a gain of 
$138,000. A may exclude $114,000 ($250,000— 
$136,000 gain previously excluded) of the 
$138,000 gain from the sale of the remaining 
interest. 

(f) No exclusion for expatriates. The 
section 121 exclusion will not apply to 
any sale or exchange by an individual 
if the provisions of section 877(a) (relat-
ing to the treatment of expatriates) ap-
plies to the individual. 

(g) Election to have section not apply. 
A taxpayer may elect to have the sec-
tion 121 exclusion not apply to a sale or 
exchange of property. The taxpayer 
makes the election by filing a return 
for the taxable year of the sale or ex-
change that includes the gain from the 
sale or exchange of the taxpayer’s prin-
cipal residence in the taxpayer’s gross 
income. A taxpayer may make an elec-
tion under this paragraph (g) to have 
section 121 not apply (or revoke an 
election to have section 121 not apply) 
at any time before the expiration of a 
3-year period beginning on the last 
date prescribed by law (determined 
without regard to extensions) for the 
filing of the return for the taxable year 
in which the sale or exchange occurred. 
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(h) Residences acquired in rollovers 
under section 1034. If a taxpayer ac-
quires property in a transaction that 
qualifies under section 1034 (section 
1034 property) for the nonrecognition of 
gain realized on the sale or exchange of 
another property and later sells or ex-
changes such property, in determining 
the period of the taxpayer’s ownership 
and use of the property under section 
121 the taxpayer may include the peri-
ods that the taxpayer owned and used 
the section 1034 property as the tax-
payer’s principal residence (and each 
prior residence taken into account 
under section 1223(7) in determining 
the holding period of the section 1034 
property). 

(i) [Reserved] 
(j) Election to apply regulations retro-

actively. Taxpayers who would other-
wise qualify under §§ 1.121–1 through 
1.121–4 to exclude gain from a sale or 
exchange of a principal residence be-
fore December 24, 2002 but on or after 
May 7, 1997, may elect to apply §§ 1.121– 
1 through 1.121–4 for any years for 
which the period of limitation under 
section 6511 has not expired. The tax-
payer makes the election under this 
paragraph (j) by filing a return for the 
taxable year of the sale or exchange 
that does not include the gain from the 
sale or exchange of the taxpayer’s prin-
cipal residence in the taxpayer’s gross 
income. Taxpayers who have filed a re-
turn for the taxable year of the sale or 
exchange may elect to apply the provi-
sions of these regulations for any years 
for which the period of limitation 
under section 6511 has not expired by 
filing an amended return. 

(k) Audit protection. The Internal 
Revenue Service will not challenge a 
taxpayer’s position that a sale or ex-
change of a principal residence occur-
ring before December 24, 2002 but on or 
after May 7, 1997, qualifies for the sec-
tion 121 exclusion if the taxpayer has 
made a reasonable, good faith effort to 
comply with the requirements of sec-
tion 121. Compliance with the provi-
sions of the regulations project under 
section 121 (REG–105235–99 (2000–2 C.B. 
447)) generally will be considered a rea-
sonable, good faith effort to comply 
with the requirements of section 121. 

(l) Effective date. This section is ap-
plicable for sales and exchanges on or 

after December 24, 2002. For rules on 
electing to apply the provisions retro-
actively, see paragraph (j) of this sec-
tion. 

[T.D. 9030, 67 FR 78361, Dec. 24, 2002; 68 FR 
6350, Feb. 7, 2003] 

§ 1.121–5 Suspension of 5-year period 
for certain members of the uni-
formed services and Foreign Serv-
ice. 

(a) In general. Under section 121(d)(9), 
a taxpayer who is serving (or whose 
spouse is serving) on qualified official 
extended duty as a member of the uni-
formed services or Foreign Service of 
the United States may elect to suspend 
the running of the 5-year period of 
ownership and use during such service 
but for not more than 10 years. The 
election does not suspend the running 
of the 5-year period for any period dur-
ing which the running of the 5-year pe-
riod with respect to any other property 
of the taxpayer is suspended by an elec-
tion under section 121(d)(9). 

(b) Manner of making election. The 
taxpayer makes the election under sec-
tion 121(d)(9) and this section by filing 
a return for the taxable year of the sale 
or exchange of the taxpayer’s principal 
residence that does not include the 
gain in the taxpayer’s gross income. 

(c) Application of election to closed 
years. A taxpayer who would otherwise 
qualify under §§ 1.121–1 through 1.121–4 
to exclude gain from a sale or exchange 
of a principal residence on or after May 
7, 1997, may elect to apply section 
121(d)(9) and this section for any years 
for which a claim for refund is barred 
by operation of any law or rule of law 
by filing an amended return before No-
vember 11, 2004. 

(d) Example. The provisions of this 
section are illustrated by the following 
example: 

Example. B purchases a house in Virginia in 
2003 that he uses as his principal residence 
for 3 years. For 8 years, from 2006 through 
2014, B serves on qualified official extended 
duty as a member of the Foreign Service of 
the United States in Brazil. In 2015 B sells 
the house. B did not use the house as his 
principal residence for 2 of the 5 years pre-
ceding the sale. Under section 121(d)(9)and 
this section, however, B may elect to sus-
pend the running of the 5-year period of own-
ership and use during his 8-year period of 
service with the Foreign Service in Brazil. If 
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B makes the election, the 8-year period is 
not counted in determining whether B used 
the house for 2 of the 5 years preceding the 
sale. Therefore, B may exclude the gain from 
the sale of the house under section 121. 

(e) Effective date. This section is ap-
plicable for sales and exchanges on or 
after May 7, 1997. 

[T.D. 9152, 69 FR 50306, Aug. 16, 2004] 

§ 1.122–1 Applicable rules relating to 
certain reduced uniformed services 
retirement pay. 

(a) Rule applicable prior to January 1, 
1966. In the case of a member or former 
member of the uniformed services of 
the United States (as defined in 37 
U.S.C. 101(3)) who has made an election 
under Subchapter I of Chapter 73 of 
title 10 of the U.S. Code (also referred 
to in this section as the Retired Serv-
iceman’s Family Protection Plan (10 
U.S.C. 1431)) to receive a reduced 
amount of retired or retainer pay, 
gross income shall include the amount 
of any reduction made in his retired or 
retainer pay before January 1, 1966, by 
reason of such election, unless such re-
duction, or portion thereof, is other-
wise excluded from gross income under 
Part III of Subchapter B of Chapter 1 of 
the Internal Revenue Code of 1954 or 
any other provision of law. 

(b) Rule applicable after December 31, 
1965—(1) In a case of a member or 
former member of the uniformed serv-
ices of the United States (as defined in 
37 U.S.C. 101(3)), gross income shall not 
include the amount of any reduction 
made in his or her retired or retainer 
pay after December 31, 1965, by reason 
of— 

(i) An election made under the Re-
tired Serviceman’s Family Protection 
Plan (10 U.S.C. 1431), or 

(ii) The provisions of Subchapter II of 
Chapter 73 of title 10 of the U.S. Code 
(also referred to in this section as the 
Survivor Benefit Plan (10 U.S.C. 1447)). 

(2)(i) In a case where a member or 
former member of the uniformed serv-
ices has, pursuant to the election de-
scribed in paragraph (a) of this section, 
received before January 1, 1966, a re-
duced amount of retired or retainer 
pay, he shall, after December 31, 1965, 
exclude from gross income under sec-
tion 122(b) and this subdivision all 
amounts received as uniformed serv-

ices retired or retainer pay until there 
has been so excluded an amount of re-
tired or retainer pay equal to the 
‘‘consideration for the contract’’ (as 
described in subdivision (iii) of this 
subparagraph). 

(ii) Upon the death of a member or 
former member of the uniformed serv-
ices, where the ‘‘consideration for the 
contract’’ (as described in subdivision 
(iii) of this subparagraph) has not been 
excluded in whole or in part from gross 
income under section 122(b) and sub-
division (i) of this subparagraph, the 
survivor of such member who is receiv-
ing an annuity under Chapter 73 of 
title 10 of the U.S. Code shall, after De-
cember 31, 1965, exclude from gross in-
come under section 72(o) and this sub-
division such annuity payments re-
ceived after December 31, 1965, until 
there has been so excluded annuity 
payments equalling the portion of the 
‘‘consideration for the contract’’ not 
previously excluded under subdivision 
(i) of this subparagraph. 

(iii) The term ‘‘consideration for the 
contract’’ as used in this subparagraph 
means— 

(a) The total amount of the reduc-
tions, if any, before January 1, 1966, in 
retired or retainer pay by reason of an 
election under Subchapter I of Chapter 
73 of title 10 of the United States Code, 
plus 

(b) The total amount, if any, depos-
ited by the serviceman at any time 
pursuant to the provisions of sections 
1438 or 1452(d) of title 10 of the United 
States Code, plus 

(c) The total amount, if any, exclud-
able from income under section 
101(b)(2)(D) and paragraph (a)(2) of 
§ 1.101–2 with respect to a survivor an-
nuity provided by such retired or re-
tainer pay, minus 

(d) The total amount, if any, ex-
cluded from income before January 1, 
1966, pursuant to the provisions of sec-
tion 72 (b) and (d) with respect to a sur-
vivor annuity provided by such retired 
or retainer pay. 

(iv) In determining whether there has 
been a recovery of the ‘‘consideration 
for the contract’’ under subdivision (i) 
of this subparagraph, the exclusion of 
retired pay from income after Decem-
ber 31, 1965, under sections 104(a)(4) and 
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105(d) shall not be considered as recov-
ery of all or part of the ‘‘consideration 
for the contract.’’ 

(c) Special rules. In any of the fol-
lowing situations, the computation of 
the excludable portion of disability re-
tired pay received by the member or 
former member of the uniformed serv-
ices shall be governed by the following 
rules: 

(1) An exclusion under section 122(a) 
and paragraph (b)(1) of this section is 
applicable only in the taxable year in 
which a reduction in retired pay is 
made under the Retired Serviceman’s 
Family Protection Plan (10 U.S.C. 1431) 
or the Survivor Benefit Plan (10 U.S.C. 
1447). 

(2) Where the member or former 
member of the uniformed services is 
entitled to exclude the whole or a por-
tion of his retired pay under the provi-
sions of section 104(a)(4) or section 
105(d) and under section 122(a) and 
paragraph (b)(1) of this section, the ex-
clusion under section 122(a) and para-
graph (b)(1) of this section shall be ap-
plied prior to the exclusions under sec-
tions 104(a)(4) and 105(d). 

(3) Where the member or former 
member of the uniformed services 
waives a portion of his disability re-
tired pay, or such retired pay reduced 
under the Retired Serviceman’s Family 
Protection Plan (10 U.S.C. 1431),or the 
Survivor Benefit Plan (10 U.S.C. 1447) 
in favor of a nontaxable pension or 
compensation receivable under laws 
administered by the Veterans Adminis-
tration (38 U.S.C. 3105), the waived 
amount of such disability retired pay, 
or reduced amount thereof, shall first 
be subtracted from any amounts which 
are excludable under the provisions of 
sections 104(a)(4) or 105(d) so as to re-
duce the amounts otherwise excludable 
under those sections. 

(4) Where the member or former 
member of the uniformed services re-
ceives (before any forfeiture) disability 
retired pay (whether or not reduced 
under the Retired Serviceman’s Family 
Protection Plan) or the Survivor Ben-
efit Plan which is partially excludable 
under section 104(a)(4), and also forfeits 
a portion of such disability retired pay 
under the Dual Compensation Act of 
1964 (5 U.S.C. 5531 or any former cor-
responding provision of law), the 

amount of the forfeiture under such 
Act shall be applied against disability 
retired pay (before any forfeiture) in 
the same proportion that the exclud-
able portion of such pay under section 
104(a)(4) bears to the total amount of 
such pay after subtraction of any re-
duction under the Retired Service-
man’s Family Protection Plan (10 
U.S.C. 1431) or the Survivor Benefit 
Plan (10 U.S.C. 1447). 

(5) The exclusion provided by section 
122(b) and paragraph (b)(2)(i) of this 
section shall be available with respect 
to repayments made upon removal 
from the temporary disability retired 
list even though such repayments were 
previously excluded from gross income 
under section 104(a)(4) or 105(d). 
However, the exclusion permitted by 
the prior sentence will apply only to 
the extent the repaid amount has not 
been previously excluded under section 
122(b) and paragraph (b)(2)(i) of this 
section. 

(d) Examples with respect to the Retired 
Serviceman’s Family Protection Plan. The 
rules discussed in this section relating 
to the Retired Serviceman’s Family 
Protection Plan (10 U.S.C. 1431) may be 
illustrated by the following examples: 

Example 1. A, a member of the uniformed 
services, retires on January 1, 1963, and re-
ceives nondisability retired pay computed to 
be 60 percent of his active duty pay of $10,000 
per year, or $6,000 per year, based upon 24 
years of service. He elects, under the Retired 
Serviceman’s Family Protection Plan (10 
U.S.C. 1431), to provide his survivor with an 
annuity equal to one-fourth of his reduced 
retired pay. His retired pay of $6,000 is re-
duced by $600, to $5,400, in order to provide a 
survivor annuity of $1,350 per year or $112.50 
per month. For 1963, 1964, and 1965, A must 
include in gross income the unreduced 
amount of retired pay, or $6,000. For 1966 and 
subsequent years, he may exclude under sec-
tion 122(a) and paragraph (b)(1) of this sec-
tion the $600 total annual reductions to pro-
vide the survivor annuity, and may, for 1966, 
further exclude from gross income under sec-
tion 122(b) and paragraph (b)(2)(i) of this sec-
tion the $1,800 ‘‘consideration for the con-
tract’’ i.e., the total reductions which were 
made in 1963, 1964, and 1965, to provide the 
survivor annuity. Accordingly, A will in-
clude $3,600 of retired pay in gross income for 
1966 ($6,000 minus the sum of $600 and $1,800). 

Example 2. Assume the facts in Example (1) 
except that A retires on disability resulting 
from active service and his disability is 
rated at 40 percent. The entire amount of 
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disability retirement pay, prior to and in-
cluding 1966, is excludable from gross income 
under sections 104(a)(4) and 105(d), and in 
1966, section 122(a). Assume further that A 
attains retirement age on December 31, 1966, 
dies on January 1, 1967, and his widow then 
begins receiving a survivor annuity under 
the Retired Serviceman’s Family Protection 
Plan (10 U.S.C. 1431). A’s widow may exclude 
from gross income in 1967 and 1968 under sec-
tion 72(o) and paragraph (b)(2)(ii) of this sec-
tion, the $1,800 of ‘‘consideration for the con-
tract’’ i.e., the reductions in 1963, 1964, and 
1965 to provide the survivor annuity. Thus, 
A’s widow will exclude all of the survivor an-
nuity she receives in 1967 ($1,350) and $450 of 
the $1,350 annuity received in 1968. In addi-
tion, if A had not attained retirement age at 
the time of his death, his widow would, 
under section 101 and paragraph (a)(2) of 
§ 1.101–2, exclude up to $5,000 subject to the 
limitations of paragraph (b)(2)(ii) of this sec-
tion. 

Example 3. Assume, in the previous exam-
ple, that A dies on January 1, 1965, and his 
widow then begins receiving a survivor annu-
ity. Assume further that A’s widow is enti-
tled to exclude under section 72(b) $1,000 of 
the $1,350 she received in 1965. Under section 
72(o) and paragraph (b)(2)(ii) of this section, 
A’s widow for 1966 will exclude the $200 re-
maining consideration for the contract 
($1,200¥$1,000) and will include $1,150 of the 
survivor annuity in gross income. 

Example 4. B, a member of the uniformed 
services, retires on January 1, 1966, after 32 
years of active military service, and receives 
disability retirement pay under section 1401 
of title 10, limited to 75 percent of his active 
duty pay of $15,000 per year, or $11,250. His 
disability rating is 30 percent. B has not 
reached retirement age (as defined in § 1.79– 
2(b)(3)). He elects under the Retired Service-
man’s Family Protection Plan (10 U.S.C. 
1431) to provide his survivor with an annuity 
equal to one-half of his reduced retired pay 
and, for that purpose, his retired pay of 
$11,250 is reduced by $1,250 to provide an an-
nuity of $5,000 per year. B also elects to 
waive retired pay in the amount of $1,000 in 
order to receive disability compensation in 
like amount under laws administered by the 
Veterans Administration. In addition, B is 
required to forfeit $4,088 of his retired pay 
under the Dual Compensation Act of 1964 (5 
U.S.C. 5532) ($11,250¥$1,000 = $10,250 less one- 
half of excess thereof over $2,074) and by rea-
son of his Federal employment is not enti-
tled to an exclusion of his retired pay under 
section 105(d). B’s taxable retired pay for 1966 
is $3,002, computed as follows: 
Gross retired pay ................................................... $11,250 

Less: Section 122(a) exclusion ...................... (1,250 ) 

Reduced retired pay .............................................. 10,000 
Less: Retired pay waived to receive V.A. 

compensation .............................................. (1,000 ) 

Adjusted retired pay— 9,000 
Less: 

(i) Excludable retired pay computed 
under section 104(a)(4) as limited by 
10 U.S.C. 1403 .................................... $4,500 

(ii) Less: Retired pay, not to exceed (i), 
waived to receive V.A. compensation (1,000 ) 

(iii) Net disability exclusion ...................... (3,500 ) 
Taxable retired pay before adjustment for Dual 

Compensation forfeiture ..................................... 5,500 
Less: 

Adjustment for Dual Compensation for-
feiture of $4,088 

5500÷9000×$4,088 = $2,498 (rounded) ................ (2,498 ) 

Net taxable retired pay .......................................... 3,002 

Example 5. C, a member of the uniformed 
services retires on January 1, 1966, and re-
ceives disability retirement pay of $11,250 per 
year, which is reduced by $1,250 to provide a 
survivor annuity, and $1,000 of which is 
waived in order to receive disability com-
pensation in like amount under laws admin-
istered by the Veterans Administration. C 
has not reached retirement age for purposes 
of section 105(d) and is not employed by the 
Federal Government. C’s taxable disability 
retirement pay for 1966 is $300 computed as 
follows: 
Adjusted retired pay ......................... $9,000 

Less: 
(i) Excludable retired pay under 

section (a)(4) as limited by 
10 U.S.C. 1403 ..................... $4,500 

(ii) Excludable retired pay 
under section 105(d) ...... 5,200 

(iii) Total ............................. 9,700 
(iv) Less: Retired pay, not 

to exceed (iii), waived to 
receive V.A. compensa-
tion ‘‘sick pay’’ exclusion (1,000 ) 

(v) Net disability and ‘‘sick 
pay’’ exclusion ............... ................ (8,700 ) 

Net taxable retired pay .................... 800 

Example 6. D, a member of the uniformed 
services, retires for physical disability re-
sulting from active service on January 1, 
1966, after 35 years of service and with a dis-
ability rated at 20 percent. His active duty 
pay is $4,000 per year and he attained retire-
ment age prior to retirement. He had an 
election in effect under the Retired Service-
man’s Family Protection Plan to provide his 
survivor with an annuity and his retired pay 
is reduced therefor by $500 per year. He 
waives $1,300 of his retired pay in order to re-
ceive compensation from the Veterans Ad-
ministration in like amount. His taxable re-
tired pay for 1966 is $1,200 computed as fol-
lows: 
Gross retired pay (75%×$4,000) ..... $3,000 

Less: Section 122(a) exclusion (500 ) 

Reduced retired pay ........................ 2,500 
Less: V.A. waiver ...................... (1,300 ) 

Adjusted retired pay ......................... 1,200 
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Less: 
(i) Section 104(a)(4) exclu-

sion ................................ $800 
(ii) Less: Retired pay, not 

to exceed (i), waived to 
receive V.A. compensa-
tion ................................. (800 ) 

(iii) Net disability exclusion 0 

Net taxable retired pay .................... ................ 1,200 

(e) Principles applicable to the Survivor 
Benefit Plan. The principles illustrated 
by the examples set forth in paragraph 
(d) of this section apply to an annuity 
under the Survivor Benefit Plan (10 
U.S.C. 1447). 

[T.D. 7043, 35 FR 8478, June 2, 1970, as amend-
ed by T.D. 7562, 43 FR 38819, Aug. 31, 1978] 

§ 1.123–1 Exclusion of insurance pro-
ceeds for reimbursement of certain 
living expenses. 

(a) In general. (1) Gross income does 
not include insurance proceeds re-
ceived by an individual on or after Jan-
uary 1, 1969, pursuant to the terms of 
an insurance contract for indemnifica-
tion of the temporary increase in living 
expenses resulting from the loss of use 
or occupancy of his principal residence, 
or a part thereof, due to damage or de-
struction by fire, storm, or other cas-
ualty. The term ‘‘other casualty’’ has 
the same meaning assigned to such 
term under section 165(c)(3). The exclu-
sion also applies in the case of an indi-
vidual who is denied access to his prin-
cipal residence by governmental au-
thorities because of the occurrence (or 
threat of occurrence) of such a cas-
ualty. The amount excludable under 
this section is subject to the limitation 
set forth in paragraph (b) of this sec-
tion. 

(2) This exclusion applies to amounts 
received as reimbursement or com-
pensation for the reasonable and nec-
essary increase in living expenses in-
curred by the insured and members of 
his household to maintain their cus-
tomary standard of living during the 
loss period. 

(3) This exclusion does not apply to 
an insurance recovery for the loss of 
rental income. Nor does the exclusion 
apply to any insurance recovery which 
compensates for the loss of, or damage 
to, real or personal property. See sec-
tion 165(c)(3) relating to casualty 
losses; section 1231 relating to gain on 

an involuntary conversion of a capital 
asset held for more than 1 year (6 
months for taxable years beginning be-
fore 1977; 9 months for taxable years 
beginning in 1977); and section 1033 re-
lating to recognition of gain on an in-
voluntary conversion. In the case of 
property used by an insured partially 
as a principal residence and partially 
for other purposes, the exclusion does 
not apply to the amount of insurance 
proceeds which compensates for the 
portion of increased expenses attrib-
utable to the nonresidential use of 
temporary replacement property dur-
ing the loss period. In the case of de-
nial of access to a principal residence 
by governmental authority, the exclu-
sion provided by this section does not 
apply to an insurance recovery re-
ceived by an individual as reimburse-
ment for living expenses incurred by 
reason of a governmental condemna-
tion or order not related to a casualty 
or the threat of a casualty. 

(4)(i) Subject to the limitation set 
forth in paragraph (b), the amount ex-
cludable is the amount which is identi-
fied by the insurer as being paid exclu-
sively for increased living expenses re-
sulting from the loss of use or occu-
pancy of the principal residence and 
pursuant to the terms of the insurance 
contract. 

(ii) When a lump-sum insurance set-
tlement includes, but does not specifi-
cally identify, compensation for prop-
erty damage, loss of rental income, and 
increased living expenses, the amount 
of such settlement allocable to living 
expenses shall, in the case of 
uncontested claims, be that portion of 
the settlement which bears the same 
ratio to the total recovery as the 
amount of claimed increased living ex-
pense bears to the total amount of 
claimed losses and expenses, to the ex-
tent not in excess of the coverage limi-
tations specified in the contract for 
such losses and expenses. 

(iii) In the case of a lump-sum settle-
ment involving contested claims, the 
insured shall establish the amount rea-
sonably allocable to increased living 
expenses, consistent with the terms of 
the contract and other facts of the par-
ticular case. 
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(iv) In no event may the amount of a 
lump-sum settlement which is allo-
cable to increased living expenses ex-
ceed the coverage limitation specified 
in the contract for increased living ex-
penses. Where, however, a coverage 
limitation is applicable to the total 
amount payable for increased living ex-
penses and, for example, loss of rental 
income, the amount of an unitemized 
settlement which is allocable to in-
creased living expenses may not exceed 
the portion of the applicable coverage 
limitation which bears the same ratio 
to such limitation as the amount of in-
creased living expenses bears to the 
sum of the amount of such increased 
living expenses and the amount, if any, 
of lost rental income. 

(5) The portion of any insurance re-
covery for increased living expenses 
which exceeds the limitation set forth 
in paragraph (b) shall be included in 
gross income under section 61 of the 
Code. 

(b) Limitation—(1) Amount excludable. 
The amount excludable under this sec-
tion is limited to amounts received 
which are not in excess of the amount 
by which (i) total actual living ex-
penses incurred by the insured and 
members of his household which result 
from the loss of use or occupancy of 
their residence exceed (ii) the total 
normal living expenses which would 
have been incurred during the loss pe-
riod but are not incurred as a result of 
the loss of use or occupancy of the 
principal residence. Generally, the ex-
cludable amount represents such excess 
expenses actually incurred by reason of 
a casualty, or threat thereof, for rent-
ing suitable housing and for extraor-
dinary expenses for transportation, 
food, utilities, and miscellaneous serv-
ices during the period of repair or re-
placement of the damaged principal 
residence or denial of access by govern-
mental authority. 

(2) Actual living expenses. For pur-
poses of this section, actual living ex-
penses are the reasonable and nec-
essary expenses incurred as a result of 
the loss of use or occupancy of the 
principal residence to maintain the in-
sured and members of his household in 
accordance with their customary 
standard of living. Actual living ex-
penses must be of such a nature as to 

qualify as a reimbursable expense 
under the terms of the applicable in-
surance contract without regard to 
monetary limitations upon coverage. 
Generally, actual living expenses in-
clude the cost during the loss period of 
temporary housing, utilities furnished 
at the place of temporary housing, 
meals obtained at restaurants which 
customarily would have been prepared 
in the residence, transportation, and 
other miscellaneous services. To the 
extent that the loss of use or occu-
pancy of the principal residence results 
merely in an increase in the amount 
expended for items of living expenses 
normally incurred, such as food and 
transportation, only the increase in 
such costs shall be considered as actual 
living expenses in computing the limi-
tation. 

(3) Normal living expenses not incurred. 
Normal living expenses consist of the 
same categories of expenses comprising 
actual living expenses which would 
have been incurred but are not in-
curred as a result of the casualty or 
threat thereof. If the loss of use of the 
residence results in a decrease in the 
amount normally expended for a living 
expense item during the loss period, 
the item of normal living expense is 
considered not to have been incurred to 
the extent of the decrease for purposes 
of computing the limitation. 

(4) Examples. The application of this 
paragraph (b) may be illustrated by the 
following examples: 

Example 1. On March 1, 1970, A’s principal 
residence, a dwelling owned by A no part of 
which was rented to others or used for non-
residential purposes, was extensively dam-
aged by fire. The damaged residence was 
under repair during the entire month of 
March making it necessary for A and his 
spouse to obtain temporary lodging and to 
take their meals at a restaurant. A and his 
spouse incur expenses of $200 for lodging at a 
motel, $180 for meals which customarily 
would have been prepared in his residence, 
and $25 for commercial laundry service 
which customarily would have been done by 
A’s wife. A makes (directly or through mort-
gage insurance), or remains liable for, the re-
quired March payment of $190 on the mort-
gage note on his residence. The mortgage 
payment results from a contractual obliga-
tion having no causal relationship to the oc-
currence of the casualty and is not consid-
ered as an actual living expense resulting 
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from the loss of use of the residence. A’s cus-
tomary commuting expense of $40 for bus 
fares to and from work is decreased by $20 
for the month because of the motel’s closer 
proximity to his place of employment. Other 
transportation expenses remain stable. Since 
there has been a decrease in the amount of 
A’s customary bus fares, normal transpor-
tation expenses are considered not to have 
been incurred to the extent of the decrease. 
Finally, A does not incur customary ex-
penses of $150 for food obtained for home 
preparation, $75 for utilities expenses, and 
$10 for laundry cleansers. The limitation 
upon the excludable amount of an insurance 
recovery for excess living expenses is $150, 
computed as follows: 

LIVING EXPENSES 

Actual re-
sulting 

from cas-
ualty 

Normal not 
incurred 

Increase 
(decrease) 

Housing ................. $200.00 .................. $200.00 
Utilities ................... .................. $75.00 (75.00 ) 
Meals ..................... 180.00 150.00 30.00 
Transportation ....... .................. 20.00 (20.00 ) 
Laundry .................. 25.00 10.00 150.00 

Total ............... 405.00 255.00 15.00 

Example 2. Assume the same facts as in ex-
ample (1) except that the damaged residence 
is not owned by A but is rented to him for 
$100 per month and that the risk of loss is 
upon the lessor. Since A would not have in-
curred the normal rental of $100 for March, 
the excludable amount is limited to $50 ($150 
as in previous example less $100 normal rent 
not incurred). 

(c) Principal residence. Whether or not 
property is used by the insured tax-
payer and members of his household as 
their principal residence depends upon 
all the facts and circumstances in each 
case. For purposes of this section, a 
principal residence may be a dwelling 
or an apartment leased to the insured 
as well as a dwelling or apartment 
owned by the insured. 

[T.D. 7118, 36 FR 10729, June 2, 1971, as 
amended by T.D. 7728, 45 FR 72650, Nov. 3, 
1980] 

§ 1.125–3 Effect of the Family and Med-
ical Leave Act (FMLA) on the oper-
ation of cafeteria plans. 

The following questions and answers 
provide guidance on the effect of the 
Family and Medical Leave Act 
(FMLA), 29 U.S.C. 2601 et seq., on the 
operation of cafeteria plans: 

Q–1: May an employee revoke cov-
erage or cease payment of his or her 
share of group health plan premiums 
when taking unpaid FMLA, 29 U.S.C. 
2601 et seq., leave? 

A–1: Yes. An employer must either 
allow an employee on unpaid FMLA 
leave to revoke coverage, or continue 
coverage but allow the employee to 
discontinue payment of his or her 
share of the premium for group health 
plan coverage (including a health flexi-
ble spending arrangement (FSA)) under 
a cafeteria plan for the period of the 
FMLA leave. See 29 CFR 825.209(e). 
FMLA does not require that an em-
ployer allow an employee to revoke 
coverage if the employer pays the em-
ployee’s share of premiums. As dis-
cussed in Q&A–3, if the employer con-
tinues coverage during an FMLA leave, 
the employer may recover the employ-
ee’s share of the premiums when the 
employee returns to work. FMLA also 
provides the employee a right to be re-
instated in the group health plan cov-
erage (including a health FSA) pro-
vided under a cafeteria plan upon re-
turning from FMLA leave if the em-
ployee’s group health plan coverage 
terminated while on FMLA leave (ei-
ther by revocation or due to non-
payment of premiums). Such an em-
ployee is entitled, to the extent re-
quired under FMLA, to be reinstated 
on the same terms as prior to taking 
FMLA leave (including family or de-
pendent coverage), subject to any 
changes in benefit levels that may have 
taken place during the period of FMLA 
leave as provided in 29 CFR 
825.215(d)(1). See 29 CFR 825.209(e) and 
825.215(d). In addition, such an em-
ployee has the right to revoke or 
change elections under § 1.125–4 (e.g., 
because of changes in status or cost or 
coverage changes as provided under 
§ 1.125–4) under the same terms and con-
ditions as are available to employees 
participating in the cafeteria plan who 
are working and not on FMLA leave. 

Q–2: Who is responsible for making 
premium payments under a cafeteria 
plan when an employee on FMLA leave 
continues group health plan coverage? 

A–2: FMLA provides that an em-
ployee is entitled to continue group 
health plan coverage during FMLA 
leave whether or not that coverage is 
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provided under a health FSA or other 
component of a cafeteria plan. See 29 
CFR 825.209(b). FMLA permits an em-
ployer to require an employee who 
chooses to continue group health plan 
coverage while on FMLA leave to be re-
sponsible for the share of group health 
premiums that would be allocable to 
the employee if the employee were 
working, and, for this purpose, treats 
amounts paid pursuant to a pre-tax sal-
ary reduction agreement as amounts 
allocable to the employee. However, 
FMLA requires the employer to con-
tinue to contribute the share of the 
cost of the employee’s coverage that 
the employer was paying before the 
employee commenced FMLA leave. See 
29 CFR 825.100(b) and 825.210(a). 

Q–3: What payment options are re-
quired or permitted to be offered under 
a cafeteria plan to an employee who 
continues group health plan coverage 
while on unpaid FMLA leave, and what 
is the tax treatment of these pay-
ments? 

A–3: (a) In general. Subject to the 
limitations described in paragraph (b) 
of this Q&A–3, a cafeteria plan may 
offer one or more of the following pay-
ment options, or a combination of 
these options, to an employee who con-
tinues group health plan coverage (in-
cluding a health FSA) while on unpaid 
FMLA leave; provided that the pay-
ment options for employees on FMLA 
leave are offered on terms at least as 
favorable as those offered to employees 
not on FMLA leave. These options are 
referred to in this section as pre-pay, 
pay-as-you-go, and catch-up. See also 
the FMLA notice requirements at 29 
CFR 825.301(b)(1)(iv). 

(1) Pre-pay. (i) Under the pre-pay op-
tion, a cafeteria plan may permit an 
employee to pay, prior to commence-
ment of the FMLA leave period, the 
amounts due for the FMLA leave pe-
riod. However, FMLA provides that the 
employer may not mandate that an 
employee pre-pay the amounts due for 
the leave period. See 29 CFR 
825.210(c)(3) and (4). 

(ii) Contributions under the pre-pay 
option may be made on a pre-tax salary 
reduction basis from any taxable com-
pensation (including from unused sick 
days or vacation days). However, see 
Q&A–5 of this section regarding addi-

tional restrictions on pre-tax salary re-
duction contributions when an employ-
ee’s FMLA leave spans two cafeteria 
plan years. 

(iii) Contributions under the pre-pay 
option may also be made on an after- 
tax basis. 

(2) Pay-as-you-go. (i) Under the pay- 
as-you-go option, employees may pay 
their share of the premium payments 
on the same schedule as payments 
would have been made if the employee 
were not on leave or under any other 
payment schedule permitted by the 
Labor Regulations at 29 CFR 825.210(c) 
(e.g., on the same schedule as pay-
ments are made under section 4980B 
(relating to coverage under the Con-
solidated Omnibus Budget Reconcili-
ation Act (COBRA), 26 U.S.C. 4980B), 
under the employer’s existing rules for 
payment by employees on leave with-
out pay, or under any other system vol-
untarily agreed to between the em-
ployer and the employee that is not in-
consistent with this section or with 29 
CFR 825.210(c)). 

(ii) Contributions under the pay-as- 
you-go option are generally made by 
the employee on an after-tax basis. 
However, contributions may be made 
on a pre-tax basis to the extent that 
the contributions are made from tax-
able compensation (e.g., from unused 
sick days or vacation days) that is due 
the employee during the leave period. 

(iii) An employer is not required to 
continue the group health coverage of 
an employee who fails to make re-
quired premium payments while on 
FMLA leave, provided that the em-
ployer follows the notice procedures re-
quired under FMLA. See 29 CFR 825.212. 
However, if the employer chooses to 
continue the health coverage of an em-
ployee who fails to pay his or her share 
of the premium payments while on 
FMLA leave, FMLA permits the em-
ployer to recoup the premiums (to the 
extent of the employee’s share). See 29 
CFR 825.212(b). Such recoupment may 
be made as set forth in paragraphs 
(a)(3)(i) and (ii) of this Q&A–3. See also 
Q&A–6 of this section regarding cov-
erage under a health FSA when an em-
ployee fails to make the required pre-
mium payments while on FMLA leave. 

(3) Catch-up. (i) Under the catch-up 
option, the employer and the employee 
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may agree in advance that the group 
coverage will continue during the pe-
riod of unpaid FMLA leave, and that 
the employee will not pay premiums 
until the employee returns from the 
FMLA leave. Where an employee is 
electing to use the catch-up option, the 
employer and the employee must agree 
in advance of the coverage period that: 
the employee elects to continue health 
coverage while on unpaid FMLA leave; 
the employer assumes responsibility 
for advancing payment of the pre-
miums on the employee’s behalf during 
the FMLA leave; and these advance 
amounts are to be paid by the em-
ployee when the employee returns from 
FMLA leave. 

(ii) When an employee fails to make 
required premium payments while on 
FMLA leave, an employer is permitted 
to utilize the catch-up option to recoup 
the employee’s share of premium pay-
ments when the employee returns from 
FMLA leave. See, e.g., 29 CFR 
825.212(b). If the employer chooses to 
continue group coverage under these 
circumstances, the prior agreement of 
the employee, as set forth in paragraph 
(a)(3)(i) of this Q&A–3, is not required. 

(iii) Contributions under the catch-up 
option may be made on a pre-tax salary 
reduction basis from any available tax-
able compensation (including from un-
used sick days and vacation days) after 
the employee returns from FMLA 
leave. The cafeteria plan may provide 
for the catch-up option to apply on a 
pre-tax salary reduction basis if pre-
miums have not been paid on any other 
basis (i.e., have not been paid under the 
pre-pay or pay-as-you-go options or on 
a catch-up after-tax basis). 

(iv) Contributions under the catch-up 
option may also be made on an after- 
tax basis. 

(b) Exceptions. Whatever payment op-
tions are offered to employees on non- 
FMLA leave must be offered to em-
ployees on FMLA leave. In accordance 
with 29 CFR 825.210(c), cafeteria plans 
may offer one or more of the payment 
options described in paragraph (a) of 
this Q&A–3, with the following excep-
tions: 

(1) FMLA does not permit the pre- 
pay option to be the sole option offered 
to employees on FMLA leave. However, 
the cafeteria plan may include pre-pay-

ment as an option for employees on 
FMLA leave, even if such option is not 
offered to employees on non-FMLA 
leave-without-pay. 

(2) FMLA allows the catch-up option 
to be the sole option offered to employ-
ees on FMLA leave if and only if the 
catch-up option is the sole option of-
fered to employees on non-FMLA 
leave-without-pay. 

(3) If the pay-as-you-go option is of-
fered to employees on non-FMLA 
leave-without-pay, the option must 
also be offered to employees on FMLA 
leave. The employer may also offer em-
ployees on FMLA leave the pre-pay op-
tion and/or the catch-up option. 

(c) Voluntary waiver of employee pay-
ments. In addition to the foregoing pay-
ment options, an employer may volun-
tarily waive, on a nondiscriminatory 
basis, the requirement that employees 
who elect to continue group health 
coverage while on FMLA leave pay the 
amounts the employees would other-
wise be required to pay for the leave 
period. 

(d) Example. The following example 
illustrates this Q&A–3: 

Example. (i) Employer Y allows employees 
to pay premiums for group health coverage 
during an FMLA leave on an after-tax basis 
while the employee is on unpaid FMLA 
leave. Under the terms of Y’s cafeteria plan, 
if an employee elects to continue health cov-
erage during an unpaid FMLA leave and fails 
to pay one or more of the after-tax premium 
payments due for that coverage, the employ-
ee’s salary after the employee returns from 
FMLA leave is reduced to cover unpaid pre-
miums (i.e. the premiums that were to be 
paid by the employee on an after-tax basis 
during the FMLA leave, but were paid by the 
employer instead). 

(ii) In this Example, Y’s cafeteria plan sat-
isfies the conditions in this Q&A–3. Y’s cafe-
teria plan would also satisfy the conditions 
in this Q&A–3 if the plan provided for cov-
erage to cease in the event the employee 
fails to make a premium payment when due 
during an unpaid FMLA leave. 

Q–4: Do the special FMLA require-
ments concerning payment of pre-
miums by an employee who continues 
group health plan coverage under a caf-
eteria plan apply if the employee is on 
paid FMLA leave? 

A–4: No. The Labor Regulations pro-
vide that, if an employee’s FMLA leave 
is paid leave as described at 29 CFR 
825.207 and the employer mandates that 
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the employee continue group health 
plan coverage while on FMLA leave, 
the employee’s share of the premiums 
must be paid by the method normally 
used during any paid leave (e.g., by pre- 
tax salary reduction if the employee’s 
share of premiums were paid by pre-tax 
salary reduction before the FMLA 
leave began). See 29 CFR 825.210(b). 

Q–5: What restrictions apply to con-
tributions when an employee’s FMLA 
leave spans two cafeteria plan years? 

A–5: (a) No amount will be included 
in an employee’s gross income due to 
participation in a cafeteria plan during 
FMLA leave, provided that the plan 
complies with other generally applica-
ble cafeteria plan requirements. 
Among other requirements, a plan may 
not operate in a manner that enables 
employees on FMLA leave to defer 
compensation from one cafeteria plan 
year to a subsequent cafeteria plan 
year. See section 125(d)(2). 

(b) The following example illustrates 
this Q&A–5: 

Example. (i) Employee A elects group 
health coverage under a calendar year cafe-
teria plan maintained by Employer X. Em-
ployee A’s premium for health coverage is 
$100 per month throughout the 12-month pe-
riod of coverage. Employee A takes FMLA 
leave for 12 weeks beginning on October 31 
after making 10 months of premium pay-
ments totaling $1,000 (10 months × $100 = 
$1,000). Employee A elects to continue health 
coverage while on FMLA leave and utilizes 
the pre-pay option by applying his or her un-
used sick days in order to make the required 
premium payments due while he or she is on 
FMLA leave. 

(ii) Because A cannot defer compensation 
from one plan year to a subsequent plan 
year, A may pre-pay the premiums due in 
November and December (i.e., $100 per 
month) on a pre-tax basis, but A cannot pre- 
pay the premium payment due in January on 
a pre-tax basis. If A participates in the cafe-
teria plan in the subsequent plan year, A 
must either pre-pay for January on an after- 
tax basis or use another option (e.g., pay-as- 
you-go, catch-up, reduction in unused sick 
days, etc.) to make the premium payment 
due in January. 

Q–6: Are there special rules con-
cerning employees taking FMLA leave 
who participate in health FSAs offered 
under a cafeteria plan? 

A–6: (a) In general. (1) A group health 
plan that is a flexible spending ar-
rangement (FSA) offered under a cafe-

teria plan must conform to the gen-
erally applicable rules in this section 
concerning employees who take FMLA 
leave. Thus, to the extent required by 
FMLA (see 29 CFR 825.209(b)), an em-
ployer must— 

(i) Permit an employee taking FMLA 
leave to continue coverage under a 
health FSA while on FMLA leave; and 

(ii) If an employee is on unpaid 
FMLA leave, either— 

(A) Allow the employee to revoke 
coverage; or 

(B) Continue coverage, but allow the 
employee to discontinue payment of 
his or her share of the premium for the 
health FSA under the cafeteria plan 
during the unpaid FMLA leave period. 

(2) Under FMLA, the plan must per-
mit the employee to be reinstated in 
health coverage upon return from 
FMLA leave on the same terms as if 
the employee had been working 
throughout the leave period, without a 
break in coverage. See 29 CFR 825.214(a) 
and 825.215(d)(1) and paragraph (b)(2) of 
this Q&A–6. In addition, under FMLA, 
a plan may require an employee to be 
reinstated in health coverage upon re-
turn from a period of unpaid FMLA 
leave, provided that employees who re-
turn from a period of unpaid leave not 
covered by the FMLA are also required 
to resume participation upon return 
from leave. 

(b) Coverage. (1) Regardless of the 
payment option selected under Q&A–3 
of this section, for so long as the em-
ployee continues health FSA coverage 
(or for so long as the employer con-
tinues the health FSA coverage of an 
employee who fails to make the re-
quired contributions as described in 
Q&A–3(a)(2)(iii) of this section), the full 
amount of the elected health FSA cov-
erage, less any prior reimbursements, 
must be available to the employee at 
all times, including the FMLA leave 
period. 

(2)(i) If an employee’s coverage under 
the health FSA terminates while the 
employee is on FMLA leave, the em-
ployee is not entitled to receive reim-
bursements for claims incurred during 
the period when the coverage is termi-
nated. If an employee subsequently 
elects or the employer requires the em-
ployee to be reinstated in the health 
FSA upon return from FMLA leave for 
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the remainder of the plan year, the em-
ployee may not retroactively elect 
health FSA coverage for claims in-
curred during the period when the cov-
erage was terminated. Upon reinstate-
ment into a health FSA upon return 
from FMLA leave (either because the 
employee elects reinstatement or be-
cause the employer requires reinstate-
ment), the employee has the right 
under FMLA: to resume coverage at 
the level in effect before the FMLA 
leave and make up the unpaid premium 
payments, or to resume coverage at a 
level that is reduced and resume pre-
mium payments at the level in effect 
before the FMLA leave. If an employee 
chooses to resume health FSA coverage 
at a level that is reduced, the coverage 
is prorated for the period during the 
FMLA leave for which no premiums 
were paid. In both cases, the coverage 
level is reduced by prior reimburse-
ments. 

(ii) FMLA requires that an employee 
on FMLA leave have the right to re-
voke or change elections (because of 
events described in § 1.125–4) under the 
same terms and conditions that apply 
to employees participating in the cafe-
teria plan who are not on FMLA leave. 
Thus, for example, if a group health 
plan offers an annual open enrollment 
period to active employees, then, under 
FMLA, an employee on FMLA leave 
when the open enrollment is offered 
must be offered the right to make elec-
tion changes on the same basis as other 
employees. Similarly, if a group health 
plan decides to offer a new benefit 
package option and allows active em-
ployees to elect the new option, then, 
under FMLA, an employee on FMLA 
leave must be allowed to elect the new 
option on the same basis as other em-
ployees. 

(3) The following examples illustrate 
the rules in this Q&A–6: 

Example 1. (i) Employee B elects $1,200 
worth of coverage under a calendar year 
health FSA provided under a cafeteria plan, 
with an annual premium of $1,200. Employee 
B is permitted to pay the $1,200 through pre- 
tax salary reduction amounts of $100 per 
month throughout the 12-month period of 
coverage. Employee B incurs no medical ex-
penses prior to April 1. On April 1, B takes 
FMLA leave after making three months of 
contributions totaling $300 (3 months × $100 = 
$300). Employee B’s coverage ceases during 

the FMLA leave. Consequently, B makes no 
premium payments for the months of April, 
May, and June, and B is not entitled to sub-
mit claims or receive reimbursements for ex-
penses incurred during this period. Employee 
B returns from FMLA leave and elects to be 
reinstated in the health FSA on July 1. 

(ii) Employee B must be given a choice of 
resuming coverage at the level in effect be-
fore the FMLA leave (i.e., $1,200) and making 
up the unpaid premium payments ($300), or 
resuming health FSA coverage at a level 
that is reduced on a prorata basis for the pe-
riod during the FMLA leave for which no 
premiums were paid (i.e., reduced for 3 
months or 1⁄4 of the plan year) less prior re-
imbursements (i.e., $0) with premium pay-
ments due in the same monthly amount pay-
able before the leave (i.e., $100 per month). 
Consequently, if B chooses to resume cov-
erage at the level in effect before the FMLA 
leave, B’s coverage for the remainder of the 
plan year would equal $1,200 and B’s monthly 
premiums would be increased to $150 per 
month for the remainder of the plan year, to 
make up the $300 in premiums missed ($100 
per month plus $50 per month ($300 divided 
by the remaining 6 months)). If B chooses 
prorated coverage, B’s coverage for the re-
mainder of the plan year would equal $900, 
and B would resume making premium pay-
ments of $100 per month for the remainder of 
the plan year. 

Example 2. (i) Assume the same facts as Ex-
ample 1 except that B incurred medical ex-
penses totaling $200 in February and ob-
tained reimbursement of these expenses. 

(ii) The results are the same as in Example 
1, except that if B chooses to resume cov-
erage at the level in effect before the FMLA 
leave, B’s coverage for the remainder of the 
year would equal $1,000 ($1,200 reduced by 
$200) and the monthly payments for the re-
mainder of the year would still equal $150. If 
instead B chooses prorated coverage, B’s cov-
erage for the remainder of the plan year 
would equal $700 ($1,200 prorated for 3 
months, and then reduced by $200) and the 
monthly payments for the remainder of the 
year would still equal $100. 

Example 3. (i) Assume the same facts as Ex-
ample 1 except that, prior to taking FMLA 
leave, B elects to continue health FSA cov-
erage during the FMLA leave. The plan per-
mits B (and B elects) to use the catch-up 
payment option described in Q&A–3 of this 
section, and as further permitted under the 
plan, B chooses to repay the $300 in missed 
payments on a ratable basis over the remain-
ing 6-month period of coverage (i.e., $50 per 
month). 

(ii) Thus, B’s monthly premium payments 
for the remainder of the plan year will be 
$150 ($100 + $50). 
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Q–7: Are employees entitled to non- 
health benefits while taking FMLA 
leave? 

A–7: FMLA does not require an em-
ployer to maintain an employee’s non- 
health benefits (e.g., life insurance) 
during FMLA leave. An employee’s en-
titlement to benefits other than group 
health benefits under a cafeteria plan 
during a period of FMLA leave is to be 
determined by the employer’s estab-
lished policy for providing such bene-
fits when the employee is on non- 
FMLA leave (paid or unpaid). See 29 
CFR 825.209(h). Therefore, an employee 
who takes FMLA leave is entitled to 
revoke an election of non-health bene-
fits under a cafeteria plan to the same 
extent as employees taking non-FMLA 
leave are permitted to revoke elections 
of non-health benefits under a cafeteria 
plan. For example, election changes 
are permitted due to changes of status 
or upon enrollment for a new plan 
year. See § 1.125–4. However, FMLA pro-
vides that, in certain cases, an em-
ployer may continue an employee’s 
non-health benefits under the employ-
er’s cafeteria plan while the employee 
is on FMLA leave in order to ensure 
that the employer can meet its respon-
sibility to provide equivalent benefits 
to the employee upon return from un-
paid FMLA. If the employer continues 
an employee’s non-health benefits dur-
ing FMLA leave, the employer is enti-
tled to recoup the costs incurred for 
paying the employee’s share of the pre-
miums during the FMLA leave period. 
See 29 CFR 825.213(b). Such recoupment 
may be on a pre-tax basis. A cafeteria 
plan must, as required by FMLA, per-
mit an employee whose coverage ter-
minated while on FMLA leave (either 
by revocation or nonpayment of pre-
miums) to be reinstated in the cafe-
teria plan on return from FMLA leave. 
See 29 CFR 825.214(a) and 825.215(d). 

Q–8: What is the applicability date of 
the regulations in this section? 

A–8: This section is applicable for 
cafeteria plan years beginning on or 
after January 1, 2002. 

[T.D. 8966, 66 FR 52677, Oct. 17, 2001; 66 FR 
63920, Dec. 11, 2001] 

§ 1.125–4 Permitted election changes. 
(a) Election changes. A cafeteria plan 

may permit an employee to revoke an 

election during a period of coverage 
and to make a new election only as 
provided in paragraphs (b) through (g) 
of this section. Section 125 does not re-
quire a cafeteria plan to permit any of 
these changes. See paragraph (h) of 
this section for special provisions re-
lating to qualified cash or deferred ar-
rangements, and paragraph (i) of this 
section for special definitions used in 
this section. 

(b) Special enrollment rights—(1) In 
general. A cafeteria plan may permit an 
employee to revoke an election for cov-
erage under a group health plan during 
a period of coverage and make a new 
election that corresponds with the spe-
cial enrollment rights provided in sec-
tion 9801(f). 

(2) Examples. The following examples 
illustrate the application of this para-
graph (b): 

Example 1. (i) Employer M provides health 
coverage for its employees pursuant to a 
plan that is subject to section 9801(f). Under 
the plan, employees may elect either em-
ployee-only coverage or family coverage. M 
also maintains a calendar year cafeteria plan 
under which qualified benefits, including 
health coverage, are funded through salary 
reduction. M’s employee, A, is married to B 
and they have a child, C. In accordance with 
M’s cafeteria plan, Employee A elects em-
ployee-only health coverage before the be-
ginning of the calendar year. During the 
year, A and B adopt a child, D. Within 30 
days thereafter, A wants to revoke A’s elec-
tion for employee-only health coverage and 
obtain family health coverage for A’s spouse, 
C, and D as of the date of D’s adoption. Em-
ployee A satisfies the conditions for special 
enrollment of an employee with a new de-
pendent under section 9801(f)(2), so that A 
may enroll in family coverage under M’s ac-
cident or health plan in order to provide cov-
erage effective as of the date of D’s adoption. 

(ii) M’s cafeteria plan may permit A to 
change A’s salary reduction election to fam-
ily coverage for salary not yet currently 
available. The increased salary reduction is 
permitted to reflect the cost of family cov-
erage from the date of adoption. (A’s adop-
tion of D is also a change in status, and the 
election of family coverage is consistent 
with that change in status. Thus, under 
paragraph (c) of this section, M’s cafeteria 
plan could permit A to elect family coverage 
prospectively in order to cover B, C, and D 
for the remaining portion of the period of 
coverage.) 

Example 2. (i) The employer plans and per-
missible coverage are the same as in Example 
1. Before the beginning of the calendar year, 
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Employee E elects employee-only health cov-
erage under M’s cafeteria plan. Employee E 
marries F during the plan year. F’s em-
ployer, N, offers health coverage to N’s em-
ployees, and, prior to the marriage, F had 
elected employee-only coverage. Employee E 
wants to revoke the election for employee- 
only coverage under M’s cafeteria plan, and 
is considering electing family health cov-
erage under M’s plan or obtaining family 
health coverage under N’s plan. 

(ii) M’s cafeteria plan may permit E to 
change E’s salary reduction election to re-
flect the change to family coverage under 
M’s accident or health plan because the mar-
riage would result in special enrollment 
rights under section 9801(f), pursuant to 
which an election of family coverage under 
M’s accident or health plan would be re-
quired to be effective no later than the first 
day of the first calendar month beginning 
after the completed request for enrollment is 
received by the plan. Since no retroactive 
coverage is required in the event of marriage 
under section 9801(f), E’s salary reduction 
election may only be changed on a prospec-
tive basis. (E’s marriage to F is also a change 
in status under paragraph (c) of this section, 
as illustrated in Example 1 of paragraph 
(c)(4) of this section.) 

(c) Changes in status—(1) Change in 
status rule. A cafeteria plan may permit 
an employee to revoke an election dur-
ing a period of coverage with respect to 
a qualified benefits plan (defined in 
paragraph (i)(8) of this section) to 
which this paragraph (c) applies and 
make a new election for the remaining 
portion of the period (referred to in 
this section as an election change) if, 
under the facts and circumstances— 

(i) A change in status described in 
paragraph (c)(2) of this section occurs; 
and 

(ii) The election change satisfies the 
consistency rule of paragraph (c)(3) of 
this section. 

(2) Change in status events. The fol-
lowing events are changes in status for 
purposes of this paragraph (c): 

(i) Legal marital status. Events that 
change an employee’s legal marital 
status, including the following: mar-
riage; death of spouse; divorce; legal 
separation; and annulment. 

(ii) Number of dependents. Events that 
change an employee’s number of de-
pendents, including the following: 
birth; death; adoption; and placement 
for adoption. 

(iii) Employment status. Any of the 
following events that change the em-

ployment status of the employee, the 
employee’s spouse, or the employee’s 
dependent: a termination or com-
mencement of employment; a strike or 
lockout; a commencement of or return 
from an unpaid leave of absence; and a 
change in worksite. In addition, if the 
eligibility conditions of the cafeteria 
plan or other employee benefit plan of 
the employer of the employee, spouse, 
or dependent depend on the employ-
ment status of that individual and 
there is a change in that individual’s 
employment status with the con-
sequence that the individual becomes 
(or ceases to be) eligible under the 
plan, then that change constitutes a 
change in employment under this para-
graph (c) (e.g., if a plan only applies to 
salaried employees and an employee 
switches from salaried to hourly-paid 
with the consequence that the em-
ployee ceases to be eligible for the 
plan, then that change constitutes a 
change in employment status under 
this paragraph (c)(2)(iii)). 

(iv) Dependent satisfies or ceases to sat-
isfy eligibility requirements. Events that 
cause an employee’s dependent to sat-
isfy or cease to satisfy eligibility re-
quirements for coverage on account of 
attainment of age, student status, or 
any similar circumstance. 

(v) Residence. A change in the place of 
residence of the employee, spouse, or 
dependent. 

(vi) Adoption assistance. For purposes 
of adoption assistance provided 
through a cafeteria plan, the com-
mencement or termination of an adop-
tion proceeding. 

(3) Consistency rule—(i) Application to 
accident or health coverage and group- 
term life insurance. An election change 
satisfies the requirements of this para-
graph (c)(3) with respect to accident or 
health coverage or group-term life in-
surance only if the election change is 
on account of and corresponds with a 
change in status that affects eligibility 
for coverage under an employer’s plan. 
A change in status that affects eligi-
bility under an employer’s plan in-
cludes a change in status that results 
in an increase or decrease in the num-
ber of an employee’s family members 
or dependents who may benefit from 
coverage under the plan. 
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(ii) Application to other qualified bene-
fits. An election change satisfies the re-
quirements of this paragraph (c)(3) 
with respect to other qualified benefits 
if the election change is on account of 
and corresponds with a change in sta-
tus that affects eligibility for coverage 
under an employer’s plan. An election 
change also satisfies the requirements 
of this paragraph (c)(3) if the election 
change is on account of and cor-
responds with a change in status that 
effects expenses described in section 
129 (including employment-related ex-
penses as defined in section 21(b)(2)) 
with respect to dependent care assist-
ance, or expenses described in section 
137 (including qualified adoption ex-
penses as defined in section 137(d)) with 
respect to adoption assistance. 

(iii) Application of consistency rule. If 
the change in status is the employee’s 
divorce, annulment or legal separation 
from a spouse, the death of a spouse or 
dependent, or a dependent ceasing to 
satisfy the eligibility requirements for 
coverage, an employee’s election under 
the cafeteria plan to cancel accident or 
health insurance coverage for any indi-
vidual other than the spouse involved 
in the divorce, annulment or legal sep-
aration, the deceased spouse or depend-
ent, or the dependent that ceased to 
satisfy the eligibility requirements for 
coverage, respectively, fails to cor-
respond with that change in status. 
Thus, if a dependent dies or ceases to 
satisfy the eligibility requirements for 
coverage, the employee’s election to 
cancel accident or health coverage for 
any other dependent, for the employee, 
or for the employee’s spouse fails to 
correspond with that change in status. 
In addition, if an employee, spouse, or 
dependent gains eligibility for coverage 
under a family member plan (as defined 
in paragraph (i)(5) of this section) as a 
result of a change in marital status 
under paragraph (c)(2)(i) of this section 
or a change in employment status 
under paragraph (c)(2)(iii) of this sec-
tion, an employee’s election under the 
cafeteria plan to cease or decrease cov-
erage for that individual under the caf-
eteria plan corresponds with that 
change in status only if coverage for 
that individual becomes applicable or 
is increased under the family member 
plan. With respect to group-term life 

insurance and disability coverage (as 
defined in paragraph (i)(4) of this sec-
tion), an election under a cafeteria 
plan to increase coverage (or an elec-
tion to decrease coverage) in response 
to a change in status described in para-
graph (c)(2) of this section is deemed to 
correspond with that change in status 
as required by paragraph (c)(3)(i) of 
this section. 

(iv) Exception for COBRA. If the em-
ployee, spouse, or dependent becomes 
eligible for continuation coverage 
under the group health plan of the em-
ployee’s employer as provided in sec-
tion 4980B or any similar state law, a 
cafeteria plan may permit the em-
ployee to elect to increase payments 
under the employer’s cafeteria plan in 
order to pay for the continuation cov-
erage. 

(4) Examples. The following examples 
illustrate the application of this para-
graph (c): 

Example 1. (i) Employer M provides health 
coverage (including a health FSA) for its em-
ployees through its cafeteria plan. Before the 
beginning of the calendar year, Employee A 
elects employee-only health coverage under 
M’s cafeteria plan and elects salary reduc-
tion contributions to fund coverage under 
the health FSA. Employee A marries B dur-
ing the year. Employee B’s employer, N, of-
fers health coverage to N’s employees (but 
not including any health FSA), and, prior to 
the marriage, B had elected employee-only 
coverage. Employee A wants to revoke the 
election for employee-only coverage, and is 
considering electing family health coverage 
under M’s plan or obtaining family health 
coverage under N’s plan. 

(ii) Employee A’s marriage to B is a change 
in status under paragraph (c)(2)(i) of this sec-
tion, pursuant to which B has become eligi-
ble for coverage under M’s health plan under 
paragraph (c)(3)(i) of this section. Two pos-
sible election changes by A correspond with 
the change in status: Employee A may elect 
family health coverage under M’s plan to 
cover A and B; or A may cancel coverage 
under M’s plan, if B elects family health cov-
erage under N’s plan to cover A and B. Thus, 
M’s cafeteria plan may permit A to make ei-
ther election change. 

(iii) Employee A may also increase salary 
reduction contributions to fund coverage for 
B under the health FSA. 

Example 2. (i) Employee C, a single parent, 
elects family health coverage under a cal-
endar year cafeteria plan maintained by Em-
ployer O. Employee C and C’s 21-year old 
child, D, are covered under O’s health plan. 
During the year, D graduates from college. 
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Under the terms of the health plan, depend-
ents over the age of 19 must be full-time stu-
dents to receive coverage. Employee C wants 
to revoke C’s election for family health cov-
erage and obtain employee-only coverage 
under O’s cafeteria plan. 

(ii) D’s loss of eligibility for coverage 
under the terms of the health plan is a 
change in status under paragraph (c)(2)(iv) of 
this section. A revocation of C’s election for 
family coverage and new election for em-
ployee-only coverage corresponds with the 
change in status. Thus, O’s cafeteria plan 
may permit C to elect employee-only cov-
erage. 

Example 3. (i) Employee E is married to F 
and they have one child, G. Employee E is 
employed by Employer P, and P maintains a 
calendar year cafeteria plan that allows em-
ployees to elect no health coverage, em-
ployee-only coverage, employee-plus-one-de-
pendent coverage, or family coverage. Under 
the plan, before the beginning of the cal-
endar year, E elects family health coverage 
for E, F, and G. E and F divorce during the 
year and F loses eligibility for coverage 
under P’s plan. G does not lose eligibility for 
health coverage under P’s plan upon the di-
vorce. E now wants to revoke E’s election 
under the cafeteria plan and elect no cov-
erage. 

(ii) The divorce is a change in status under 
paragraph (c)(2)(i). A change in the cafeteria 
plan election to cancel health coverage for F 
is consistent with that change in status. 
However, an election change to cancel E’s or 
G’s health coverage does not satisfy the con-
sistency rule under paragraph (c)(3)(iii) of 
this section regarding cancellation of cov-
erage for an employee’s other dependents in 
the event of divorce. Therefore, the cafeteria 
plan may not permit E to elect no coverage. 
However, an election to change to employee- 
plus-one-dependent health coverage would 
correspond with the change in status, and 
thus the cafeteria plan may permit E to elect 
employee-plus-one-dependent health cov-
erage. 

(iii) In addition, under paragraph (f)(4) of 
this section, if F makes an election change 
to cover G under F’s employer’s plan, then E 
may make a corresponding change to elect 
employee-only coverage under P’s cafeteria 
plan. 

Example 4. (i) Employer R maintains a cal-
endar year cafeteria plan under which full- 
time employees may elect coverage under 
one of three benefit package options pro-
vided under an accident or health plan: an 
indemnity option or either of two HMO op-
tions for employees who work in the respec-
tive service areas of the two HMOs. Em-
ployee A, who works in the service area of 
HMO #1, elects the HMO #1 option. During 
the year, A is transferred to another work lo-
cation which is outside the HMO #1 service 
area and inside the HMO #2 service area. 

(ii) The transfer is a change in status 
under paragraph (c)(2)(iii) of this section (re-
lating to a change in worksite), and, under 
the consistency rule in paragraph (c)(3) of 
this section, the cafeteria plan may permit A 
to make an election change to elect the in-
demnity option or HMO #2 or to cancel acci-
dent or health coverage. 

(iii) The change in work location has no ef-
fect on A’s eligibility under R’s health FSA, 
so no change in A’s health FSA is authorized 
under this paragraph (c). 

Example 5. (i) Employer S maintains a cal-
endar year cafeteria plan that allows em-
ployees to elect coverage under an accident 
or health plan providing indemnity coverage 
and coverage under a health FSA. Prior to 
the beginning of the calendar year, Em-
ployee B elects employee-only indemnity 
coverage, and elects salary reduction con-
tributions of $600 during the year to fund 
coverage under the health FSA for up to $600 
of reimbursements for the year. Employee 
B’s spouse, C, has employee-only coverage 
under an accident or health plan maintained 
by C’s employer. During the year, C termi-
nates employment and loses coverage under 
that plan. B now wants to elect family cov-
erage under S’s accident or health plan and 
increase B’s FSA election. 

(ii) C’s termination of employment is a 
change in status under paragraph (c)(2)(iii) 
of this section, and the election change satis-
fies the consistency rule of paragraph (c)(3) 
of this section. Therefore, the cafeteria plan 
may permit B to elect family coverage under 
S’s accident or health plan and to increase 
B’s FSA coverage. 

Example 6. (i) Employer T provides group- 
term life insurance coverage as described 
under section 79. Under T’s plan, an em-
ployee may elect life insurance coverage in 
an amount up to $50,000. T also maintains a 
calendar year cafeteria plan under which 
qualified benefits, including the group-term 
life insurance coverage, are funded through 
salary reduction. Employee D has a spouse 
and a child. Before the beginning of the year, 
D elects $10,000 of group-term life insurance 
coverage. During the year, D is divorced. 

(ii) The divorce is a change in status under 
paragraph (c)(2)(i) of this section. Under 
paragraph (c)(3)(iii) of this section, either an 
increase or a decrease in coverage is con-
sistent with this change in status. Thus, T’s 
cafeteria plan may permit D to increase or 
to decrease D’s group-term life insurance 
coverage. 

Example 7. (i) Employee E is married to F 
and they have one child, G. Employee E’s 
employer, U, maintains a cafeteria plan 
under which employees may elect no cov-
erage, employee-only coverage, or family 
coverage under a group health plan main-
tained by U, and may make a separate vision 
coverage election under the plan. Before the 
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beginning of the calendar year, E elects fam-
ily health coverage and no vision coverage 
under U’s cafeteria plan. Employee F’s em-
ployer, V, maintains a cafeteria plan under 
which employees may elect no coverage, em-
ployee-only coverage, or family coverage 
under a group health plan maintained by V, 
and may make a separate vision coverage 
election under the plan. Before the beginning 
of the calendar year, F elects no health cov-
erage and employee-only vision coverage 
under V’s plan. During the year, F termi-
nates employment with V and loses vision 
coverage under V’s plan. Employee E now 
wants to elect family vision coverage under 
U’s group health plan. 

(ii) F’s termination of employment is a 
change in status under paragraph (c)(2)(iii) 
of this section, and the election change satis-
fies the consistency rule of paragraph (c)(3) 
of this section. Therefore, U’s cafeteria plan 
may permit E to elect family vision coverage 
(covering E and G as well as F) under U’s 
group health plan. 

Example 8. (i) Before the beginning of the 
year, Employee H elects to participate in a 
cafeteria plan maintained by H’s employer, 
W. However, in order to change the election 
during the year so as to cancel coverage, and 
by prior understanding with W, H terminates 
employment and resumes employment one 
week later. 

(ii) In this Example 8, under the facts and 
circumstances, a principal purpose of the 
termination of employment was to alter the 
election, and reinstatement of employment 
was understood at the time of termination. 
Accordingly, H does not have a change in 
status under paragraph (c)(2)(iii) of this sec-
tion. 

(iii) However, H’s termination of employ-
ment would constitute a change in status, 
permitting a cancellation of coverage during 
the period of unemployment, if H’s original 
cafeteria plan election for the period of cov-
erage was reinstated upon resumption of em-
ployment (for example, if W’s cafeteria plan 
contains a provision requiring an employee 
who resumes employment within 30 days, 
without any other intervening event that 
would permit a change in election, to return 
to the election in effect prior to termination 
of employment). 

(iv) If, instead, H terminates employment 
and cancels coverage during a period of un-
employment, and then returns to work more 
than 30 days following termination of em-
ployment, the cafeteria plan may permit H 
the option of returning to the election in ef-
fect prior to termination of employment or 
making a new election under the plan. Alter-
natively, the cafeteria plan may prohibit H 
from returning to the plan during that plan 
year. 

Example 9. (i) Employee A has one child, B. 
Employee A’s employer, X, maintains a cal-
endar year cafeteria plan that allows em-

ployees to elect coverage under a dependent 
care FSA. Prior to the beginning of the cal-
endar year, A elects salary reduction con-
tributions of $4,000 during the year to fund 
coverage under the dependent care FSA for 
up to $4,000 of reimbursements for the year. 
During the year, B reaches the age of 13, and 
A wants to cancel coverage under the de-
pendent care FSA. 

(ii) When B turns 13, B ceases to satisfy the 
definition of qualifying individual under sec-
tion 21(b)(1) of the Internal Revenue Code. 
Accordingly, B’s attainment of age 13 is a 
change in status under paragraph (c)(2)(iv) of 
this section that affects A’s employment-re-
lated expenses as defined in section 21(b)(2). 
Therefore, A may make a corresponding 
change under X’s cafeteria plan to cancel 
coverage under the dependent care FSA. 

Example 10. (i) Employer Y maintains a cal-
endar year cafeteria plan under which full- 
time employees may elect coverage under ei-
ther an indemnity option or an HMO. Em-
ployee C elects the employee-only indemnity 
option. During the year, C marries D. D has 
two children from a previous marriage, and 
has family group health coverage in a cafe-
teria plan sponsored by D’s employer, Z. C 
wishes to change from employee-only indem-
nity coverage to HMO coverage for the fam-
ily. D wishes to cease coverage in Z’s group 
health plan and certifies to Z that D will 
have family coverage under C’s plan (and Z 
has no reason to believe the certification is 
incorrect). 

(ii) The marriage is a change in status 
under paragraph (c)(2)(i) of this section. 
Under the consistency rule in paragraph 
(c)(3) of this section, Y’s cafeteria plan may 
permit C to change his or her salary reduc-
tion contributions to reflect the change from 
employee-only indemnity to HMO family 
coverage, and Z may permit D to revoke cov-
erage under Z’s cafeteria plan. 

(d) Judgment, decree, or order—(1) Con-
forming election change. This paragraph 
(d) applies to a judgment, decree, or 
order (order) resulting from a divorce, 
legal separation, annulment, or change 
in legal custody (including a qualified 
medical child support order as defined 
in section 609 of the Employee Retire-
ment Income Security Act of 1974 (Pub-
lic Law 93–406 (88 Stat. 829))) that re-
quires accident or health coverage for 
an employee’s child or for a foster child 
who is a dependent of the employee. A 
cafeteria plan will not fail to satisfy 
section 125 if it— 

(i) Changes the employee’s election 
to provide coverage for the child if the 
order requires coverage for the child 
under the employee’s plan; or 
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(ii) Permits the employee to make an 
election change to cancel coverage for 
the child if: 

(A) The order requires the spouse, 
former spouse, or other individual to 
provide coverage for the child; and 

(B) That coverage is, in fact, pro-
vided. 

(2) Example. The following example il-
lustrates the application of this para-
graph (d): 

Example. (i) Employer M maintains a cal-
endar year cafeteria plan that allows em-
ployees to elect no health coverage, em-
ployee-only coverage, employee-plus-one-de-
pendent coverage, or family coverage. M’s 
employee, A, is married to B and they have 
one child, C. Before the beginning of the 
year, A elects employee-only health cov-
erage. Employee A divorces B during the 
year and, pursuant to A’s divorce agreement 
with B, M’s health plan receives a qualified 
medical child support order (as defined in 
section 609 of the Employee Retirement In-
come Security Act of 1974) during the plan 
year. The order requires M’s health plan to 
cover C. 

(ii) Under this paragraph (d), M’s cafeteria 
plan may change A’s election from em-
ployee-only health coverage to employee- 
plus-one-dependent coverage in order to 
cover C. 

(e) Entitlement to Medicare or Med-
icaid. If an employee, spouse, or de-
pendent who is enrolled in an accident 
or health plan of the employer becomes 
entitled to coverage (i.e., becomes en-
rolled) under Part A or Part B of title 
XVIII of the Social Security Act (Medi-
care) (Public Law 89–97 (79 Stat. 291)) or 
title XIX of the Social Security Act 
(Medicaid) (Public Law 89–97 (79 Stat. 
343)), other than coverage consisting 
solely of benefits under section 1928 of 
the Social Security Act (the program 
for distribution of pediatric vaccines), 
a cafeteria plan may permit the em-
ployee to make a prospective election 
change to cancel or reduce coverage of 
that employee, spouse, or dependent 
under the accident or health plan. In 
addition, if an employee, spouse, or de-
pendent who has been entitled to such 
coverage under Medicare or Medicaid 
loses eligibility for such coverage, the 
cafeteria plan may permit the em-
ployee to make a prospective election 
to commence or increase coverage of 
that employee, spouse, or dependent 
under the accident or health plan. 

(f) Significant cost or coverage 
changes—(1) In general. Paragraphs 
(f)(2) through (5) of this section set 
forth rules for election changes as a re-
sult of changes in cost or coverage. 
This paragraph (f) does not apply to an 
election change with respect to a 
health FSA (or on account of a change 
in cost or coverage under a health 
FSA). 

(2) Cost changes—(i) Automatic 
changes. If the cost of a qualified bene-
fits plan increases (or decreases) during 
a period of coverage and, under the 
terms of the plan, employees are re-
quired to make a corresponding change 
in their payments, the cafeteria plan 
may, on a reasonable and consistent 
basis, automatically make a prospec-
tive increase (or decrease) in affected 
employees’ elective contributions for 
the plan. 

(ii) Significant cost changes. If the cost 
charged to an employee for a benefit 
package option (as defined in para-
graph (i)(2) of this section) signifi-
cantly increases or significantly de-
creases during a period of coverage, the 
cafeteria plan may permit the em-
ployee to make a corresponding change 
in election under the cafeteria plan. 
Changes that may be made include 
commencing participation in the cafe-
teria plan for the option with a de-
crease in cost, or, in the case of an in-
crease in cost, revoking an election for 
that coverage and, in lieu thereof, ei-
ther receiving on a prospective basis 
coverage under another benefit pack-
age option providing similar coverage 
or dropping coverage if no other benefit 
package option providing similar cov-
erage is available. For example, if the 
cost of an indemnity option under an 
accident or health plan significantly 
increases during a period of coverage, 
employees who are covered by the in-
demnity option may make a cor-
responding prospective increase in 
their payments or may instead elect to 
revoke their election for the indemnity 
option and, in lieu thereof, elect cov-
erage under another benefit package 
option including an HMO option (or 
drop coverage under the accident or 
health plan if no other benefit package 
option is offered). 

(iii) Application of cost changes. For 
purposes of paragraphs (f)(2)(i) and (ii) 
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of this section, a cost increase or de-
crease refers to an increase or decrease 
in the amount of the elective contribu-
tions under the cafeteria plan, whether 
that increase or decrease results from 
an action taken by the employee (such 
as switching between full-time and 
part-time status) or from an action 
taken by an employer (such as reduc-
ing the amount of employer contribu-
tions for a class of employees). 

(iv) Application to dependent care. This 
paragraph (f)(2) applies in the case of a 
dependent care assistance plan only if 
the cost change is imposed by a de-
pendent care provider who is not a rel-
ative of the employee. For this pur-
pose, a relative is an individual who is 
related as described in section 152(a)(1) 
through (8), incorporating the rules of 
section 152(b)(1) and (2). 

(3) Coverage changes—(i) Significant 
curtailment without loss of coverage. If an 
employee (or an employee’s spouse or 
dependent) has a significant curtail-
ment of coverage under a plan during a 
period of coverage that is not a loss of 
coverage as described in paragraph 
(f)(3)(ii) of this section (for example, 
there is a significant increase in the 
deductible, the copay, or the out-of- 
pocket cost sharing limit under an ac-
cident or health plan), the cafeteria 
plan may permit any employee who 
had been participating in the plan and 
receiving that coverage to revoke his 
or her election for that coverage and, 
in lieu thereof, to elect to receive on a 
prospective basis coverage under an-
other benefit package option providing 
similar coverage. Coverage under a 
plan is significantly curtailed only if 
there is an overall reduction in cov-
erage provided under the plan so as to 
constitute reduced coverage generally. 
Thus, in most cases, the loss of one 
particular physician in a network does 
not constitute a significant curtail-
ment. 

(ii) Significant curtailment with loss of 
coverage. If an employee (or the em-
ployee’s spouse or dependent) has a sig-
nificant curtailment that is a loss of 
coverage, the plan may permit that 
employee to revoke his or her election 
under the cafeteria plan and, in lieu 
thereof, to elect either to receive on a 
prospective basis coverage under an-
other benefit package option providing 

similar coverage or to drop coverage if 
no similar benefit package option is 
available. For purposes of this para-
graph (f)(3)(ii), a loss of coverage 
means a complete loss of coverage 
under the benefit package option or 
other coverage option (including the 
elimination of a benefits package op-
tion, an HMO ceasing to be available in 
the area where the individual resides, 
or the individual losing all coverage 
under the option by reason of an over-
all lifetime or annual limitation). In 
addition, the cafeteria plan may, in its 
discretion, treat the following as a loss 
of coverage— 

(A) A substantial decrease in the 
medical care providers available under 
the option (such as a major hospital 
ceasing to be a member of a preferred 
provider network or a substantial de-
crease in the physicians participating 
in a preferred provider network or an 
HMO); 

(B) A reduction in the benefits for a 
specific type of medical condition or 
treatment with respect to which the 
employee or the employee’s spouse or 
dependent is currently in a course of 
treatment; or 

(C) Any other similar fundamental 
loss of coverage. 

(iii) Addition or improvement of a ben-
efit package option. If a plan adds a new 
benefit package option or other cov-
erage option, or if coverage under an 
existing benefit package option or 
other coverage option is significantly 
improved during a period of coverage, 
the cafeteria plan may permit eligible 
employees (whether or not they have 
previously made an election under the 
cafeteria plan or have previously elect-
ed the benefit package option) to re-
voke their election under the cafeteria 
plan and, in lieu thereof, to make an 
election on a prospective basis for cov-
erage under the new or improved ben-
efit package option. 

(4) Change in coverage under another 
employer plan. A cafeteria plan may 
permit an employee to make a prospec-
tive election change that is on account 
of and corresponds with a change made 
under another employer plan (includ-
ing a plan of the same employer or of 
another employer) if— 

(i) The other cafeteria plan or quali-
fied benefits plan permits participants 
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to make an election change that would 
be permitted under paragraphs (b) 
through (g) of this section (dis-
regarding this paragraph (f)(4)); or 

(ii) The cafeteria plan permits par-
ticipants to make an election for a pe-
riod of coverage that is different from 
the period of coverage under the other 
cafeteria plan or qualified benefits 
plan. 

(5) Loss of coverage under other group 
health coverage. A cafeteria plan may 
permit an employee to make an elec-
tion on a prospective basis to add cov-
erage under a cafeteria plan for the 
employee, spouse, or dependent if the 
employee, spouse, or dependent loses 
coverage under any group health cov-
erage sponsored by a governmental or 
educational institution, including the 
following— 

(i) A State’s children’s health insur-
ance program (SCHIP) under title XXI 
of the Social Security Act; 

(ii) A medical care program of an In-
dian Tribal government (as defined in 
section 7701(a)(40)), the Indian Health 
Service, or a tribal organization; 

(iii) A State health benefits risk 
pool; or 

(iv) A Foreign government group 
health plan. 

(6) Examples. The following examples 
illustrate the application of this para-
graph (f): 

Example 1. (i) A calendar year cafeteria 
plan is maintained pursuant to a collective 
bargaining agreement for the benefit of Em-
ployer M’s employees. The cafeteria plan of-
fers various benefits, including indemnity 
health insurance and a health FSA. As a re-
sult of mid-year negotiations, premiums for 
the indemnity health insurance are reduced 
in the middle of the year, insurance co-pay-
ments for office visits are reduced under the 
indemnity plan by an amount which con-
stitutes a significant benefit improvement, 
and an HMO option is added. 

(ii) Under these facts, the reduction in 
health insurance premiums is a reduction in 
cost. Accordingly, under paragraph (f)(2)(i) of 
this section, the cafeteria plan may auto-
matically decrease the amount of salary re-
duction contributions of affected partici-
pants by an amount that corresponds to the 
premium change. However, the plan may not 
permit employees to change their health 
FSA elections to reflect the mid-year change 
in copayments under the indemnity plan. 

(iii) Also, the decrease in co-payments is a 
significant benefit improvement and the ad-
dition of the HMO option is an addition of a 

benefit package option. Accordingly, under 
paragraph (f)(3)(ii) of this section, the cafe-
teria plan may permit eligible employees to 
make an election change to elect the indem-
nity plan or the new HMO option. However, 
the plan may not permit employees to 
change their health FSA elections to reflect 
differences in co-payments under the HMO 
option. 

Example 2. (i) Employer N sponsors an acci-
dent or health plan under which employees 
may elect either employee-only coverage or 
family health coverage. The 12-month period 
of coverage under N’s cafeteria plan begins 
January 1, 2001. N’s employee, A, is married 
to B. Employee A elects employee-only cov-
erage under N’s plan. B’s employer, O, offers 
health coverage to O’s employees under its 
accident or health plan under which employ-
ees may elect either employee-only coverage 
or family coverage. O’s plan has a 12-month 
period of coverage beginning September 1, 
2001. B maintains individual coverage under 
O’s plan at the time A elects coverage under 
N’s plan, and wants to elect no coverage for 
the plan year beginning on September 1, 2001, 
which is the next period of coverage under 
O’s accident or health plan. A certifies to N 
that B will elect no coverage under O’s acci-
dent or health plan for the plan year begin-
ning on September 1, 2001 and N has no rea-
son to believe that A’s certification is incor-
rect. 

(ii) Under paragraph (f)(4)(ii) of this sec-
tion, N’s cafeteria plan may permit A to 
change A’s election prospectively to family 
coverage under that plan effective Sep-
tember 1, 2001. 

Example 3. (i) Employer P sponsors a cal-
endar year cafeteria plan under which em-
ployees may elect either employee-only or 
family health coverage. Before the beginning 
of the year, P’s employee, C, elects family 
coverage under P’s cafeteria plan. C also 
elects coverage under the health FSA for up 
to $200 of reimbursements for the year to be 
funded by salary reduction contributions of 
$200 during the year. C is married to D, who 
is employed by Employer Q. Q does not 
maintain a cafeteria plan, but does maintain 
an accident or health plan providing its em-
ployees with employee-only coverage. Dur-
ing the calendar year, Q adds family cov-
erage as an option under its health plan. D 
elects family coverage under Q’s plan, and C 
wants to revoke C’s election for health cov-
erage and elect no health coverage under P’s 
cafeteria plan for the remainder of the year. 

(ii) Q’s addition of family coverage as an 
option under its health plan constitutes a 
new coverage option described in paragraph 
(f)(3)(ii) of this section. Accordingly, pursu-
ant to paragraph (f)(4)(i) of this section, P’s 
cafeteria plan may permit C to revoke C’s 
health coverage election if D actually elects 
family health coverage under Q’s accident or 
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health plan. Employer P’s plan may not per-
mit C to change C’s health FSA election. 

Example 4. (i) Employer R maintains a cafe-
teria plan under which employees may elect 
accident or health coverage under either an 
indemnity plan or an HMO. Before the begin-
ning of the year, R’s employee, E elects cov-
erage under the HMO at a premium cost of 
$100 per month. During the year, E decides to 
switch to the indemnity plan, which charges 
a premium of $140 per month. 

(ii) E’s change from the HMO to indemnity 
plan is not a change in cost or coverage 
under this paragraph (f), and none of the 
other election change rules under paragraphs 
(b) through (e) of this section apply. 

(iii) Although R’s health plan may permit 
E to make the change from the HMO to the 
indemnity plan, R’s cafeteria plan may not 
permit E to make an election change to re-
flect the increased premium. Accordingly, if 
E switches from the HMO to the indemnity 
plan, E may pay the $40 per month additional 
cost on an after-tax basis. 

Example 5. (i) Employee A is married to 
Employee B and they have one child, C. Em-
ployee A’s employer, M, maintains a cal-
endar year cafeteria plan that allows em-
ployees to elect coverage under a dependent 
care FSA. Child C attends X’s on site child 
care center at an annual cost of $3,000. Prior 
to the beginning of the year, A elects salary 
reduction contributions of $3,000 during the 
year to fund coverage under the dependent 
care FSA for up to $3,000 of reimbursements 
for the year. Employee A now wants to re-
voke A’s election of coverage under the de-
pendent care FSA, because A has found a 
new child care provider. 

(ii) The availability of dependent care serv-
ices from the new child care provider (wheth-
er the new provider is a household employee 
or family member of A or B or a person who 
is independent of A and B) is a significant 
change in coverage similar to a benefit pack-
age option becoming available. Because the 
FSA is a dependent care FSA rather than a 
health FSA, the coverage rules of this sec-
tion apply and M’s cafeteria plan may permit 
A to elect to revoke A’s previous election of 
coverage under the dependent care FSA, and 
make a corresponding new election to reflect 
the cost of the new child care provider. 

Example 6. (i) Employee D is married to 
Employee E and they have one child, F. Em-
ployee D’s employer, N, maintains a calendar 
year cafeteria plan that allows employees to 
elect coverage under a dependent care FSA. 
Child F is cared for by Y, D’s household em-
ployee, who provides child care services five 
days a week from 9 a.m. to 6 p.m. at an an-
nual cost in excess of $5,000. Prior to the be-
ginning of the year, D elects salary reduc-
tion contributions of $5,000 during the year 
to fund coverage under the dependent care 
FSA for up to $5,000 of reimbursements for 
the year. During the year, F begins school 

and, as a result, Y’s regular hours of work 
are changed to five days a week from 3 p.m. 
to 6 p.m. Employee D now wants to revoke 
D’s election under the dependent care FSA, 
and make a new election under the depend-
ent care FSA to an annual cost of $4,000 to 
reflect a reduced cost of child care due to Y’s 
reduced hours. 

(ii) The change in the number of hours of 
work performed by Y is a change in coverage. 
Thus, N’s cafeteria plan may permit D to re-
duce D’s previous election under the depend-
ent care FSA to $4,000. 

Example 7. (i) Employee G is married to 
Employee H and they have one child, J. Em-
ployee G’s employer, O, maintains a calendar 
year cafeteria plan that allows employees to 
elect coverage under a dependent care FSA. 
Child J is cared for by Z, G’s household em-
ployee, who is not a relative of G and who 
provides child care services at an annual cost 
of $4,000. Prior to the beginning of the year, 
G elects salary reduction contributions of 
$4,000 during the year to fund coverage under 
the dependent care FSA for up to $4,000 of re-
imbursements for the year. During the year, 
G raises Z’s salary. Employee G now wants to 
revoke G’s election under the dependent care 
FSA, and make a new election under the de-
pendent care FSA to an annual amount of 
$4,500 to reflect the raise. 

(ii) The raise in Z’s salary is a significant 
increase in cost under paragraph (f)(2)(ii) of 
this section, and an increase in election to 
reflect the raise corresponds with that 
change in status. Thus, O’s cafeteria plan 
may permit G to elect to increase G’s elec-
tion under the dependent care FSA. 

Example 8. (i) Employer P maintains a cal-
endar year cafeteria plan that allows em-
ployees to elect employee-only, employee 
plus one dependent, or family coverage under 
an indemnity plan. During the middle of the 
year, Employer P gives its employees the op-
tion to select employee-only or family cov-
erage from an HMO plan. P’s employee, J, 
who had elected employee plus one depend-
ent coverage under the indemnity plan, de-
cides to switch to family coverage under the 
HMO plan. 

(ii) Employer P’s midyear addition of the 
HMO option is an addition of a benefit pack-
age option. Under paragraph (f) of this sec-
tion, Employee J may change his or her sal-
ary reduction contributions to reflect the 
change from indemnity to HMO coverage, 
and also to reflect the change from employee 
plus one dependent to family coverage (how-
ever, an election of employee-only coverage 
under the new option would not correspond 
with the addition of a new option). Employer 
P may not permit J to change J’s health FSA 
election. 

(g) Special requirements relating to the 
Family and Medical Leave Act. An em-
ployee taking leave under the Family 
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and Medical Leave Act (FMLA) (Public 
Law 103–3 (107 Stat. 6)) may revoke an 
existing election of accident or health 
plan coverage and make such other 
election for the remaining portion of 
the period of coverage as may be pro-
vided for under the FMLA. See § 1.125– 
3 for additional rules. 

(h) Elective contributions under a quali-
fied cash or deferred arrangement. The 
provisions of this section do not apply 
with respect to elective contributions 
under a qualified cash or deferred ar-
rangement (within the meaning of sec-
tion 401(k)) or employee contributions 
subject to section 401(m). Thus, a cafe-
teria plan may permit an employee to 
modify or revoke elections in accord-
ance with section 401(k) and (m) and 
the regulations thereunder. 

(i) Definitions. Unless otherwise pro-
vided, the definitions in paragraphs 
(i)(1) though (8) of this section apply 
for purposes of this section. 

(1) Accident or health coverage. Acci-
dent or health coverage means cov-
erage under an accident or health plan 
as defined in regulations under section 
105. 

(2) Benefit package option. A benefit 
package option means a qualified ben-
efit under section 125(f) that is offered 
under a cafeteria plan, or an option for 
coverage under an underlying accident 
or health plan (such as an indemnity 
option, an HMO option, or a PPO op-
tion under an accident or health plan). 

(3) Dependent. A dependent means a 
dependent as defined in section 152, ex-
cept that, for purposes of accident or 
health coverage, any child to whom 
section 152(e) applies is treated as a de-
pendent of both parents, and, for pur-
poses of dependent care assistance pro-
vided through a cafeteria plan, a de-
pendent means a qualifying individual 
(as defined in section 21(b)(1)) with re-
spect to the employee. 

(4) Disability coverage. Disability cov-
erage means coverage under an acci-
dent or health plan that provides bene-
fits due to personal injury or sickness, 
but does not reimburse expenses in-
curred for medical care (as defined in 
section 213(d)) of the employee or the 
employee’s spouse and dependents. For 
purposes of this section, disability cov-
erage includes payments described in 
section 105(c). 

(5) Family member plan. A family 
member plan means a cafeteria plan or 
qualified benefit plan sponsored by the 
employer of the employee’s spouse or 
the employee’s dependent. 

(6) FSA, health FSA. An FSA means a 
qualified benefits plan that is a flexible 
spending arrangement as defined in 
section 106(c)(2) . A health FSA means 
a health or accident plan that is an 
FSA. 

(7) Placement for adoption. Placement 
for adoption means placement for 
adoption as defined in regulations 
under section 9801. 

(8) Qualified benefits plan. A qualified 
benefits plan means an employee ben-
efit plan governing the provision of one 
or more benefits that are qualified ben-
efits under section 125(f). A plan does 
not fail to be a qualified benefits plan 
merely because it includes an FSA, as-
suming that the FSA meets the re-
quirements of section 125 and the regu-
lations thereunder. 

(9) Similar coverage. Coverage for the 
same category of benefits for the same 
individuals (e.g., family to family or 
single to single). For example, two 
plans that provide coverage for major 
medical are considered to be similar 
coverage. For purposes of this defini-
tion, a health FSA is not similar cov-
erage with respect to an accident or 
health plan that is not a health FSA. A 
plan may treat coverage by another 
employer, such as a spouse’s or depend-
ent’s employer, as similar coverage. 

(j) Effective date—(1) General rule. Ex-
cept as provided in paragraph (j)(2) of 
this section, this section is applicable 
for cafeteria plan years beginning on or 
after January 1, 2001. 

(2) Delayed effective date for certain 
provisions. The following provisions are 
applicable for cafeteria plan years be-
ginning on or after January 1, 2002: 
paragraph (c) of this section to the ex-
tent applicable to qualified benefits 
other than an accident or health plan 
or a group-term life insurance plan; 
paragraph (d)(1)(ii)(B) of this section 
(relating to a spouse, former spouse, or 
other individual obtaining accident or 
health coverage for an employee’s child 
in response to a judgment, decree, or 
order); paragraph (f) of this section 
(rules for election changes as a result 
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of cost or coverage changes); and para-
graph (i)(9) of this section (defining 
similar coverage). 

[T.D. 8878, 65 FR 15550, Mar. 23, 2000, as 
amended by T.D. 8921, 66 FR 1840, Jan. 10, 
2001; 66 FR 13013, Mar. 2, 2001; T.D. 8966, 66 FR 
52680, Oct. 17, 2001] 

§ 1.125–4T Permitted election changes 
(temporary). 

(a) Election changes. A cafeteria plan 
may permit an employee to revoke an 
election during a period of coverage 
and to make a new election only as 
provided in paragraphs (b) through (i) 
of this section. See paragraph (j) of this 
section for special provisions relating 
to qualified cash or deferred arrange-
ments. 

(b) Special enrollment rights. A cafe-
teria plan may permit an employee to 
revoke an election for accident or 
health coverage during a period of cov-
erage and make a new election that 
corresponds with the special enroll-
ment rights provided in section 9801(f), 
whether or not the change in election 
is permitted under paragraph (c) of this 
section. 

(c) Changes in status for accident or 
health coverage and group-term life—(1) 
In general. A cafeteria plan may permit 
an employee to revoke an election for 
accident or health coverage or group- 
term life insurance coverage during a 
period of coverage and make a new 
election for the remaining portion of 
the period if, under the facts and cir-
cumstances— 

(i) A change in status occurs; and 
(ii) The election change satisfies the 

consistency requirement in paragraph 
(c)(3) of this section (consistency rule 
for accident or health coverage) or 
(c)(4) of this section (consistency rule 
for group-term life insurance cov-
erage). 

(2) Change in status events. The fol-
lowing events are changes in status for 
purposes of this paragraph (c): 

(i) Legal marital status. Events that 
change an employee’s legal marital 
status, including marriage, death of 
spouse, divorce, legal separation, or an-
nulment; 

(ii) Number of dependents. Events that 
change an employee’s number of de-
pendents (as defined in section 152), in-
cluding birth, adoption, placement for 

adoption (as defined in regulations 
under section 9801), or death of a de-
pendent; 

(iii) Employment status. A termination 
or commencement of employment by 
the employee, spouse, or dependent; 

(iv) Work schedule. A reduction or in-
crease in hours of employment by the 
employee, spouse, or dependent, includ-
ing a switch between part-time and 
full-time, a strike or lockout, or com-
mencement or return from an unpaid 
leave of absence; 

(v) Dependent satisfies or ceases to sat-
isfy the requirements for unmarried de-
pendents. An event that causes an em-
ployee’s dependent to satisfy or cease 
to satisfy the requirements for cov-
erage due to attainment of age, student 
status, or any similar circumstance as 
provided in the accident or health plan 
under which the employee receives cov-
erage; and 

(vi) Residence or Worksite. A change in 
the place of residence or work of the 
employee, spouse, or dependent. 

(3) Consistency rule for accident or 
health coverage. (i) General rule. (A) An 
employee’s revocation of a cafeteria 
plan election during a period of cov-
erage and new election for the remain-
ing portion of the period (referred to 
below as an ‘‘election change’’) is con-
sistent with a change in status if, and 
only if— 

(1) The change in status results in 
the employee, spouse, or dependent 
gaining or losing eligibility for acci-
dent or health coverage under either 
the cafeteria plan or an accident or 
health plan of the spouse’s or depend-
ent’s employer; and 

(2) The election change corresponds 
with that gain or loss of coverage. 

(B) A change in status results in an 
employee, spouse, or dependent gaining 
(or losing) eligibility for coverage 
under a plan only if the individual be-
comes eligible (or ineligible) to partici-
pate in the plan. A cafeteria plan may 
treat an individual as gaining (or los-
ing) eligibility for coverage if the indi-
vidual becomes eligible (or ineligible) 
for a particular benefit package option 
under a plan (e.g., a change in status 
results in an individual becoming eligi-
ble for a managed care option or an in-
demnity option). If, as a result of a 
change in status, the individual gains 
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eligibility for elective coverage under a 
plan of the spouse’s or dependent’s em-
ployer, the consistency rule of this 
paragraph (c)(3)(i) is satisfied only if 
the individual elects the coverage 
under the spouse’s or dependent’s em-
ployer. See the Examples in paragraph 
(k) of this section for illustrations of 
the consistency rule. 

(ii) Exception for COBRA. Notwith-
standing paragraph (c)(3)(i) of this sec-
tion, if the employee, spouse, or de-
pendent becomes eligible for continu-
ation coverage under the employer’s 
group health plan as provided in sec-
tion 4980B or any similar State law, the 
employee may elect to increase pay-
ments under the employer’s cafeteria 
plan in order to pay for the continu-
ation coverage. 

(4) Consistency rule for group-term life 
insurance coverage. Except as provided 
in this paragraph (c)(4), the provisions 
of paragraph (c)(3)(i) of this section 
apply to group-term life insurance cov-
erage. In the case of marriage, birth, 
adoption, or placement for adoption, a 
cafeteria plan can allow an election 
change to increase (but not to reduce) 
the amount of the employee’s life in-
surance coverage. In the case of di-
vorce, legal separation, annulment, or 
death of a spouse or dependent, a cafe-
teria plan may allow an election 
change to reduce (but not to increase) 
the amount of the employee’s life in-
surance coverage. 

(d) Judgment, decree, or order. This 
paragraph (d) applies to a judgment, 
decree, or order (‘‘order’’) resulting 
from a divorce, legal separation, annul-
ment, or change in legal custody (in-
cluding a qualified medical child sup-
port order defined in section 609 of the 
Employee Retirement Income Security 
Act of 1974) that requires accident or 
health coverage for an employee’s 
child. Notwithstanding the provisions 
of paragraph (c) of this section, a cafe-
teria plan may— 

(1) Change the employee’s election to 
provide coverage for the child if the 
order requires coverage under the em-
ployee’s plan; or 

(2) Permit the employee to make an 
election change to cancel coverage for 
the child if the order requires the 
former spouse to provide coverage. 

(e) Entitlement to Medicare or Med-
icaid. If an employee, spouse, or de-
pendent who is enrolled in an accident 
or health plan of the employer becomes 
entitled to coverage (i.e., enrolled) 
under Part A or Part B of title XVIII of 
the Social Security Act (Medicare) or 
title XIX of the Social Security Act 
(Medicaid), other than coverage con-
sisting solely of benefits under section 
1928 of the Social Security Act (the 
program for distribution of pediatric 
vaccines), a cafeteria plan may permit 
the employee to make an election 
change to cancel coverage of that em-
ployee, spouse or dependent under the 
accident or health plan. 

(f) Changes in status for other qualified 
benefits. [Reserved] 

(g) Significant coverage or cost changes. 
[Reserved] 

(1) Employer’s plan. [Reserved] 
(2) Plan of spouse’s or dependent’s em-

ployer. [Reserved] 
(h) Cessation of required contributions. 

[Reserved] 
(i) Special requirements concerning the 

Family and Medical Leave Act. [Re-
served] 

(j) Elective contributions under a quali-
fied cash or deferred arrangement. The 
provisions of this section do not apply 
with respect to elective contributions 
under a qualified cash or deferred ar-
rangement (within the meaning of sec-
tion 401(k)) or employee contributions 
subject to section 401(m). Thus, a cafe-
teria plan may permit an employee to 
modify or revoke elections in accord-
ance with sections 401(k) and 401(m) 
and the regulations thereunder. 

(k) Examples. The following examples 
illustrate the rules of this section. In 
each case involving an accident or 
health plan, assume that the plan is 
subject to section 9801(f) (providing for 
special enrollment rights under certain 
group health plans). 

Example 1. (i) Employer M provides health 
coverage for its employees under which em-
ployees may elect either employee-only cov-
erage or family coverage. M also maintains a 
calendar year cafeteria plan under which 
qualified benefits, including health coverage, 
are funded through salary reduction. M’s em-
ployee, A, elects employee-only health cov-
erage before the beginning of the calendar 
year. During the year, A adopts a child, C. 
Within 30 days thereafter, A wants to revoke 
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A’s election for employee-only health cov-
erage and obtain family health coverage, as 
of the date of C’s adoption. A satisfies the 
conditions for special enrollment of an em-
ployee with a new dependent under section 
9801(f)(2), so that A may enroll in family cov-
erage under M’s accident or health plan in 
order to provide coverage for C, effective as 
of the date of C’s adoption. 

(ii) In this Example 1, M’s cafeteria plan 
may permit A to change the employee’s sal-
ary reduction election to family coverage for 
salary not yet currently available. The in-
creased salary reduction could reflect the 
cost of family coverage from the date of 
adoption. (The adoption of C is also a change 
in status, and the election of family coverage 
is consistent with that change in status. 
Thus, under the change in status provisions 
of paragraph (c) of this section, M’s cafeteria 
plan could permit A to elect family coverage 
prospectively in order to cover C for the re-
maining portion of the coverage period.) 

Example 2. (i) The employer plans and per-
missible coverage are the same as in Example 
1. Before the beginning of the calendar year, 
Employee A elects employee-only health 
coverage under M’s cafeteria plan. A marries 
B during the plan year. B’s employer, N, of-
fers health coverage to N’s employees, and, 
prior to the marriage, B had elected em-
ployee-only coverage. A wants to revoke the 
election for employee-only coverage, and is 
considering electing family health coverage 
under M’s plan or obtaining family health 
coverage under N’s plan. 

(ii) In this Example 2, A’s marriage to B is 
a change in status. Two possible election 
changes by A would be consistent with the 
change in status: to cover A and B by elect-
ing family health coverage under M’s plan, 
or to cancel coverage under M’s plan (with B 
electing family health coverage under N’s 
plan in order to cover A and B). Thus, M’s 
cafeteria plan may permit A to make either 
change in election. (M’s cafeteria plan could 
also permit A to change A’s salary reduction 
election to reflect the change to family cov-
erage under M’s group health plan in accord-
ance with paragraph (b) of this section be-
cause the marriage would also create special 
enrollment rights under section 9801(f), pur-
suant to which an election of family cov-
erage under M’s plan would be required to be 
effective no later than the first day of the 
first calendar month beginning after the 
completed request for enrollment is received 
by the plan.) 

Example 3. (i) Employee G, a single parent, 
elects family health coverage under a cal-
endar year cafeteria plan maintained by Em-
ployer O. G and G’s 21-year old child, H, are 
covered under O’s health plan. During the 
year, H graduates from college. Under the 
terms of the health plan, dependents over 
the age of 19 must be full-time students to 
receive coverage. G wants to revoke G’s elec-

tion for family health coverage and obtain 
employee-only coverage under O’s cafeteria 
plan. 

(ii) In this Example 3, H’s loss of eligibility 
for coverage under the terms of the health 
plan is a change in status. A revocation of 
G’s election for family coverage and new 
election of employee-only coverage is con-
sistent with the change in status. Thus, O’s 
cafeteria plan may permit G to elect em-
ployee-only coverage. 

Example 4. (i) Employee J is married to K 
and they have one child, S. A calendar year 
cafeteria plan maintained by Employer P al-
lows employees to elect no health coverage, 
employee-only coverage, employee-plus-one- 
dependent coverage, or family coverage. 
Under the plan, before the beginning of the 
calendar year, J elects family health cov-
erage for J, K, and S. J and K divorce during 
the year and, under the terms of P’s accident 
or health plan, K loses eligibility for P’s 
health coverage. S does not lose eligibility 
for health coverage under P’s plan upon the 
divorce. J now wants to revoke J’s election 
under the cafeteria plan and elect no cov-
erage. 

(ii) In this Example 4, the divorce is a 
change in status. A change in the cafeteria 
plan election to cancel health coverage for K 
is consistent with that change in status. 
However, the divorce does not affect J’s or 
S’s eligibility for health coverage. Therefore, 
an election change to cancel J’s or S’s health 
coverage is not consistent with the change in 
status. The cafeteria plan, however, may per-
mit J to elect employee-plus-one-dependent 
health coverage. 

Example 5. (i) The facts are the same as Ex-
ample 4, except that, before the beginning of 
the year, Employee J elected employee-only 
health coverage (rather than family cov-
erage). Pursuant to J’s divorce agreement 
with K, P’s health plan receives a qualified 
medical child support order (as defined in 
section 609 of the Employee Retirement In-
come Security Act) during the plan year. 
The order requires P’s health plan to cover 
S. 

(ii) In this Example 5, P’s cafeteria plan 
may change J’s election from employee-only 
health coverage to employee-plus-one-de-
pendent coverage in order to cover S. 

Example 6. (i) Before the beginning of the 
coverage period, Employee L elects to par-
ticipate in a cafeteria plan maintained by 
L’s Employer, Q. However, in order to 
change the election during the coverage pe-
riod so as to cancel coverage, and by prior 
understanding with Q, L terminates employ-
ment and resumes employment one week 
later. 

(ii) In this Example 6, under the facts and 
circumstances, in which a principal purpose 
of the termination of employment was to 
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alter the election and reinstatement of em-
ployment was understood at the time of ter-
mination, L does not have a change in sta-
tus. However, L’s termination of employ-
ment would constitute a change in status, 
permitting a cancellation of coverage during 
the period of unemployment, if L’s original 
cafeteria plan election was reinstated upon 
resumption of employment (for example, be-
cause of a cafeteria plan provision requiring 
an employee who resumes employment with-
in 30 days, without any other intervening 
event that would permit a change in elec-
tion, to return to the election in effect prior 
to termination of employment). 

Example 7. (i) Employer R maintains a cal-
endar year cafeteria plan under which full- 
time employees may elect coverage under 
one of three benefit package options pro-
vided under an accident or health plan: an 
indemnity option or either of two HMO op-
tions for employees that work in the respec-
tive service areas of the two HMOs. Em-
ployee T, who works in the service area of 
HMO #1, elects the HMO #1 option. During 
the year, T is transferred to another work lo-
cation which is outside the HMO #1 service 
area and inside the HMO #2 service area. 

(ii) In this Example 7, the transfer is a 
change in status and, under the consistency 
rule, the cafeteria plan may permit T to 
make an election change to either the in-
demnity option or HMO #2, or to cancel acci-
dent or health coverage. 

Example 8. (i) A calendar year cafeteria 
plan maintained by Employer S allows em-
ployees to elect coverage under an accident 
or health plan providing indemnity coverage 
and under a flexible spending arrangement 
(FSA). Prior to the beginning of the calendar 
year, Employee U elects employee-only in-
demnity coverage, and coverage under the 
FSA for up to $600 of reimbursements for the 
year to be funded by salary reduction con-
tributions of $600 during the year. U’s spouse, 
V, has employee-only coverage under an ac-
cident or health plan maintained by V’s em-
ployer. During the year, V terminates em-
ployment and loses coverage under that 
plan. U now wants to elect family coverage 
under S’s accident or health plan and in-
crease U’s FSA election. 

(ii) In this Example 8, V’s termination of 
employment is a change in status. The cafe-
teria plan may permit U to elect family cov-
erage under S’s accident or health plan, and 
to increase U’s FSA coverage. 

Example 9. (i) Employer T provides group- 
term life insurance coverage as described 
under section 79. Under T’s plan, an em-
ployee may elect life insurance coverage in 
an amount up to the lesser of his or her sal-
ary or $50,000. T also maintains a calendar 
year cafeteria plan under which qualified 
benefits, including the group-term life insur-
ance coverage, are funded through salary re-
duction. Before the beginning of the calendar 

year, Employee W elects $10,000 of life insur-
ance coverage, with W’s spouse, X, as the 
beneficiary. During the year, a child is 
placed for adoption with W and X. W wants 
to increase W’s election for life insurance 
coverage to $50,000 (without changing the 
designation of X as the beneficiary). 

(ii) In this Example 9, the placement of a 
child for adoption with W is a change in sta-
tus. The increase in coverage is consistent 
with the change in status. Thus, W’s cafe-
teria plan may permit W to increase W’s life 
insurance coverage. 

(1) Effective date. This section is ap-
plicable for plan years beginning after 
December 31, 1998, and on or before No-
vember 6, 2000. 

[T.D. 8738, 62 FR 60166, Nov. 7, 1997; 63 FR 
8528, Feb. 19, 1998; T.D. 8878, 65 FR 15553, Mar. 
23, 2000] 

§ 1.127–1 Amounts received under a 
qualified educational assistance 
program. 

(a) Exclusion from gross income. The 
gross income of an employee does not 
include— 

(1) Amounts paid to, or on behalf of 
the employee under a qualified edu-
cational assistance program described 
in § 1.127–2, or 

(2) The value of education provided to 
the employee under such a program. 

(b) Disallowance of excluded amounts 
as credit or deduction. Any amount ex-
cluded from the gross income of an em-
ployee under paragraph (a) of this sec-
tion shall not be allowed as a credit or 
deduction to such employee under any 
other provision of this part. 

(c) Amounts received under a non-
qualified program. Any amount received 
under an educational assistance pro-
gram that is not a ‘‘qualified program’’ 
described in § 1.127–2 will not be ex-
cluded from gross income under para-
graph (a) of this section. All or part of 
the amounts received under such a 
nonqualified program may, however, be 
excluded under section 117 or deducted 
under section 162 or section 212 (as the 
case may be), if the requirements of 
such section are satisfied. 

(d) Definitions. For rules relating to 
the meaning of the terms ‘‘employee’’ 
and ‘‘employer’’, see paragraph (h) of 
§ 1.127–2. 
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(e) Effective date. This section is ef-
fective for taxable years of the em-
ployee beginning after December 31, 
1978, and before January 1, 1984. 

[T.D. 7898, 48 FR 31017, July 6, 1983] 

§ 1.127–2 Qualified educational assist-
ance program. 

(a) In general. A qualified educational 
assistance program is a plan estab-
lished and maintained by an employer 
under which the employer provides 
educational assistance to employees. 
To be a qualified program, the require-
ments described in paragraphs (b) 
through (g) of this section must be sat-
isfied. It is not required that a program 
be funded or that the employer apply 
to the Internal Revenue Service for a 
determination that the plan is a quali-
fied program. However, under § 601.201 
(relating to rulings and determination 
letters), an employer may request that 
the Service determine whether a plan 
is a qualified program. 

(b) Separate written plan. The program 
must be a separate written plan of the 
employer. This requirement means 
that the terms of the program must be 
set forth in a separate document or 
documents providing only educational 
assistance within the meaning of para-
graph (c) of this section. The require-
ment for a separate plan does not, how-
ever, preclude an educational assist-
ance program from being part of a 
more comprehensive employer plan 
that provides a choice of nontaxable 
benefits to employees. 

(c) Educational assistance—(1) In gen-
eral. The benefits provided under the 
program must consist solely of edu-
cational assistance. The term ‘‘edu-
cational assistance’’ means— 

(i) The employer’s payment of ex-
penses incurred by or on behalf of an 
employee for education, or 

(ii) The employer’s provision of edu-
cation to an employee. 

(2) Alternative benefits. Benefits will 
not be considered to consist solely of 
educational assistance if the program, 
in form or in actual operation, provides 
employees with a choice between edu-
cational assistance and other remu-
neration includible in the employee’s 
gross income. 

(3) Certain benefits not considered edu-
cational assistance. The term ‘‘edu-

cational assistance’’ does not include 
the employer’s payment for, or provi-
sion of— 

(i) Tools or supplies (other than text-
books) that the employee may retain 
after completing a course of instruc-
tion, 

(ii) Meals, lodging, or transportation, 
or 

(iii) Education involving sports, 
games, or hobbies, unless such edu-
cation involves the business of the em-
ployer or is required as part of a degree 
program. The phrase ‘‘sports, games, or 
hobbies’’ does not include education 
that instructs employees how to main-
tain and improve health so long as 
such education does not involve the use 
of athletic facilities or equipment and 
is not recreational in nature. 

(4) Education defined. As used in sec-
tion 127, § 1.127–1, and this section, the 
term ‘‘education’’ includes any form of 
instruction or training that improves 
or develops the capabilities of an indi-
vidual. Education paid for or provided 
under a qualified program may be fur-
nished directly by the employer, either 
alone or in conjunction with other em-
ployers, or through a third party such 
as an educational institution. Edu-
cation is not limited to courses that 
are job related or part of a degree pro-
gram. 

(d) Exclusive benefit. The program 
may benefit only the employees of the 
employer, including, at the employer’s 
option, individuals who are employees 
within the meaning of paragraph (h)(1) 
of this section. A program that pro-
vides benefits to spouses or dependents 
of employees is not a qualified program 
within the meaning of this section. 

(e) Prohibited discrimination—(1) Eligi-
bility for benefits. The program must 
benefit the employer’s employees gen-
erally. Among those benefited may be 
employees who are officers, share-
holders, self-employed or highly com-
pensated. A program is not for the ben-
efit of employees generally, however, if 
the program discriminates in favor of 
employees described in the preceding 
sentence (or in favor of their spouses 
and dependents who are themselves 
employees) in requirements relating to 
eligibility for benefits. Thus, although 
a program need not provide benefits for 
all employees, it must benefit those 
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employees who qualify under a classi-
fication of employees that does not dis-
criminate in favor of the employees 
with respect to whom discrimination is 
prohibited. The classification of em-
ployees to be considered benefited will 
consist of that group of employees who 
are actually eligible for educational as-
sistance under the program, taking 
into account the eligibility require-
ments set forth in the written plan, the 
eligibility requirements reflected in 
the types of educational assistance 
available under the program, and any 
other conditions that may affect the 
availability of benefits under the pro-
gram. Thus, for example, if an employ-
er’s plan provides that all employees 
are eligible for educational assistance, 
yet limits that assistance to courses of 
study leading to postgraduate degrees 
in fields relating to the employer’s 
business, then only those employees 
able to pursue such a course of study 
are considered actually eligible for 
educational assistance under the pro-
gram. Whether any classification of 
employees discriminates in favor of 
employees with respect to whom dis-
crimination is prohibited will gen-
erally be determined by applying the 
same standards as are applied under 
section 410(b)(1)(B) (relating to quali-
fied pension, profit-sharing and stock 
bonus plans), without regard to section 
401(a)(5). For purposes of making this 
determination, there shall be excluded 
from consideration employees not cov-
ered by the program who are included 
in a unit of employees covered by an 
agreement which the Secretary of 
Labor finds to be a collective bar-
gaining agreement between employee 
representatives and one or more em-
ployers, if the Internal Revenue Serv-
ice finds that educational assistance 
benefits were the subject of good faith 
bargaining between the employee rep-
resentatives and the employer or em-
ployers. For purposes of determining 
whether such bargaining occurred, it is 
not material that the employees are 
not covered by another educational as-
sistance program or that the employ-
er’s present program was not consid-
ered in the bargaining. 

(2) Factors not considered in deter-
mining the existence of prohibited dis-
crimination. A program shall not be 

considered discriminatory under this 
paragraph (e) merely because— 

(i) Different types of educational as-
sistance available under the program 
are utilized to a greater degree by em-
ployees with respect to whom discrimi-
nation is prohibited than by other em-
ployees, or 

(ii) With respect to a course of study 
for which benefits are otherwise avail-
able, successful completion of the 
course, attaining a particular course 
grade, or satisfying a reasonable condi-
tion subsequent (such as remaining em-
ployed for one year after completing 
the course) are required or considered 
in determining the availability of bene-
fits. 

(f) Benefit limitation—(1) In general. 
Under section 127(b)(3), a program is a 
qualified program for a program year 
only if no more than 5% of the 
amounts paid or incurred by the em-
ployer for educational assistance bene-
fits during the year are provided to the 
limitation class described in subpara-
graph (2). For purposes of this para-
graph (f), the program year must be 
specified in the written plan as either 
the calendar year or the taxable year 
of the employer. 

(2) Limitation class. The limitation 
class consists of— 

(i) Shareholders. Individuals who, on 
any day of the program year, own more 
than 5% of the total number of shares 
of outstanding stock of the employer, 
or 

(ii) Owners. In the case of an employ-
er’s trade or business which is not in-
corporated, individuals who, on any 
day of the program year, own more 
than 5% of the capital or profits inter-
est in the employer, and 

(iii) Spouses or dependents. Individuals 
who are spouses or dependents of share-
holders or owners described in subdivi-
sion (i) or (ii). For purposes of deter-
mining stock ownership, the attribu-
tion rules described in paragraph (h)(4) 
of this section apply. The regulations 
prescribed under section 414(c) are ap-
plicable in determining an individual’s 
interest in the capital or profits of an 
unincorporated trade or business. 

(g) Notification of employees. A pro-
gram is not a qualified program unless 
employees eligible to participate in the 
program are given reasonable notice of 
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the terms and availability of the pro-
gram. 

(h) Definitions. For purposes of this 
section and § 1.127–1— 

(1) Employee. The term ‘‘employee’’ 
includes— 

(i) A retired, disabled or laid-off em-
ployee, 

(ii) A present employee who is on 
leave, as, for example, in the Armed 
Forces of the United States, or 

(iii) An individual who is self-em-
ployed within the meaning of section 
401(c)(1). 

(2) Employer. An individual who owns 
the entire interest in an unincor-
porated trade or business shall be 
treated as his or her own employer. A 
partnership is treated as the employer 
of each partner who is an employee 
within the meaning of section 401(c)(1). 

(3) Officer. An officer is an individual 
who is an officer within the meaning of 
regulations prescribed under section 
414(c). 

(4) Shareholder. The term ‘‘share-
holder’’ includes an individual who is a 
shareholder as determined by the attri-
bution rules under section 1563 (d) and 
(e), without regard to section 
1563(e)(3)(C). 

(5) Highly compensated. The term 
‘‘highly compensated’’ has the same 
meaning as it does for purposes of sec-
tion 410(b)(1)(B). 

(i) Substantiation. An employee re-
ceiving payments under a qualified 
educational assistance program must 
be prepared to provide substantiation 
to the employer such that it is reason-
able to believe that payments or reim-
bursements made under the program 
constitute educational assistance with-
in the meaning of paragraph (c) of this 
section. 

[T.D. 7898, 48 FR 31017, July 6, 1983] 

§ 1.132–0 Outline of regulations under 
section 132. 

The following is an outline of regula-
tions in this section relating to exclu-
sions from gross income for certain 
fringe benefits: 

§ 1.132–0 Outline of regulations under section 
132. 

§ 1.132–1 Exclusion from gross income for 
certain fringe benefits. 

§ 1.132–1 (a) In general. 

§ 1.132–1 (b) Definition of employee. 
(1) No-additional-cost services and quali-

fied employee discounts. 
(2) Working condition fringes. 
(3) On-premises athletic facilities. 
(4) De minimis fringes. 
(5) Dependent child. 
§ 1.132–1 (c) Special rules for employers—Ef-

fect of section 414. 
§ 1.132–1 (d) Customers not to include em-

ployees. 
§ 1.132–1 (e) Treatment of on-premises ath-

letic facilities. 
(1) In general. 
(2) Premises of the employer. 
(3) Application of rules to membership in 

an athletic facility. 
(4) Operation by the employer. 
(5) Nonapplicability of nondiscrimination 

rules. 
§ 1.132–1 (f) Nonapplicability of section 132 

in certain cases. 
(1) Tax treatment provided for in another 

section. 
(2) Limited statutory exclusions. 
§ 1.132–1 (g) Effective date. 

§ 1.132–2 No-additional-cost services. 

§ 1.132–2 (a) In general. 
(1) Definition. 
(2) Excess capacity services. 
(3) Cash rebates. 
(4) Applicability of nondiscrimination 

rules. 
(5) No substantial additional cost. 
(6) Payments for telephone service. 
§ 1.132–2 (b) Reciprocal agreements. 
§ 1.132–2 (c) Example. 

§ 1.132–3 Qualified employee discounts. 

§ 1.132–3 (a) In general. 
(1) Definition. 
(2) Qualified property or services. 
(3) No reciprocal agreement exception. 
(4) Property of services provided without 

charge, at a reduced price, or by rebates. 
(5) Property or services provided directly 

by the employer or indirectly through a 
third party. 

(6) Applicability of nondiscrimination 
rules. 

§ 1.132–3 (b) Employee discount. 
(1) Definition. 
(2) Price to customers. 
(3) Damaged, distressed, or returned goods. 
§ 1.132–3 (c) Gross profit percentage. 
(1) In general. 
(2) Line of business. 
(3) Generally accepted accounting prin-

ciples. 
§ 1.132–3 (d) Treatment of leased sections of 

department stores. 
(1) In general. 
(2) Employees of the leased section. 
§ 1.132–3 (e) Excess discounts. 
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§ 1.132–4 Line of business limitation. 

§ 1.132–4 (a) In general. 
(1) Applicability. 
(2) Definition. 
(3) Aggregation of two-digit classifications. 
§ 1.132–4 (b) Grandfather rule for certain re-

tail stores. 
(1) In general. 
(2) Taxable year of affiliated group. 
(3) Definition of ‘‘sales’’. 
(4) Retired and disabled employees. 
(5) Increase of employee discount. 
§ 1.132–4 (c) Grandfather rule for telephone 

service provided to pre-divestiture retirees. 
§ 1.132–4 (d) Special rule for certain affili-

ates of commercial airlines. 
(1) General rule. 
(2) ‘‘Airline affiliated group’’ defined. 
(3) ‘‘Qualified affiliate’’ defined. 
§ 1.132–4 (e) Grandfather rule for affiliated 

groups operating airlines. 
§ 1.132–4 (f) Special rule for qualified air 

transportation organizations. 
§ 1.132–4 (g) Relaxation of line of business 

requirement. 
§ 1.132–4 (h) Line of business requirement 

does not expand benefits eligible for exclu-
sion. 

§ 1.132–5 Working condition fringes. 

§ 1.132–5 (a) In general. 
(1) Definition. 
(2) Trade or business of the employee. 
§ 1.132–5 (b) Vehicle allocation rules. 
(1) In general. 
(2) Use of different employer-provided vehi-

cles. 
(3) Provision of a vehicle and chauffeur 

services. 
§ 1.132–5 (c) Applicability of substantiation 

requirements of sections 162 and 274(d). 
(1) In general. 
(2) Section 274(d) requirements. 
§ 1.132–5 (d) Safe harbor substantiation 

rules. 
(1) In general. 
(2) Period for use of safe harbor rules. 
§ 1.132–5 (e) Safe harbor substantiation rule 

for vehicles not used for personal purposes. 
§ 1.132–5 (f) Safe harbor substantiation rule 

for vehicles not available to employees for 
personal use other than commuting. 

§ 1.132–5 (g) Safe harbor substantiation rule 
for vehicles used in connection with the busi-
ness of farming that are available to employ-
ees for personal use. 

(1) In general. 
(2) Vehicles available to more than one in-

dividual. 
(3) Examples. 
§ 1.132–5 (h) Qualified nonpersonal use vehi-

cles. 
(1) In general. 
(2) Shared usage of qualified nonpersonal 

use vehicles. 
§ 1.132–5 (i) [Reserved] 

§ 1.132–5 (j) Application of section 280F. 
§ 1.132–5 (k) Aircraft allocation rule. 
§ 1.132–5 (l) [Reserved] 
§ 1.132–5 (m) Employer-provided transpor-

tation for security concerns. 
(1) In general. 
(2) Demonstration of bona fide business- 

oriented security concerns. 
(3) Application of security rules to spouses 

and dependents. 
(4) Working condition safe harbor for trav-

el on employer-provided aircraft. 
(5) Bodyguard/chauffeur provided for a 

bona fide business-oriented security concern. 
(6) Special valuation rule for government 

employees. 
(7) Government employer and employee de-

fined. 
(8) Examples. 
§ 1.132–5 (n) Product testing. 
(1) In general. 
(2) Employer-imposed limits. 
(3) Discriminating classifications. 
(4) Factors that negate the existence of a 

product testing program. 
(5) Failure to meet the requirements of 

this paragraph (n). 
(6) Example. 
§ 1.132–5 (o) Qualified automobile dem-

onstration use. 
(1) In general. 
(2) Full-time automobile salesman. 
(3) Demonstration automobile. 
(4) Substantial restrictions on personal 

use. 
(5) Sales area. 
(6) Applicability of substantiation require-

ments of sections 162 and 274(d). 
(7) Special valuation rules. 
§ 1.132–5 (p) Parking. 
(1) In general. 
(2) Reimbursement of parking expenses. 
(3) Parking on residential property. 
(4) Dates of applicability. 
§ 1.132–5 (q) Nonapplicability of non-

discrimination rules. 
§ 1.132–5 (r) Volunteers. 
(1) In general. 
(2) Limit on application of this paragraph. 
(3) Definitions. 
(4) Example. 

§ 1.132–6 De minimis fringes. 

§ 1.132–6 (a) In general. 
§ 1.132–6 (b) Frequency. 
(1) Employee-measured frequency. 
(2) Employer-measured frequency. 
§ 1.132–6 (c) Administrability. 
§ 1.132–6 (d) Special rules. 
(1) Transit passes. 
(2) Occasional meal money or local trans-

portation fare. 
(3) Use of special rules or examples to es-

tablish a general rule. 
(4) Benefits exceeding value and frequency 

limits. 
§ 1.132–6 (e) Examples. 
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(1) Benefits excludable from income. 
(2) Benefits not excludable as de minimis 

fringes. 
§ 1.132–6 (f) Nonapplicability of non-

discrimination rules. 

§ 1.132–7 Employer-operated eating facilities. 

§ 1.132–7 (a) In general. 
(1) Conditions for exclusion. 
(2) Employer-operated eating facility for 

employees. 
(3) Operation by the employer. 
(4) Example. 
§ 1.132–7 (b) Direct operating costs. 
(1) In general. 
(2) Multiple dining rooms or cafeterias. 
(3) Payment to operator of facility. 
§ 1.132–7 (c) Valuation of non-excluded 

meals provided at an employer-operated eat-
ing facility for employees. 

§ 1.132–8 Fringe benefit nondiscrimination rules. 

§ 1.132–8 (a) Application of nondiscrimina-
tion rules. 

(1) General rule. 
(2) Consequences of discrimination. 
(3) Scope of the nondiscrimination rules 

provided in this section. 
§ 1.132–8 (b) Aggregation of Employees. 
(1) Section 132(a) (1) and (2). 
(2) Section 132(e)(2). 
(3) Classes of employees who may be ex-

cluded. 
§ 1.132–8 (c) Availability on substantially 

the same terms. 
(1) General rule. 
(2) Certain terms relating to priority. 
§ 1.132–8 (d) Testing for discrimination. 
(1) Classification test. 
(2) Classifications that are per se discrimi-

natory. 
(3) Former employees. 
(4) Restructuring of benefits. 
(5) Employer-operated eating facilities for 

employees. 
§ 1.132–8 (e) Cash bonuses or rebates. 
§ 1.132–8 (f) Highly compensated employee. 
(1) Government and non-government em-

ployees. 
(2) Former employees. 

§ 1.132–9 Qualified transportation fringes. 

§ 1.132–9 (a) Table of contents. 
§ 1.132–9 (b) Questions and answers. 

[T.D. 8256, 54 FR 28600, July 6, 1989, as amend-
ed by T.D. 8457, 57 FR 62196, Dec. 30, 1992] 

§ 1.132–1 Exclusion from gross income 
for certain fringe benefits. 

(a) In general. Gross income does not 
include any fringe benefit which quali-
fies as a— 

(1) No-additional-cost service, 
(2) Qualified employee discount, 
(3) Working condition fringe, or 

(4) De minimis fringe. 
Special rules apply with respect to cer-
tain on-premises gyms and other ath-
letic facilities (§ 1.132–1(e)), demonstra-
tion use of employer-provided auto-
mobiles by full-time automobile sales-
men (§ 1.132–5(o)), parking provided to 
an employee on or near the business 
premises of the employer (§ 1.132–5(p)), 
and on-premises eating facilities 
(§ 1.132–7). 

(b) Definition of employee—(1) No-addi-
tional-cost services and qualified employee 
discounts. For purposes of section 
132(a)(1) (relating to no-additonal-cost 
services) and section 132(a)(2) (relating 
to qualified employee discounts), the 
term ‘‘employee’’ (with respect to a 
line of business of an employer means— 

(i) Any individual who is currently 
employed by the employer in the line 
of business, 

(ii) Any individual who was formerly 
employed by the employer in the line 
of business and who separated from 
service with the employer in the line of 
business by reason of retirement or dis-
ability, and 

(iii) Any widow or widower of an indi-
vidual who died while employed by the 
employer in the line of business or who 
separated from service with the em-
ployer in the line of business by reason 
of retirement or disability. 
For purposes of this paragraph (b)(1), 
any partner who performs services for 
a partnership is considered employed 
by the partnership. In addition, any 
use by the spouse or dependent child 
(as defined in paragraph (b)(5) of this 
section) of the employee will be treated 
as use by the employee. For purposes of 
section 132(a)(1) (relating to no-addi-
tional-cost services), any use of air 
transportation by a parent of an em-
ployee (determined without regard to 
section 132(f)(1)(B) and paragraph 
(b)(1)(iii) of this section) will be treated 
as use by the employee. 

(2) Working condition fringes. For pur-
poses of section 132(a)(3) (relating to 
working condition fringes), the term 
‘‘employee’’ means— 

(i) Any individual who is currently 
employed by the employer, 

(ii) Any partner who performs serv-
ices for the partnership, 

(iii) Any director of the employer, 
and 
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(iv) Any independent contractor who 
performs services for the employer. 
Notwithstanding anything in this para-
graph (b)(2) to the contrary, an inde-
pendent contractor who performs serv-
ices for the employer cannot exclude 
the value of parking or the use of con-
sumer goods provided pursuant to a 
product testing program under § 1.132– 
5(n); in addition, any director of the 
employer cannot exclude the value of 
the use of consumer goods provided 
pursuant to a product testing program 
under § 1.132–5(n). 

(3) On-premises athletic facilities. For 
purposes of section 132(h)(5) (relating 
to on-premises athletic facilities), the 
term ‘‘employee’’ means— 

(i) Any individual who is currently 
employed by the employer, 

(ii) Any individual who was formerly 
employed by the employer and who 
separated from service with the em-
ployer by reason of retirement or dis-
ability, and 

(iii) Any widow or widower of an indi-
vidual who died while employed by the 
employer or who separated from serv-
ice with the employer by reason of re-
tirement or disability. 
For purposes of this paragraph (b)(3), 
any partner who performs services for 
a partnership is considered employed 
by the partnership. In addition, any 
use by the spouse or dependent child 
(as defined in paragraph (b)(5) of this 
section) of the employee will be treated 
as use by the employee. 

(4) De minimis fringes. For purposes of 
section 132(a)(4) (relating to de minimis 
fringes), the term ‘‘employee’’ means 
any recipient of a fringe benefit. 

(5) Dependent child. The term ‘‘de-
pendent child’’ means any son, stepson, 
daughter, or stepdaughter of the em-
ployee who is a dependent of the em-
ployee, or both of whose parents are de-
ceased and who has not attained age 25. 
Any child to whom section 152(e) ap-
plies will be treated as the dependent 
of both parents. 

(c) Special rules for employers—Effect 
of section 414. All employees treated as 
employed by a single employer under 
section 414 (b), (c), (m), or (o) will be 
treated as employed by a single em-
ployer for purposes of this section. 
Thus, employees of one corporation 
that is part of a controlled group of 

corporations may under certain cir-
cumstances be eligible to receive sec-
tion 132 benefits from the other cor-
porations that comprise the controlled 
group. However, the aggregation of em-
ployers described in this paragraph (c) 
does not change the other require-
ments for an exclusion, such as the line 
of business requirement. Thus, for ex-
ample, if a controlled group of corpora-
tions consists of two corporations that 
operate in different lines of business, 
the corporations are not treated as op-
erating in the same line of business 
even though the corporations are treat-
ed as one employer. 

(d) Customers not to include employees. 
For purposes of section 132 and the reg-
ulations thereunder, the term ‘‘cus-
tomer’’ means any customer who is not 
an employee. However, the preceding 
sentence does not apply to section 
132(c)(2) (relating to the gross profit 
percentage for determining a qualified 
employee discount). Thus, an employer 
that provides employee discounts can-
not exclude sales made to employees in 
determining the aggregate sales to cus-
tomers. 

(e) Treatment of on-premises athletic fa-
cilities—(1) In general. Gross income 
does not include the value of any on- 
premises athletic facility provided by 
an employer to its employees. For pur-
poses of section 132(h)(5) and this para-
graph (e), the term ‘‘on-premises ath-
letic facility’’ means any gym or other 
athletic facility (such as a pool, tennis 
court, or golf course)— 

(i) Which is located on the premises 
of the employer, (ii) Which is operated 
by the employer, and (iii) Substan-
tially all of the use of which during the 
calendar year is by employees of the 
employer, their spouses, and their de-
pendent children. 
For purposes of paragraph (e) (1) (iii) of 
this section, the term ‘‘dependent chil-
dren’’ has the same meaning as the plu-
ral of the term ‘‘dependent child’’ in 
paragraph (b)(5) of this section. The ex-
clusion of this paragraph (e) does not 
apply to any athletic facility if access 
to the facility is made available to the 
general public through the sale of 
memberships, the rental of the facility, 
or a similar arrangement. 

(2) Premises of the employer. The ath-
letic facility need not be located on the 
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employer’s business premises. However, 
the athletic facility must be located on 
premises of the employer. The exclu-
sion provided in this paragraph (e) ap-
plies whether the premises are owned 
or leased by the employer; in addition, 
the exclusion is available even if the 
employer is not a named lessee on the 
lease so long as the employer pays rea-
sonable rent. The exclusion provided in 
this paragraph (e) does not apply to 
any athletic facility that is a facility 
for residential use. Thus, for example, 
a resort with accompanying athletic 
facilities (such as tennis courts, pool, 
and gym) would not qualify for the ex-
clusion provided in this paragraph (e). 
An athletic facility is considered to be 
located on the employer’s premises if 
the facility is located on the premises 
of a voluntary employees’ beneficiary 
association funded by the employer. 

(3) Application of rules to membership 
in an athletic facility. The exclusion pro-
vided in this paragraph (e) does not 
apply to any membership in an athletic 
facility (including health clubs or 
country clubs) unless the facility is 
owned (or leased) and operated by the 
employer and substantially all the use 
of the facility is by employees of the 
employer, their spouses, and their de-
pendent children. Therefore, member-
ship in a health club or country club 
not meeting the rules provided in this 
paragraph (e) would not qualify for the 
exclusion. 

(4) Operation by the employer. An em-
ployer is considered to operate the ath-
letic facility if the employer operates 
the facility through its own employees, 
or if the employer contracts out to an-
other to operate the athletic facility. 
For example, if an employer hires an 
independent contractor to operate the 
athletic facility for the employer’s em-
ployees, the facility is considered to be 
operated by the employer. In addition, 
if an athletic facility is operated by 
more than one employer, it is consid-
ered to be operated by each employer. 
For purposes of paragraph (e) (1) (iii) of 
this section, substantially all of the 
use of a facility that is operated by 
more than one employer must be by 
employees of the various employers, 
their spouses, and their dependent chil-
dren. Where the facility is operated by 
more than one employer, an employer 

that pays rent either directly to the 
owner of the premises or to a sublessor 
of the premises is eligible for the exclu-
sion. If an athletic facility is operated 
by a voluntary employees’ beneficiary 
association funded by an employer, the 
employer is considered to operate the 
facility. 

(5) Nonapplicability of nondiscrimina-
tion rules. The nondiscrimination rules 
of section 132 and § 1.132–8 do not apply 
to on-premises athletic facilities. 

(f) Nonapplicability of section 132 in 
certain cases—(1) Tax treatment pro-
vided for in another section. If the tax 
treatment or a particular fringe benefit 
is expressly provided for in another 
section of Chapter 1 of the Internal 
Revenue Code of 1986, section 132 and 
the applicable regulations (except for 
section 132 (e) and the regulations 
thereunder) do not apply to such fringe 
benefit. For example, because section 
129 provides an exclusion from gross in-
come for amounts paid or incurred by 
an employer for dependent care assist-
ance for an employee, the exclusions 
under section 132 and this section do 
not apply to the provision by an em-
ployer to an employee of dependent 
care assistance. Similarly, because sec-
tion 117 (d) applies to tuition reduc-
tions, the exclusions under section 132 
do not apply to free or discounted tui-
tion provided to an employee by an or-
ganization operated by the employer, 
whether the tuition is for study at or 
below the graduate level. Of course, if 
the amounts paid by the employer are 
for education relating to the employ-
ee’s trade or business of being an em-
ployee of the employer so that, if the 
employee paid for the education, the 
amount paid could be deducted under 
section 162, the costs of the education 
may be eligible for exclusion as a 
working condition fringe. 

(2) Limited statutory exclusions. If an-
other section of Chapter 1 of the Inter-
nal Revenue Code of 1986 provides an 
exclusion from gross income based on 
the cost of the benefit provided to the 
employee and such exclusion is a lim-
ited amount, section 132 and the regu-
lations thereunder may apply to the 
extent the cost of the benefit exceeds 
the statutory exclusion. 

(g) Effective date. Sections 1.132–0, 
1.132–1, 1.132–2, 1.132–3, 1.132–4, 1.132–5, 

VerDate Sep<11>2014 10:47 Jun 17, 2015 Jkt 235090 PO 00000 Frm 00567 Fmt 8010 Sfmt 8010 Y:\SGML\235090.XXX 235090w
re

ie
r-

av
ile

s 
on

 D
S

K
5T

P
T

V
N

1P
R

O
D

 w
ith

 C
F

R



556 

26 CFR Ch. I (4–1–15 Edition) § 1.132–1T 

1.132–6, 1.132–7 and 1.132–8 are effective 
as of January 1, 1989, except that 
§§ 1.132–1(b)(1) with respect to the use of 
air transportation by a parent of an 
employee and 1.132–4(d) are effective as 
of January 1, 1985. Furthermore, in 
§ 1.132–5, the eleventh sentence of para-
graph (m)(1), Examples 6 and 7 in para-
graph (m)(8), and paragraphs (m)(2)(i), 
(m)(2)(v), (m)(3)(iv), (m)(6), (m)(7), and 
(r) are effective December 30, 1992; how-
ever, taxpayers may treat the rules as 
applicable to benefits provided on or 
after January 1, 1989. For the applica-
ble rules relating to employer-provided 
transportation for security concerns 
prior to December 30, 1992, see § 1.132– 
5(m) (as contained in 26 CFR part 1 
(§§ 1.61 to 1.169) revised April 1, 1992). 
See §§ 1.132–1T, 1.132–2T, 1.132–3T, 1.132– 
4T, 1.132–5T, 1.132–6T, 1.132–7T and 1.132– 
8T for rules in effect for benefits re-
ceived from January 1, 1985, to Decem-
ber 31, 1988. 

[T.D. 8256, 54 FR 28601, July 6, 1989, as amend-
ed by T.D. 8457, 57 FR 62196, Dec. 30, 1992; 58 
FR 7296, Feb. 5, 1993] 

§ 1.132–1T Exclusion from gross in-
come of certain fringe benefits— 
1985 through 1988 (temporary). 

(a) In general. Gross income does not 
include any fringe benefit which quali-
fies as a— 

(1) No-additional-cost service, 
(2) Qualified employee discount, 
(3) Working condition fringe, or 
(4) De minimis fringe. 

Special rules apply with respect to cer-
tain on-premises gyms and other ath-
letic facilities (§ 1.132–1T(e)), dem-
onstration use of employer-provided 
automobiles by full-time automobile 
salesmen (§ 1.132–1T(n)), parking pro-
vided to an employee on or near the 
business premises of the employer 
(§ 1.132–5T(o)), and on-premises eating 
facilities (§ 1.132–7T). 

(b) Definition of employee—(1) No-addi-
tional-cost services and qualified employee 
discounts. For purposes of section 
132(a)(1) (relating to no-additional-cost 
services) and section 132(a)(2) (relating 
to qualified employee discounts), the 
term ‘‘employee’’ (with respect to a 
line of business of an employer) 
means— 

(i) Any individual who is currently 
employed by the employer in the line 
of business, 

(ii) Any individual who was formerly 
employed by the employer in the line 
of business and who separated from 
service with the employer in the line of 
business by reason of retirement or dis-
ability, and 

(iii) Any widow or widower of an indi-
vidual who died while employed by the 
employer in the line of business or who 
separated from service with the em-
ployer in the line of business by reason 
of retirement or disability. 

For purposes of this paragraph (b)(1), 
any partner who performs services for 
a partnership is considered employed 
by the partnership. In addition, any 
use by the spouse or dependent child 
(as defined in this paragraph (b)) of the 
employee will be treated as use by the 
employee. 

(2) Working condition fringes. For pur-
poses of section 132(a)(2) (relating to 
working condition fringes), the term 
‘‘employee’’ means— 

(i) Any individual who is currently 
employed by the employer, 

(ii) Any partner who performs serv-
ices for the partnership, 

(iii) Any director of the employer, 
and 

(iv) Any independent contractor who 
performs services for the employer. 

Notwithstanding anything in this para-
graph (b)(2) to the contrary, any inde-
pendent contractor who performs serv-
ices for the employer cannot exclude 
the value of parking or the use of con-
sumer goods provided pursuant to a 
product testing program under § 1.132– 
5T (n); in addition, any director of the 
employer cannot exclude the value of 
the use of consumer goods provided 
pursuant to a product testing program 
under § 1.132–5T (n). 

(3) De minimis fringe. For purpose of 
section 132(a)(4) (relating to de minimis 
fringes), the term ‘‘employee’’ means 
any recipient of a fringe benefit. 

(4) Dependent child. For purposes of 
this paragraph (b), the term ‘‘depend-
ent child’’ means any son, stepson, 
daughter or stepdaughter of the em-
ployee who is a dependent of the em-
ployee, or both of whose parents are de-
ceased. Any child to whom section 
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152(e) applies will be treated as the de-
pendent of both parents. 

(c) Special rules for employers—Effect 
of section 414. All employees treated as 
employed by a single employer under 
section 414(b), (c) or (m) will be treated 
as employed by a single employer for 
purposes of this section. Thus, employ-
ees of one corporation that is part of a 
controlled group of corporations may 
under certain circumstances be eligible 
to receive section 132 benefits from the 
other corporations that comprise the 
controlled group. However, the aggre-
gation of employers described in this 
paragraph (c) does not change the 
other requirements for an exclusion, 
such as the line of business require-
ment. Thus, for example, if a con-
trolled group of corporations consists 
of two corporations that operate in dif-
ferent lines of business, the corpora-
tions are not treated as operating in 
the same line of business even though 
the corporations are treated as one em-
ployer. 

(d) Customers not to include employees. 
For purposes of section 132 and the reg-
ulations thereunder, the term ‘‘cus-
tomer’’ means customers who are not 
employees. However, the preceding sen-
tence does not apply to section 132(c)(2) 
(relating to the gross profit percentage 
for determining a qualified employee 
discount). Thus, an employer that pro-
vides employee discounts cannot ex-
clude sales made to employees in deter-
mining the aggregate sales to cus-
tomers. 

(e) Treatment of on-premises athletic fa-
cilities—(1) In general. Gross income 
does not include the value of any on- 
premises athletic facility provided by 
the employer to its employees. For 
purposes of section 132 and this para-
graph (e), the term ‘‘on-premises ath-
letic facility’’ means any gym or other 
athletic facility (such as a pool, tennis 
court, or golf course)— 

(i) Which is located on the premises 
of the employer, 

(ii) Which is operated by the em-
ployer, and 

(iii) Where substantially all of the 
use of which is, during the calendar 
year, by employees of the employer, 
their spouses, and their dependent chil-
dren. 

For purposes of this paragraph 
(e)(1)(iii), the term ‘‘dependent chil-
dren’’ has the same meaning as the plu-
ral of the term ‘‘dependent child’’ in 
paragraph (b)(4) of this section. The ex-
clusion of this paragraph (e) does not 
apply to any athletic facility if access 
to the facility is made available to the 
general public through the sale of 
memberships, the rental of the facility, 
etc. 

(2) Premises of the employer. The ath-
letic facility need not be located on the 
employer’s business premises. However, 
the athletic facility must be located on 
premises of the employer. The exclu-
sion provided in this paragraph (e) ap-
plies whether the premises are owned 
or leased by the employer; in addition, 
the exclusion is available even if the 
employer is not a named lesse on the 
lease so long as the employer pays rea-
sonable rent. The exclusion provided in 
this paragraph (e) does not apply to 
any athletic facility that is a facility 
for residential use. Thus, for example, 
a resort with accompanying athletic 
facilities (such as tennis courts, pool, 
and gym) would not qualify for the ex-
clusion provided in this paragraph (e). 

(3) Application of rules to membership 
in an athletic facility. The exclusion pro-
vided in this paragraph (e) does not 
apply to any membership in an athletic 
facility (including health clubs or 
country clubs) unless the facility is 
owned (or leased) and operated by the 
employer and substantially all the use 
of the facility is by employees of the 
employer, their spouses, and their de-
pendent children. Therefore, member-
ship in health club or country club not 
meeting the rules provided in this 
paragraph (e) would not quality for the 
exclusion. 

(4) Operation by the employer. An em-
ployer is considered to operate the ath-
letic facility if the employer itself op-
erates the facility through its own em-
ployees, or if the employer contracts 
out to another to operate the athletic 
facility. For example, if an employer 
hires an independent contractor to op-
erate the athletic facility for the em-
ployer’s employees, the facility is con-
sidered to be operated by the employer. 
In addition, if an athletic facility is op-
erated by more than one employer, it is 
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considered to be operated by each em-
ployer. For purposes of paragraph 
(e)(1)(iii) of this section, substantially 
all the use of a facility operated by 
more than one employer must be by 
employees of all of the employers, 
their spouses, and their dependent chil-
dren. Where the facility is operated by 
more than one employer, an employer 
that either pays rent directly to the 
owner of the premises or pays rent to a 
named lessor of the premises is eligible 
for the exclusion. 

(5) Nonapplicability of nondiscrimina-
tion rules. The nondiscrimination rules 
of section 132 and § 1.132–8T do not 
apply to on-premises athletic facilities. 

(f) Nonapplicability of section 132. If 
the tax treatment of a particular fringe 
benefit is expressely provided for in an-
other section of Chapter 1, section 132 
and the applicable regulations (except 
for section 132 (e) and the regulations 
thereunder) do not apply to such fringe 
benefits. For example, since section 129 
provides an exclusion from gross in-
come for amounts paid or incurred by 
the employer for dependent care assist-
ance for an employee, the exclusions 
under section 132 and this section do 
not apply to the provision by an em-
ployer to an employee of dependent 
care assistance. 

[T.D. 8063, 50 FR 52297, Dec. 23, 1985, as 
amended by T.D. 8256, 54 FR 28600, July 6, 
1989] 

§ 1.132–2 No-additional-cost services. 
(a) In general—(1) Definition. Gross in-

come does not include the value of a 
no-additional-cost service. A ‘‘no-addi-
tional-cost service’’ is any service pro-
vided by an employer to an employee 
for the employee’s personal use if— 

(i) The service is offered for sale by 
the employer to its customers in the 
ordinary course of the line of business 
of the employer in which the employee 
performs substantial services, and 

(ii) The employer incurs no substan-
tial additional cost in providing the 
service to the employee (including 
foregone revenue and excluding any 
amount paid by or on behalf of the em-
ployee for the service). 
For rules relating to the line of busi-
ness limitation, see § 1.132–4. For pur-
poses of this section, a service will not 
be considered to be offered for sale by 

the employer to its customers if that 
service is primarily provided to em-
ployees and not to the employer’s cus-
tomers. 

(2) Excess capacity services. Services 
that are eligible for treatment as no- 
additional-cost services include excess 
capacity services such as hotel accom-
modations; transportation by aircraft, 
train, bus, subway, or cruise line; and 
telephone services. Services that are 
not eligible for treatment as no-addi-
tional-cost services are non-excess ca-
pacity services such as the facilitation 
by a stock brokerage firm of the pur-
chase of stock. Employees who receive 
non-excess capacity services may, how-
ever, be eligible for a qualified em-
ployee discount of up to 20 percent of 
the value of the service provided. See 
§ 1.132–3. 

(3) Cash rebates. The exclusion for a 
no-additional-cost service applies 
whether the service is provided at no 
charge or at a reduced price. The exclu-
sion also applies if the benefit is pro-
vided through a partial or total cash 
rebate of an amount paid for the serv-
ice. 

(4) Applicability of nondiscrimination 
rules. The exclusion for a no-additional- 
cost service applies to highly com-
pensated employees only if the service 
is available on substantially the same 
terms to each member of a group of 
employees that is defined under a rea-
sonable classification set up by the em-
ployer that does not discriminate in 
favor of highly compensated employ-
ees. See § 1.132–8. 

(5) No substantial additional cost—(i) 
In general. The exclusion for a no-addi-
tional-cost service applies only if the 
employer does not incur substantial 
additional cost in providing the service 
to the employee. For purposes of the 
preceding sentence, the term ‘‘cost’’ in-
cludes revenue that is forgone because 
the service is provided to an employee 
rather than a nonemployee. (For pur-
poses of determining whether any rev-
enue is forgone, it is assumed that the 
employee would not have purchased 
the service unless it were available to 
the employee at the actual price 
charged to the employee.) Whether an 
employer incurs substantial additional 
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cost must be determined without re-
gard to any amount paid by the em-
ployee for the service. Thus, any reim-
bursement by the employee for the cost 
of providing the service does not affect 
the determination of whether the em-
ployer incurs substantial additional 
cost. 

(ii) Labor intensive services. An em-
ployer must include the cost of labor 
incurred in providing services to em-
ployees when determining whether the 
employer has incurred substantial ad-
ditional cost. An employer incurs sub-
stantial additional cost, whether non- 
labor costs are incurred, if a substan-
tial amount of time is spent by the em-
ployer or its employees in providing 
the service to employees. This would be 
the result whether the time spent by 
the employer or its employees in pro-
viding the services would have been 
‘‘idle,’’ or if the services were provided 
outside normal business hours. An em-
ployer generally incurs no substantial 
additional cost, however, if the services 
provided to the employee are merely 
incidental to the primary service being 
provided by the employer. For exam-
ple, the in-flight services of a flight at-
tendant and the cost of in-flight meals 
provided to airline employees traveling 
on a space-available basis are merely 
incidental to the primary service being 
provided (i.e., air transportation). 
Similarly, maid service provided to 
hotel employees renting hotel rooms 
on a space-available basis is merely in-
cidental to the primary service being 
provided (i.e., hotel accommodations). 

(6) Payments for telephone service. Pay-
ment made by an entity subject to the 
modified final judgment (as defined in 
section 559(c)(5) of the Tax Reform Act 
of 1984) of all or part of the cost of local 
telephone service provided to an em-
ployee by a person other than an entity 
subject to the modified final judgment 
shall be treated as telephone service 
provided to the employee by the entity 
making the payment for purposes of 
this section. The preceding sentence 
also applies to a rebate of the amount 
paid by the employee for the service 
and a payment to the person providing 
the service. This paragraph (a)(6) ap-
plies only to services and employees 
described in § 1.132–4 (c). For a special 

line of business rule relating to such 
services and employees, see § 1.132–4 (c). 

(b) Reciprocal agreements. For pur-
poses of the exclusion from gross in-
come for a no-additional-cost service, 
an exclusion is available to an em-
ployee of one employer for a no-addi-
tional-cost service provided by an unre-
lated employer only if all of the fol-
lowing requirements are satisfied— 

(1) The service provided to such em-
ployee by the unrelated employer is 
the same type of service generally pro-
vided to nonemployee customers by 
both the line of business in which the 
employee works and the line of busi-
ness in which the service is provided to 
such employee (so that the employee 
would be permitted to exclude from 
gross income the value of the service if 
such service were provided directly by 
the employee’s employer); 

(2) Both employers are parties to a 
written reciprocal agreement under 
which a group of employees of each em-
ployer, all of whom perform substan-
tial services in the same line of busi-
ness, may receive no-additional-cost 
services from the other employer; and 

(3) Neither employer incurs any sub-
stantial additional cost (including for-
gone revenue) in providing such service 
to the employees of the other em-
ployer, or pursuant to such agreement. 
If one employer receives a substantial 
payment from the other employer with 
respect to the reciprocal agreement, 
the paying employer will be considered 
to have incurred a substantial addi-
tional cost pursuant to the agreement, 
and consequently services performed 
under the reciprocal agreement will 
not qualify for exclusion as no-addi-
tional-cost services. 

(c) Example. The rules of this section 
are illustrated by the following exam-
ple: 

Example. Assume that a commercial airline 
permits its employees to take personal 
flights on the airline at no charge and re-
ceive reserved seating. Because the employer 
forgoes potential revenue by permitting the 
employees to reserve seats, employees re-
ceiving such free flights are not eligible for 
the no-additional-cost exclusion. 

[T.D. 8256, 54 FR 28602, July 6, 1989] 
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§ 1.132–2T No-additional-cost service— 
1985 through 1988 (temporary). 

(a) In general—(1) Definition. Gross in-
come does not include the value of a 
no-additional-cost service. The term 
‘‘no-additional-cost service’’ means 
any service provided by an employer to 
an employee for the employee’s per-
sonal use if— 

(i) The service is offered for sale to 
customers in the ordinary course of the 
line of business of the employer in 
which the employee performs substan-
tial services, and 

(ii) The employer incurs no substan-
tial additional cost in providing the 
service to the employee (including for-
gone revenue and excluding any 
amount paid by or on behalf of the em-
ployee for the service). 

For rules relating to the line of busi-
ness limitation, see § 1.132–4T. 

(2) Examples. Services that are eligi-
ble for treatment as no-additional-cost 
services are excess capacity services 
such as hotel accommodations; trans-
portation by aircraft, train, bus, sub-
way, or cruise line; and telephone serv-
ices. Services that are not eligible for 
treatment as no-additonal-cost serv-
ices are non-excess capacity services 
such as the facilitation by a stock bro-
kerage firm of the purchase of stock. 
Employees who receive non-excess ca-
pacity services may, however, be eligi-
ble for a qualified employee discount of 
up to 20 percent of the value of the 
service provided. See § 1.132-3T. 

(3) Cash rebates. The exclusion for a 
no-additional-cost service applies 
whether the service is provided at no 
charge or at a reduced price. The exclu-
sion also applies if the benefit is pro-
vided through a partial or total cash 
rebate of an amount paid for the serv-
ice. 

(4) Applicability of nondiscrimination 
rules. The exclusion for a no-additional- 
cost service applies to officers, owners, 
and highly compensated employees 
only if the service is available on sub-
stantially the same terms to each 
member of a group of employees that is 
defined under a reasonable classifica-
tion set up by the employer that does 
not discriminate in favor of officers, 
owners, or highly compensated employ-
ees. See § 1.132-8T. 

(5) No substantial additional cost—(i) 
In general. The exclusion for a non-ad-
ditional-cost service applies only if the 
employer does not incur substantial 
additional cost in providing the service 
to the employee. For purposes of the 
preceding sentence, the term ‘‘cost’’ in-
cludes revenue that is forgone because 
the service is provided to an employee 
rather than a nonemployee. (For pur-
poses of determining whether any rev-
enue is forgone, it is assumed that the 
employee would not have purchased 
the service unless it were available to 
the employee at the actual price 
charged to the employee.) Whether an 
employer incurs substantial additional 
cost must be determined without re-
gard to any amount paid by the em-
ployee for the service. Thus, any reim-
bursement by the employee for the cost 
of providing the service does not affect 
the determination of whether the em-
ployer incurs substantial additional 
cost. 

(ii) Labor intensive services. An em-
ployer must include the cost of labor 
incurred in providing services to em-
ployees when determining whether the 
employer has incurred substantial ad-
ditional cost. An employer has in-
curred substantial additional cost. An 
employer incurs substantial additional 
cost, whether or not non-labor costs 
are incurred, if a substantial amount of 
time is spent by the employer or its 
employees in providing the service to 
employees. This would be the result 
whether or not the time spent by the 
employer or its employees in providing 
the services would have been ‘‘idle’’, or 
if the services were provided outside 
normal business hours. An employer 
generally incurs no substantial addi-
tional cost, however, if the employee 
services provided are merely incidental 
to the primary service being provided 
by the employer. For example, the in- 
flight services of a flight attendant 
provided to airline employees traveling 
on a space-available basis are merely 
incidental to the primary service being 
provided (i.e., air transportation). In 
addition, the cost of in-flight meals 
provided to airline employees is not 
considered substantial in relation to 
the air transportation being provided. 
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(b) Reciprocal agreements. For pur-
poses of the exclusion for a no-addi-
tional-cost service, any service pro-
vided by an employer to an employee of 
another employer shall be treated as 
provided by the employer of such em-
ployee if all of the following require-
ments are satisfied: 

(1) The service is provided pursuant 
to a written reciprocal agreement be-
tween the employers under which a 
group of employees of each employer, 
all of whom perform substantial serv-
ices in the same line of business, may 
receive no-additional-cost services 
from the other employer; 

(2) The service provided pursuant to 
the agreement to the employees of 
both employers is the same type of 
service provided by the employers to 
customers both in the line of business 
in which the employees perform sub-
stantial services and the line of busi-
ness in which the service is provided to 
customers; and 

(3) Neither employer incurs substan-
tial additional cost (including forgone 
revenue) in providing the service to the 
employees of the other employer or 
pursuant to the agreement. 
If one employer receives a substantial 
payment from the other employer with 
respect to the reciprocal agreement, 
the paying employer will be considered 
to have incurred a substantial addi-
tional cost pursuant to the agreement. 

[T.D. 8063, 50 FR 52298, Dec. 23, 1985, as 
amended by T.D. 8256, 54 FR 28600, July 6, 
1989] 

§ 1.132–3 Qualified employee dis-
counts. 

(a) In general—(1) Definition. Gross in-
come does not include the value of a 
qualified employee discount. A ‘‘quali-
fied employee discount’’ is any em-
ployee discount with respect to quali-
fied property or services provided by an 
employer to an employee for use by the 
employee to the extent the discount 
does not exceed— 

(i) The gross profit percentage multi-
plied by the price at which the prop-
erty is offered to customers in the ordi-
nary course of the employer’s line of 
business, for discounts on property, or 

(ii) Twenty percent of the price at 
which the service is offered to cus-
tomers, for discounts on services. 

(2) Qualified property or services—(i) In 
general. The term ‘‘qualified property 
or services’’ means any property or 
services that are offered for sale to cus-
tomers in the ordinary course of the 
line of business of the employer in 
which the employee performs substan-
tial services. For rules relating to the 
line of business limitation, see § 1.132–4. 

(ii) Exception for certain property. The 
term ‘‘qualified property’’ does not in-
clude real property and it does not in-
clude personal property (whether tan-
gible or intangible) of a kind com-
monly held for investment. Thus, an 
employee may not exclude from gross 
income the amount of an employee dis-
count provided on the purchase of secu-
rities, commodities, or currency, or of 
either residential or commercial real 
estate, whether or not the particular 
purchase is made for investment pur-
poses. 

(iii) Property and services not offered in 
ordinary course of business. The term 
‘‘qualified property or services’’ does 
not include any property or services of 
a kind that is not offered for sale to 
customers in the ordinary course of the 
line of business of the employer. For 
example, employee discounts provided 
on property or services that are offered 
for sale primarily to employees and 
their families (such as merchandise 
sold at an employee store or through 
an employer-provided catalog service) 
may not be excluded from gross in-
come. For rules relating to employer- 
operated eating facilities, see § 1.132–7, 
and for rules relating to employer-op-
erated on-premises athletic facilities, 
see § 1.132–1(e). 

(3) No reciprocal agreement exception. 
The exclusion for a qualified employee 
discount does not apply to property or 
services provided by another employer 
pursuant to a written reciprocal agree-
ment that exists between employers to 
provide discounts on property and serv-
ices to employees of the other em-
ployer. 

(4) Property or services provided with-
out charge, at a reduced price, or by re-
bates. The exclusion for a qualified em-
ployee discount applies whether the 
property or service is provided at no 
charge (in which case only part of the 
discount may be excludable as a quali-
fied employee discount) or at a reduced 
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price. The exclusion also applies if the 
benefit is provided through a partial or 
total cash rebate of an amount paid for 
the property or service. 

(5) Property or services provided directly 
by the employer or indirectly through a 
third party. A qualified employee dis-
count may be provided either directly 
by the employer or indirectly through 
a third party. For example, an em-
ployee of an appliance manufacturer 
may receive a qualified employee dis-
count on the manufacturer’s appliances 
purchased at a retail store that offers 
such appliances for sale to customers. 
The employee may exclude the amount 
of the qualified employee discount 
whether the employee is provided the 
appliance at no charge or purchases it 
at a reduced price, or whether the em-
ployee receives a partial or total cash 
rebate from either the employer-manu-
facturer or the retailer. If an employee 
receives additional rights associated 
with the property that are not provided 
by the employee’s employer to cus-
tomers in the ordinary course of the 
line of business in which the employee 
performs substantial services (such as 
the right to return or exchange the 
property or special warranty rights), 
the employee may only receive a quali-
fied employee discount with respect to 
the property and not the additional 
rights. Receipt of such additional 
rights may occur, for example, when an 
employee of a manufacturer purchases 
property manufactured by the employ-
ee’s employer at a retail outlet. 

(6) Applicability of nondiscrimination 
rules. The exclusion for a qualified em-
ployee discount applies to highly com-
pensated employees only if the dis-
count is available on substantially the 
same terms to each member of a group 
of employees that is defined under a 
reasonable classification set up by the 
employer that does not discriminate in 
favor of highly compensated employ-
ees. See § 1.132–8. 

(b) Employee discount—(1) Definition. 
The term ‘‘employee discount’’ means 
the excess of— 

(i) The price at which the property or 
service is being offered by the em-
ployer for sale to customers, over 

(ii) The price at which the property 
or service is provided by the employer 
to an employee for use by the em-

ployee. A transfer of property by an 
employee without consideration is 
treated as use by the employee for pur-
poses of this section. Thus, for exam-
ple, if an employee receives a discount 
on property offered for sale by his em-
ployer to customers and the employee 
makes a gift of the property to his par-
ent, the property will be considered to 
be provided for use by the employee; 
thus, the discount will be eligible for 
exclusion as a qualified employee dis-
count. 

(2) Price to customers—(i) Determined 
at time of sale. In determining the 
amount of an employee discount, the 
price at which the property or service 
is being offered to customers at the 
time of the employee’s purchase is con-
trolling. For example, assume that an 
employer offers a product to customers 
for $20 during the first six months of a 
calendar year, but at the time the em-
ployee purchases the product at a dis-
count, the price at which the product is 
being offered to customers is $25. In 
this case, the price from which the em-
ployee discount is measured is $25. As-
sume instead that, at the time the em-
ployee purchases the product at a dis-
count, the price at which the product is 
being offered to customers is $15 and 
the price charged the employee is $12. 
The employee discount is measured 
from $15, the price at which the prod-
uct is offered for sale to customers at 
the time of the employee purchase. 
Thus, the employee discount is $15 
¥$12, or $3. 

(ii) Quantity discount not reflected. 
The price at which a property or serv-
ice is being offered to customers can-
not reflect any quantity discount un-
less the employee actually purchases 
the requisite quantity of the property 
or service. 

(iii) Price to employer’s customers con-
trols. In determining the amount of an 
employee discount, the price at which 
a property or service is offered to cus-
tomers of the employee’s employer is 
controlling. Thus, the price at which 
the property is sold to the wholesale 
customers of a manufacturer will gen-
erally be lower than the price at which 
the same property is sold to the cus-
tomers of a retailer. However, see para-
graph (a)(5) of this section regarding 
the effect of a wholesaler providing to 
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its employees additional rights not 
provided to customers of the whole-
saler in the ordinary course of its busi-
ness. 

(iv) Discounts to discrete customer or 
consumer groups. Subject to paragraph 
(2)(ii) of this section, if an employer of-
fers for sale property or services at one 
or more discounted prices to discrete 
customer or consumer groups, and 
sales at all such discounted prices com-
prise at least 35 percent of the employ-
er’s gross sales for a representative pe-
riod, then in determining the amount 
of an employee discount, the price at 
which such property or service is being 
offered to customers for purposes of 
this section is a discounted price. The 
applicable discounted price is the cur-
rent undiscounted price, reduced by the 
percentage discount at which the 
greatest percentage of the employer’s 
discounted gross sales are made for 
such representative period. If sales at 
different percentage discounts equal 
the same percentage of the employer’s 
gross sales, the price at which the 
property or service is being provided to 
customers may be reduced by the aver-
age of the discounts offered to each of 
the two groups. For purposes of this 
section, a representative period is the 
taxable year of the employer imme-
diately preceding the taxable year in 
which the property or service is pro-
vided to the employee at a discount. If 
more than one employer would be ag-
gregated under section 414 (b), (c), (m), 
or (o), and not all of the employers 
have the same taxable year, the em-
ployers required to be aggregated must 
designate the 12-month period to be 
used in determining gross sales for a 
representative period. The 12-month 
period designated, however, must be 
used on a consistent basis. 

(v) Examples. The rules provided in 
this paragraph (b)(2) are illustrated by 
the following examples: 

Example 1. Assume that a wholesale em-
ployer offers property for sale to two dis-
crete customer groups at differing prices. As-
sume further that during the prior taxable 
year of the employer, 70 percent of the em-
ployer’s gross sales are made at a 15 percent 
discount and 30 percent at no discount. For 
purposes of this paragraph (b)(2), the current 
undiscounted price at which the property or 
service is being offered by the employer for 

sale to customers may be reduced by the 15 
percent discount. 

Example 2. Assume that a retail employer 
offers a 20 percent discount to members of 
the American Bar Association, a 15 percent 
discount to members of the American Med-
ical Association, and a ten percent discount 
to employees of the Federal Government. As-
sume further that during the prior taxable 
year of the employer, sales to American Bar 
Association members equal 15 percent of the 
employer’s gross sales, sales to American 
Medical Association members equal 20 per-
cent of the employer’s gross sales, and sales 
to Federal Government employees equal 25 
percent of the employer’s gross sales. For 
purposes of this paragraph (b)(2), the current 
undiscounted price at which the property or 
service is being offered by the employer for 
sale to customers may be reduced by the ten 
percent Federal Government discount. 

(3) Damaged, distressed, or returned 
goods. If an employee pays at least fair 
market value for damaged, distressed, 
or returned property, such employee 
will not have income attributable to 
such purchase. 

(c) Gross profit percentage—(1) In gen-
eral—(i) General rule. An exclusion from 
gross income for an employee discount 
on qualified property is limited to the 
price at which the property is being of-
fered to customers in the ordinary 
course of the employer’s line of busi-
ness, multiplied by the employer’s 
gross profit percentage. The term 
‘‘gross profit percentage’’ means the 
excess of the aggregate sales price of 
the property sold by the employer to 
customers (including employees) over 
the employer’s aggregate cost of the 
property, then divided by the aggregate 
sales price. 

(ii) Calculation of gross profit percent-
age. The gross profit percentage must 
be calculated separately for each line 
of business based on the aggregate 
sales price and aggregate cost of prop-
erty in that line of business for a rep-
resentative period. For purposes of this 
section, a representative period is the 
taxable year of the employer imme-
diately preceding the taxable year in 
which the discount is available. For ex-
ample, if the aggregate amount of sales 
of property in an employer’s line of 
business for the prior taxable year was 
$800,000, and the aggregate cost of the 
property for the year was $600,000, the 
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gross profit percentage would be 25 per-
cent ($800,000 minus $600,000, then di-
vided by $800,000). If two or more em-
ployers are required to aggregate under 
section 414 (b), (c), (m), or (o) (aggre-
gated employer), and if all of the ag-
gregated employers do not share the 
same taxable year, then the aggregated 
employers must designate the 12- 
month period to be used in determining 
the gross profit percentage. The 12- 
month period designated, however, 
must be used on a consistent basis. If 
an employee performs substantial serv-
ices in more than one line of business, 
the gross profit percentage of the line 
of business in which the property is 
sold determines the amount of the ex-
cludable employee discount. 

(iii) Special rule for employers in their 
first year of existence. An employer in 
its first year of existence may estimate 
the gross profit percentage of a line of 
business based on its mark-up from 
cost. Alternatively, an employer in its 
first year of existence may determine 
the gross profit percentage by ref-
erence to an appropriate industry aver-
age. 

(iv) Redetermination of gross profit per-
centage. If substantial changes in an 
employer’s business indicate at any 
time that it is inappropriate for the 
prior year’s gross profit percentage to 
be used for the current year, the em-
ployer must, within a reasonable pe-
riod, redetermine the gross profit per-
centage for the remaining portion of 
the current year as if such portion of 
the year were the first year of the em-
ployer’s existence. 

(2) Line of business. In general, an em-
ployer must determine the gross profit 
percentage on the basis of all property 
offered to customers (including em-
ployees) in each separate line of busi-
ness. An employer may instead select a 
classification of property that is nar-
rower than the applicable line of busi-
ness. However, the classification must 
be reasonable. For example, if an em-
ployer computes gross profit percent-
age according to the department in 
which products are sold, such classi-
fication is reasonable. Similarly, it is 
reasonable to compute gross profit per-
centage on the basis of the type of mer-
chandise sold (such as high mark-up 
and low mark-up classifications). It is 

not reasonable, however, for an em-
ployer to classify certain low mark-up 
products preferred by certain employ-
ees (such as highly compensated em-
ployees) with high mark-up products or 
to classify certain high mark-up prod-
ucts preferred by other employees with 
low mark-up products. 

(3) Generally accepted accounting prin-
ciples. In general, the aggregate sales 
price of property must be determined 
in accordance with generally accepted 
accounting principles. An employer 
must compute the aggregate cost of 
property in the same manner in which 
it is computed for the employer’s Fed-
eral income tax liability; thus, for ex-
ample, section 263A and the regulations 
thereunder apply in determining the 
cost of property. 

(d) Treatment of leased sections of de-
partment stores—(1) In general—(i) Gen-
eral rule. For purposes of determining 
whether employees of a leased section 
of a department store may receive 
qualified employee discounts at the de-
partment store and whether employees 
of the department store may receive 
qualified employee discounts at the 
leased section of the department store, 
the leased section is treated as part of 
the line of business of the person oper-
ating the department store, and em-
ployees of the leased section are treat-
ed as employees of the person oper-
ating the department store as well as 
employees of their employer. The term 
‘‘leased section of a department store’’ 
means a section of a department store 
where substantially all of the gross re-
ceipts of the leased section are from 
over-the-counter sales of property 
made under a lease, license, or similar 
arrangement where it appears to the 
general public that individuals making 
such sales are employed by the depart-
ment store. A leased section of a de-
partment store which, in connection 
with the offering of beautician serv-
ices, customarily makes sales of beau-
ty aids in the ordinary course of busi-
ness is deemed to derive substantially 
all of its gross receipts from over-the- 
counter sales of property. 

(ii) Calculation of gross profit percent-
age. For purposes of paragraph (d) of 
this section, when calculating the 
gross profit percentage of property and 
services sold at a department store, 
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sales of property and services sold at 
the department store, as well as sales 
of property and services sold at the 
leased section, are considered. The rule 
provided in the preceding sentence does 
not apply, however, if it is more rea-
sonable to calculate the gross profit 
percentage for the department store 
and leased section separately, or if it 
would be inappropriate to combine 
them (such as where either the depart-
ment store or the leased section but 
not both provides employee discounts). 

(2) Employees of the leased section—(i) 
Definition. For purposes of this para-
graph (d), ‘‘employees of the leased sec-
tion’’ means all employees who per-
form substantial services at the leased 
section of the department store regard-
less of whether the employees engage 
in over-the-counter sales of property or 
services. The term ‘‘employee’’ has the 
same meaning as in section 132(f) and 
§ 1.132–1(b)(1). 

(ii) Discounts offered to either depart-
ment store employees or employees of the 
leased section. If the requrements of 
this paragraph (d) are satisfied, em-
ployees of the leased section may re-
ceive qualified employee discounts at 
the department store whether or not 
employees of the department store are 
offered discounts at the leased section. 
Similarly, employees of the depart-
ment store may receive a qualified em-
ployee discount at the leased section 
whether or not employees of the leased 
section are offered discounts at the de-
partment store. 

(e) Excess discounts. Unless excludable 
under a provision of the Internal Rev-
enue Code of 1986 other than section 
132(a)(2), an employee discount pro-
vided on property is excludable to the 
extent of the gross profit percentage 
multiplied by the price at which the 
property is being offered for sale to 
customers. If an employee discount ex-
ceeds the gross profit percentage, the 
excess discount is includible in the em-
ployee’s income. For example, if the 
discount on employer-purchased prop-
erty is 30 percent and the employer’s 
gross profit percentage for the period 
in the relevant line of business is 25 
percent, then 5 percent of the price at 
which the property is being offered for 
sale to customers is includible in the 
empoyee’s income. With respect to 

services, an employee discount of up to 
20 percent may be excludable. If an em-
ployee discount exceeds 20 percent, the 
excess discount is includible in the em-
ployee’s income. For example, assume 
that a commercial airline provides a 
pass to each of its employees permit-
ting the employees to obtain a free 
round-trip coach ticket with a con-
firmed seat to any destination the air-
line services. Neither the exclusion of 
section 132(a)(1) (relating to no-addi-
tional-cost services) nor any other 
statutory exclusion applies to a flight 
taken primarily for personal purposes 
by an employee under this program. 
However, an employee discount of up 
to 20 percent may be excluded as a 
qualified employee discount. Thus, if 
the price charged to customers for the 
flight taken is $300 (under restrictions 
comparable to those actually placed on 
travel associated with the employee 
airline ticket), $60 is excludible from 
gross income as a qualified employee 
discount and $240 is includible in gross 
income. 

[T.D. 8256, 54 FR 28603, July 6, 1989] 

§ 1.132–3T Qualified employee dis-
count—1985 through 1988 (tem-
porary). 

(a) In general—(1) Definition. Gross in-
come does not include the value of a 
qualified employee discount. The term 
‘‘qualified employee discount’’ means 
any employee discount with respect to 
qualified property or services provided 
by an employer to an employee for the 
employee’s personal use to the extent 
the discount does not exceed— 

(i) The gross profit percentage of the 
price at which the property is offered 
to customers, for discounts on prop-
erty, or 

(ii) 20 percent of the price at which 
the services are offered to customers, 
for discounts on services. 

(2) Qualified property or services—(i) In 
general. The term ‘‘qualified property 
or services’’ means any property or 
services that are offered for sale to cus-
tomers in the ordinary course of the 
line of business of the employer in 
which the employee performs substan-
tial services. For rules relating to the 
line of business limitation, see § 1.132– 
4T. 
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(ii) Exception for certain property. The 
term ‘‘qualified property’’ does not in-
clude real property and it does not in-
clude personal property (whether tan-
gible or intangible) of a kind com-
monly held for investment. Thus, an 
employee may not exclude from gross 
income the amount of an employee dis-
count provided on the purchase of ei-
ther residential or commercial real es-
tate, securities, commodities, or cur-
rency, whether or not the particular 
purchase is made for investment pur-
poses. 

(iii) Property and services not offered in 
ordinary course of business. The term 
‘‘qualified property or services’’ does 
not include any property or services of 
a kind that is not offered for sale to 
customers in the ordinary course of the 
line of business of the employer. For 
example, employee discounts provided 
on property or services that are offered 
for sale only to employees and their 
families (such as merchandise sold at 
an employee store or through an em-
ployer-provided catalog service) may 
not be excluded from gross income. 

(3) No reciprocal agreement exception. 
The exclusion for a qualified employee 
discount does not apply to property or 
services provided by another employer 
pursuant to a written reciprocal agree-
ment that exists between employers to 
provide discounts on property and serv-
ices to employees of the other em-
ployer. 

(4) Cash or third-party rebates—(i) 
Property or services provided without 
charge or at a reduced price. The exclu-
sion for a qualified employee discount 
applies whether the property or service 
is provided at no charge (in which case 
only part of the discount may be ex-
cludable as a qualified employee dis-
count) or at a reduced price. The exclu-
sion also applies if the benefit is pro-
vided through a partial or total cash 
rebate of an amount paid for the prop-
erty or service. 

(ii) Property or services provided di-
rectly by the employer or indirectly 
through a third party. A qualified em-
ployee discount may be provided either 
directly by the employer or indirectly 
through a third party. For example, an 
employee of an appliance manufacturer 
may receive a qualified employee dis-
count on the manufacturer’s appliances 

purchased at a retail store that offers 
such appliances for sale to customers. 
The employee may exclude the amount 
of the qualified employee discount 
whether the employee is provided the 
appliance at no charge or purchases it 
at a reduced price, or whether the em-
ployee receives a partial or total cash 
rebate from either the employer-manu-
facturer or the retailer. If an employee 
receives additional rights associated 
with the property that are not provided 
by the employee’s employer to cus-
tomers in the ordinary course of the 
line of business in which the employee 
performs substantial services (such as 
the right to return or exchange the 
property or special warranty rights), 
the employee may only receive a quali-
fied employee discount with respect to 
the property and not the additional 
rights. Receipt of such additional 
rights may occur, for example, when an 
employee of a manufacturer purchases 
property manufactured by the employ-
ee’s employer at a retail outlet. 

(5) Applicability of nondiscrimination 
rules. The exclusion for a qualified em-
ployee discount applies to officers, 
owners, and highly compensated em-
ployees only if the discount is avail-
able on substantially the same terms 
to each member of a group of employ-
ees that is defined under a reasonable 
classification set up by the employer 
that does not discriminate in favor of 
officers, owners, or highly compensated 
employees. See § 1.132–8T. 

(b) Employee discount—(1) Definition. 
The term ‘‘employee discount’’ means 
the excess of— 

(i) The price at which the property or 
service is being offered by the em-
ployer for sale to customers, over 

(ii) The price at which the property 
or service is provided by the employer 
to an employee for use by the em-
ployee. 

A transfer of property by an employee 
without consideration is considered use 
by the employee for purposes of this 
section. Thus, for example, if an em-
ployee receives a discount on property 
offered for sale by his employer to cus-
tomers and the employee makes a gift 
of the property to his parent, the prop-
erty will be considered to be provided 
for use by the employee, thus enabling 
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the discount to be eligible for exclusion 
as a qualified employee discount. 

(2) Price to customers—(i) Determined 
at time of sale. In determining the 
amount of an employee discount, the 
price at which the property or service 
is being offered to customers at the 
time of the employee’s purchase is con-
trolling. For example, assume that an 
employer offers a product to customers 
for $20 during the first six months of a 
calendar year, but at the time the em-
ployee purchases the product at a dis-
count, the price at which the product is 
being offered to customers is $25. In 
this case, the price from which the em-
ployee discount is measured is $25. 

(ii) Quantity discount not reflected. 
The price referred to in paragraph 
(b)(2)(i) of this section cannot reflect 
any quantity discount unless the em-
ployee actually purchases the requisite 
quantity of the property or service. 

(iii) Customers of employee’s employer 
controls. In determining the amount of 
an employee discount, the price at 
which the property or service is offered 
to customers of the employee’s em-
ployer is controlling. Thus, the price at 
which property is sold to the wholesale 
customers of a manufacturer will gen-
erally be lower than the price at which 
the same property is sold to the cus-
tomers of a retailer. However, see para-
graph (a)(4)(ii) of this section regarding 
the effect of a wholesaler providing to 
its employees additional rights not 
provided to customers of the whole-
saler in the ordinary course of its busi-
ness. 

(iv) Discounts to discrete customer or 
consumer groups. In determining the 
amount of an employee discount, if an 
employer offers for sale property or 
services at one or more discounted 
prices to discrete customer or con-
sumer groups, and sales at all such dis-
counted prices comprise at least 35 per-
cent of the employer’s gross sales for a 
representative period, then the price at 
which property or service is being of-
fered to customers is a discounted 
price. The applicable discounted price 
is the current undiscounted price, re-
duced by the percentage discount at 
which the greatest percentage of the 
employer’s gross sales are made for 
such representative period. If sales at 
different percentage discounts equal 

the same percentage of the employer’s 
gross sales, the price at which the 
property or service is being provided to 
customers may be reduced by the aver-
age of the two group discounts. For 
purposes of this section, a representa-
tive period is the taxable year of the 
employer immediately preceding the 
taxable year in which the property or 
service is provided to the employee at 
a discount. If more than one employer 
would be aggregated under section 414 
(b), (c), or (m), and all of the employers 
do not have the same taxable year, the 
employers required to be aggregated 
must designate the 12-month period to 
be used in determining gross sales for a 
representative period. 

(v) Examples. The rules provided in 
this paragraph (b)(2) are illustrated by 
the following examples: 

Example 1. Assume that a wholesale em-
ployer offers property for sale to two dis-
crete customer groups at differing prices. As-
sume further that during the prior taxable 
year of the employer, 70 percent of the em-
ployer’s gross sales are made at a 15-percent 
discount and 30 percent at no discount. The 
current undiscounted price at which the 
property or service is being offered by the 
employer for sale to customers may be re-
duced by the 15-percent discount. 

Example 2. Assume that a retail employer 
offers a 20 percent discount to members of 
the American Bar Association, a 15 percent 
discount to members of the American Med-
ical Association, and a ten percent discount 
to employees of the Federal Government. As-
sume further that during the prior taxable 
year of the employer, sales to American Bar 
Association members equal 15 percent of the 
employer’s gross sales, sales to American 
Medical Association members equal 20 per-
cent of the employer’s gross sales, and sales 
to Federal Government employees equal 25 
percent of the employer’s gross sales. The 
current undiscounted price at which the 
property or service is being offered by the 
employer for sale to customers may be re-
duced by the ten percent Federal Govern-
ment discount. 

(3) Damaged, distressed, or returned 
goods. If an employee pays at least fair 
market value for damaged, distressed, 
or returned property, such employee 
will not have income attributable to 
such purchase. 

(c) Gross profit percentage—(1) In gen-
eral—(i) General rule. An exclusion from 
gross income for an employee discount 
on qualified property is limited to the 
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price at which the property is being of-
fered to customers in the ordinary 
course of the employer’s line of busi-
ness, multiplied by the employer’s 
gross profit percentage. The term 
‘‘gross profit percentage’’ means the 
excess of the aggregate sales price of 
the property sold by the employer to 
customers (including employees) over 
the employer’s aggregate cost of the 
property, then divided by the aggregate 
sales price. 

(ii) Calculation of gross profit percent-
age. The gross profit percentage must 
be calculated separately for each line 
of business based on the aggregate 
sales price and aggregate cost of prop-
erty in that line of business for a rep-
resentative period. For purposes of this 
section, a representative period is the 
taxable year of the employer imme-
diately preceding the taxable year in 
which the discount is available. For ex-
ample, if the aggregate sales of prop-
erty in an employer’s line of business 
for the prior taxable year were $800,000, 
and the aggregate cost of the property 
for the year were $600,000, the gross 
profit percentage would be 25 percent 
($800,000 minus $600,000, then divided by 
$800,000). If more than one employer 
would be aggregated under section 414 
(b), (c), or (m), and all of the employers 
do not have the same taxable year, the 
employers required to be aggregated 
must designate the 12-month period to 
be used in determining the gross profit 
percentage. If an employee performs 
substantial services in more than one 
line of business, the gross profit per-
centage of the line of business in which 
the property is sold determines the 
amount of the excludable employee dis-
count. 

(iii) Special rule for employers in their 
first year of existence. An employer in 
its first year of existence may estimate 
the gross profit percentage of a line of 
business based on its mark-up from the 
cost. Alternatively, an employer in its 
first year of existence may determine 
the gross profit percentage by ref-
erence to an appropriate industry aver-
age. 

(iv) Redetermination of gross profit per-
centage. If substantial changes in an 
employer’s business indicate at any 
time that it is inappropriate for the 
prior years’ gross profit percentage to 

be used for the current year, the em-
ployer must, within a reasonable pe-
riod, redetermine the gross profit per-
centage for the remaining portion of 
the current year as if such portion of 
the year were the first year of the em-
ployer’s existence. 

(2) Line of business. In general, an em-
ployer must determine the gross profit 
percentage on the basis of all property 
offered to customers (including em-
ployees) in each separate line of busi-
ness. An employer may instead select a 
classification of property that is nar-
rower than the applicable line of busi-
ness. However, such classification must 
be reasonable. For example, if an em-
ployer computes gross profit percent-
age according to the department in 
which products are sold, such classi-
fication is reasonable. Similarly, it is 
reasonable to compute gross profit per-
centage on the basis of the type of mer-
chandise sold (such as high mark-up 
and low mark-up classifications). It is 
not reasonable, however, for an em-
ployer to classify certain low mark-up 
products preferred by certain employ-
ees (such as officers, owners, and high-
ly compensated employees) with high 
mark-up products or to classify certain 
high mark-up products preferred by 
other employees with low mark-up 
products. 

(3) Generally accepted accounting prin-
ciples. In general, the aggregate sales 
price of property must be determined 
in accordance with generally accepted 
accounting principles. An employer 
must compute the aggregate cost of 
property in the same manner in which 
it is computed for the employer’s Fed-
eral income tax liability, pursuant to 
the inventory rules in section 471 and 
the regulations thereunder. 

(d) Treatment of leased sections of de-
partment stores—(1) In general—(i) Gen-
eral rule. For purposes of determining 
whether employees of a leased section 
of a department store may receive 
qualified employees discounts at the 
department store and whether employ-
ees of the department store may re-
ceive qualified employee discounts at 
the leased section of the department 
store, the leased section is treated as 
part of the line of business of the per-
son operating the department store, 
and employees of the leased section are 
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treated as employees of the person op-
erating the department store as well as 
employees of their employer. The term 
‘‘leased section of a department store’’ 
means a section of a department store 
where substantially all of the gross re-
ceipts of the leased section are over- 
the-counter sales of property made 
under a lease, license, or similar ar-
rangement where it appears to the gen-
eral public that individuals making 
such sales are employed by the depart-
ment store. An example of a leased sec-
tion of a department store is a cos-
metics firm that leases floor space 
from a department store. 

(ii) Calculation of gross profit percent-
age. When calculating the gross profit 
percentage of property and services 
sold at the department store under 
paragraph (c) of this section, sales of 
property and services sold at the de-
partment store, as well as sales of 
property and services sold at the leased 
section, are considered. The rule pro-
vided in the preceding sentence does 
not apply, however, if it is reasonable 
to calculate the gross profit percentage 
for the department store and leased 
section separately, or if it would be in-
appropriate to combine them (such as 
where either the department store or 
the leased section, but not both, pro-
vides employee discounts). 

(2) Employees of the leased section—(i) 
Definition. For purposes of this para-
graph (d), ‘‘employees of the leased sec-
tion’’ means all employees who per-
form substantial services at the leased 
section regardless of whether the em-
ployees engage in over-the-counter 
sales of property or services. The term 
‘‘employee’’ has the same meaning as 
in section 133(f). 

(ii) Discounts offered to either depart-
ment store employees or employees of the 
leased section. If the requirements of 
this paragraph (d) are satisfied, em-
ployees of the leased section may re-
ceive qualified employee discounts at 
the department store regardless of 
whether employees of the department 
store are offered discounts at the 
leased section. Similarly, regardless of 
whether employees of the leased sec-
tion are offered discounts at the de-
partment store, employees of the de-
partment store may receive qualified 

employee discounts at the leased sec-
tion. 

(e) Excess discounts. Unless excludable 
under a statutory provision other than 
section 132(a)(2), an employee discount 
provided on property is excludable to 
the extent of the gross profit percent-
age multiplied by the price at which 
the property is being offered for sale to 
customers. If an employee discount ex-
ceeds the gross profit percentage, the 
excess discount is includible in the em-
ployee’s income. For example, if the 
discount on property is 30 percent and 
the employer’s gross profit percentage 
for the period in the relevant line of 
business is 25 percent, then 5 percent of 
the price at which the property is being 
offered for sale to customers is includ-
ible in the emloyee’s income. With re-
spect to services, an employee discount 
of up to 20 percent may be excludable. 
If an employee discount exceeds 20 per-
cent, the excess discount is includible 
in the employee’s income. 

[T.D. 8063, 50 FR 52299, Dec. 23, 1985, as 
amended by T.D. 8256, 54 FR 28600, July 6, 
1989] 

§ 1.132–4 Line of business limitation. 
(a) In general—(1) Applicability—(i) 

General rule. A no-additional-cost serv-
ice or a qualified employee discount 
provided to an employee is only avail-
able with respect to property or serv-
ices that are offered for sale to cus-
tomers in the ordinary course of the 
same line of business in which the em-
ployee receiving the property or serv-
ice performs substantial services. Thus, 
an employee who does not perform sub-
stantial services in a particular line of 
business of the employer may not ex-
clude from income under section 132 
(a)(1) or (a)(2) the value of services or 
employee discounts received on prop-
erty or services in that line of business. 
For rules that relax the line of business 
requirement, see paragraphs (b) 
through (g) of this section. 

(ii) Property and services sold to em-
ployees rather than customers. Because 
the property or services must be of-
fered for sale to customers in the ordi-
nary course of the same line of busi-
ness in which the employee performs 
substantial services, the line of busi-
ness limitation is not satisfied if the 
employer’s products or services are 
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sold primarily to employees of the em-
ployer, rather than to customers. Thus, 
for example, an employer in the bank-
ing line of business is not considered in 
the variety store line of business if the 
employer establishes an employee 
store that offers variety store items for 
sale to the employer’s employees. See 
§ 1.132–7 for rules relating to employer- 
operated eating facilities, and see 
§ 1.132–1(e) for rules relating to em-
ployer-operated on-premises athletic 
facilities. 

(iii) Performance of substantial services 
in more than one line of business. An em-
ployee who performs services in more 
than one of the employer’s lines of 
business may only exclude no-addi-
tional-cost services and qualified em-
ployee discounts in the lines of busi-
ness in which the employee performs 
substantial services. 

(iv) Performance of services that di-
rectly benefit more than one line of busi-
ness—(A) In general. An employee who 
performs substantial services that di-
rectly benefit more than one line of 
business of an employer is treated as 
performing substantial services in all 
such line of business. For example, an 
employee who maintains accounting 
records for an employer’s three lines of 
business may receive qualified em-
ployee discounts in all three lines of 
business. Similarly, if an employee of a 
minor line of business of an employer 
that is significantly interrelated with a 
major line of business of the employer 
performs substantial services that di-
rectly benefit both the major and the 
minor lines of business, the employee 
is treated as performing substantial 
services for both the major and the 
minor lines of business. 

(B) Examples. The rules provided in 
this paragraph (a)(1)(iv) are illustrated 
by the following examples: 

Example 1. Assume that employees of units 
of an employer provide repair or financing 
services, or sell by catalog, with respect to 
retail merchandise sold by the employer. 
Such employees may be considered to per-
form substantial services for the retail mer-
chandise line of business under paragraph 
(a)(1)(iv)(A) of this section. 

Example 2. Assume that an employer oper-
ates a hospital and a laundry service. As-
sume further that some of the gross receipts 
of the laundry service line of business are 
from laundry services sold to customers 

other than the hospital employer. Only the 
employees of the laundry service who per-
form substantial services which directly ben-
efit the hospital line of business (through the 
provision of laundry services to the hospital) 
will be treated as performing substantial 
services for the hospital line of business. 
Other employees of the laundry service line 
of business will not be treated as employees 
of the hospital line of business. 

Example 3. Assume the same facts as in ex-
ample (2), except that the employer also op-
erates a chain of dry cleaning stores. Em-
ployees who perform substantial services 
which directly benefit the dry cleaning 
stores but who do not perform substantial 
services that directly benefit the hospital 
line of business will not be treated as per-
forming substantial services for the hospital 
line of business. 

(2) Definition—(i) In general. An em-
ployer’s line of business is determined 
by reference to the Enterprise Stand-
ard Industrial Classification Manual 
(ESIC Manual) prepared by the Statis-
tical Policy Division of the U.S. Office 
of Management and Budget. An em-
ployer is considered to have more than 
one line of business if the employer of-
fers for sale to customers property or 
services in more than one two-digit 
code classification referred to in the 
ESIC Manual. 

(ii) Examples. Examples of two-digit 
classifications are general retail mer-
chandise stores; hotels and other lodg-
ing places; auto repair, services, and 
garages; and food stores. 

(3) Aggregation of two-digit classifica-
tions. If, pursuant to paragraph (a)(2) of 
this section, an employer has more 
than one line of business, such lines of 
business will be treated as a single line 
of business where and to the extent 
that one or more of the following ag-
gregation rules apply: 

(i) If it is uncommon in the industry 
of the employer for any of the separate 
lines of business of the employer to be 
operated without the others, the sepa-
rate lines of business are treated as one 
line of business. 

(ii) If it is common for a substantial 
number of employees (other than those 
employees who work at the head-
quarters or main office of the em-
ployer) to perform substantial services 
for more than one line of business of 
the employer, so that determination of 
which employees perform substantial 
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services for which line or lines of busi-
ness would be difficult, then the sepa-
rate lines of business of the employer 
in which such employees perform sub-
stantial services are treated as one line 
of business. For example, assume that 
an employer operates a delicatessen 
with an attached service counter at 
which food is sold for consumption on 
the premises. Assume further that 
most but not all employees work both 
at the delicatessen and at the service 
counter. Under the aggregation rule of 
this paragraph (a)(3)(ii), the deli-
catessen and the service counter are 
treated as one line of business. 

(iii) If the retail operations of an em-
ployer that are located on the same 
premises are in separate lines of busi-
ness but would be considered to be 
within one line of business under para-
graph (a)(2) of this section if the mer-
chandise offered for sale in such lines 
of business were offered for sale at a 
department store, then the operations 
are treated as one line of business. For 
example, assume that on the same 
premises an employer sells both wom-
en’s apparel and jewelry. Because, if 
sold together at a department store, 
the operations would be part of the 
same line of business, the operations 
are treated as one line of business. 

(b) Grandfather rule for certain retail 
stores—(1) In general. The line of busi-
ness limitation may be relaxed under 
the special grandfather rule of this 
paragraph (b). Under this special 
grandfather rule, if— 

(i) On October 5, 1983, at least 85 per-
cent of the employees of one member of 
an affiliated group (as defined in sec-
tion 1504 without regard to subsections 
(b)(2) and (b)(4) thereof) (‘‘first mem-
ber’’) were entitled to receive employee 
discounts at retail department stores 
operated by another member of the af-
filiated group (‘‘second member’’), and 

(ii) More than 50 percent of the pre-
vious year’s sales of the affiliated 
group are attributable to the operation 
of retail department stores, then, for 
purposes of the exclusion from gross in-
come of a qualified employee discount, 
the first member is treated as engaged 
in the same line of business as the sec-
ond member (the opeator of the retail 
department stores). Therefore, employ-
ees of the first member of the affiliated 

group may exclude from income quali-
fied employee discounts received at the 
retail department stores operated by 
the second member. However, employ-
ees of the second member of the affili-
ated group may not under this para-
graph (b)(1) exclude any discounts re-
ceived on property or services offered 
for sale to customers by the first mem-
ber of the affiliated group. 

(2) Taxable year of affiliated group. If 
not all of the members of an affiliated 
group have the same taxable year, the 
affiliated group must designate the 12- 
month period to be used in determining 
the ‘‘previous year’s sales’’ (as referred 
to in the grandfather rule of this para-
graph (b)). The 12-month period des-
ignated, however, must be used on a 
consistent basis. 

(3) Definition of ‘‘sales.’’ For purposes 
of this paragraph (b), the term ‘‘sales’’ 
means the gross receipts of an affili-
ated group, based upon the accounting 
methods used by its members. 

(4) Retired and disabled employees. For 
purposes of this paragraph (b), an em-
ployee includes any individual who 
was, or whose spouse was, formerly em-
ployed by the first member of an affili-
ated group and who separated from 
service with the member by reason of 
retirement or disability if the second 
member of the group provided em-
ployee discounts to that individual on 
October 5, 1983. 

(5) Increase of employee discount. If, 
after October 5, 1983, the employee dis-
count described in this paragraph (b) is 
increased, the grandfather rule of this 
paragraph (b) does not apply to the 
amount of the increase. For example, if 
on January 1, 1989, the employee dis-
count is increased from 10 percent to 15 
percent, the grandfather rule will not 
apply to the additional 5 percent dis-
count. 

(c) Grandfather rule for telephone serv-
ice provided to predivestiture retirees. All 
entities subject to the modified final 
judgment (as defined in section 
559(c)(5) of the Tax Reform Act of 1984) 
shall be treated as a single employer 
engaged in the same line of business for 
purposes of determining whether tele-
phone service provided to certain em-
ployees is a no-additional-cost service. 
The preceding sentence applies only in 
the case of an employee who by reason 
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of retirement or disability separated 
before January 1, 1984, from the service 
of an entity subject to the modified 
final judgment. This paragraph (c) only 
applies to services provided to such 
employees as of January 1, 1984. For a 
special no-additional-cost service rule 
relating to such employees and such 
services, see § 1.132–2(a)(6). 

(d) Special rule for certain affiliates of 
commercial airlines—(1) General rule. If a 
qualified affiliate is a member of an 
airline affiliated group and employees 
of the qualified affiliate who are di-
rectly engaged in providing airline-re-
lated services are entitled to no-addi-
tional-cost service with respect to air 
transportation provided by such other 
member, then, for purposes of applying 
§ 1.132–2 (relating to no-additional-cost 
services with respect to such air trans-
portation), such qualified affiliate shall 
be treated as engaged in the same line 
of business as such other member. 

(2) ‘‘Airline affiliated group’’ defined. 
An ‘‘airline affiliated group’’ is an af-
filiated group (as defined in section 
1504 (a)) one of whose members oper-
ates a commercial airline that provides 
air transportation to customers on a 
per-seat basis. 

(3) ‘‘Qualified affiliate’’ defined. A 
‘‘qualified affiliate’’ is any corporation 
that is predominantly engaged in pro-
viding airline-related services. The 
term ‘‘airline-related services’’ means 
any of the following services provided 
in connection with air transportation: 

(i) Catering, 
(ii) Baggage handling, 
(iii) Ticketing and reservations, 
(iv) Flight planning and weather 

analysis, and 
(v) Restaurants and gift shops lo-

cated at an airport. 
(e) Grandfather rule for affiliated 

groups operating airlines. The line of 
business limitation may be relaxed 
under the special grandfather rule of 
this paragraph (e). Under this special 
grandfather rule, if, as of September 12, 
1984— 

(1) An individual— 
(i) Was an employee (within the 

meaning of § 1.132–1 (b)) of one member 
of an affiliated group (as defined in sec-
tion 1504(a)) (‘‘first corporation’’), and 

(ii) Was eligible for no-additional- 
cost services in the form of air trans-

portation provided by another member 
of such affiliated group (‘‘second cor-
poration’’), 

(2) At least 50 percent of the individ-
uals performing services for the first 
corporation were, or had been employ-
ees of, or had previously performed 
services for, the second corporation, 
and 

(3) The primary business of the affili-
ated group was air transportation of 
passengers, then, for purposes of apply-
ing sections 132(a) (1) and (2), with re-
spect to no-additional-cost services and 
qualified employee discounts provided 
after December 31, 1984, for that indi-
vidual by the second corporation, the 
first corporation is treated as engaged 
in the same air transporation line of 
business as the second corporation. For 
purposes of the preceding sentence, an 
employee of the second corporation 
who is performing services for the first 
corporation is also treated as an em-
ployee of the first corporation. 

(f) Special rule for qualified air trans-
portation organizations. A qualified air 
transportation organization is treated 
as engaged in the line of business of 
providing air transportation with re-
spect to any individual who performs 
services for the organization if those 
services are peformed primarily for 
persons engaged in providing air trans-
portation, and are of a kind which (if 
performed on September 12, 1984) would 
qualify the individual for no-addi-
tional-cost services in the form of air 
transportation. The term ‘‘qualified air 
transportation organization’’ means 
any organization— 

(1) If such organization (or a prede-
cessor) was in existence on September 
12, 1984, 

(2) If such organization is— 
(i) A tax-exempt organization under 

section(c)(6) whose membership is lim-
ited to entities engaged in the trans-
portation by air of individuals or prop-
erty for compensation or hire, or 

(ii) Is a corporation all the stock of 
which is owned entirely by entities de-
scribed in paragraph (f)(2)(i) of this sec-
tion, and 

(3) If such organization is operated in 
furtherance of the activities of its 
members or owners. 
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(g) Relaxation of line of business re-
quirement. The line of business require-
ment may be relaxed under an elective 
grandfather rule provided in section 
4977. For rules relating to the section 
4977 election, see § 54.4977–1T. 

(h) Line of business requirement does 
not expand benefits eligible for exclusion. 
The line of business requirement limits 
the benefits eligible for the no-addi-
tional-cost service and qualified em-
ployee discount exclusions to property 
or services provided by an employer to 
its customers in the ordinary course of 
the line of business of the employer in 
which the employee performs substan-
tial services. The requirement is in-
tended to ensure that employers do not 
offer, on a tax-free or reduced basis, 
property or services to employees that 
are not offered to the employer’s cus-
tomers, even if the property or services 
offered to the customers and the em-
ployees are within the same line of 
business (as defined in this section). 

[T.D. 8256, 54 FR 28606, July 6, 1989] 

§ 1.132–4T Line of business limita-
tion—1985 through 1988 (tem-
porary). 

(a) In general—(1) Applicability—(i) 
General rule. A no-additional-cost serv-
ice or qualified employee discount pro-
vided to an employee must be for prop-
erty or services that are offered for 
sale to customers in the ordinary 
course of the same line of business in 
which the employee receiving the prop-
erty or service performs substantial 
services. Thus, an employee who does 
not perform substantial services in a 
particular line of business of the em-
ployer may not exclude the value of 
services or employee discounts re-
ceived on property or services in that 
line of business. 

(ii) Property and services sold to em-
ployees rather than customers. Since the 
property or services must be offered for 
sale to customers in the ordinary 
course of the same line of business in 
which the employee performs substan-
tial services, the line of business limi-
tation is not satisfied if the employer’s 
products or services are sold to em-
ployees of the employer, rather than to 
customers. Thus, for example, an em-
ployer in the banking line of business 
is not considered in the variety store 

line of business if the employer estab-
lishes an employee store that offers va-
riety store items for sale to the em-
ployer’s employees. 

(iii) Performance of substantial services 
in more than one line of business. An em-
ployee who performs services in more 
than one of the employer’s lines of 
business may only exclude no-addi-
tional-cost services and qualified em-
ployee discounts in the lines of busi-
ness in which the employee performs 
substantial services. 

(iv) Performance of services that di-
rectly benefit more than one line of busi-
ness—(A) In general. An employee who 
performs substantial services that di-
rectly benefit more than one line of 
business of an employer is treated as 
performing substantial services in all 
such lines of business. For example, an 
employee who maintains accounting 
records for an employer’s three lines of 
business may receive qualified em-
ployee discounts in all three lines of 
business. 

(B) Significantly interrelated minor line 
of business. The employees of a minor 
line of business of an employer that is 
significantly interrelated with a major 
line of business of the employer who 
perform substantial services that di-
rectly benefit both the major and the 
minor lines of business are treated as 
employees of both the major and the 
minor lines of business. Employees of 
the minor line of business who do not 
perform substantial services which di-
rectly benefit the major line of busi-
ness are not treated as employees of 
the major line of business. A minor line 
of business is significantly interrelated 
with a major line of business when, for 
example, the activity of the minor line 
of business is directly related to but is 
a minor part of the major line of busi-
ness (such as laundry services provided 
at a hospital). 

(C) Examples. The rules provided in 
this paragraph are illustrated in the 
following examples: 

Example 1. Assume that employees of units 
of an employer provide repair or financing 
services, or sell by catalog, with respect to 
retail merchandise sold by the employer. 
Such employees may be considered as em-
ployees of the retail merchandise line of 
business under this paragraph (a)(1)(iv). 
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Example 2. Assume that an employer oper-
ates a hospital and a laundry service. As-
sume further that some of the gross receipts 
of the laundry service line of business are 
from laundry services sold to customers 
other than the hospital employer. Only the 
employees of the laundry service who per-
form substantial services which directly ben-
efit the hospital line of business (through the 
provision of laundry services to the hospital) 
will be treated as employees of the hospital 
line of business. Other employees of the 
laundry service line of business will not be 
treated as employees of the hospital line of 
business. 

Example 3. Assume the same facts as in ex-
ample (2), except that the minor line of busi-
ness also operates a chain of dry cleaning 
stores. Employees who perform substantial 
services which directly benefit the dry clean-
ing stores but who do not perform substan-
tial services that directly benefit the hos-
pital line of business will not be treated as 
employees of the hospital line of business. 

(2) Definition—(i) In general. An em-
ployer’s line of business is determined 
by reference to the Enterprise Stand-
ard Industrial Classification Manual 
(ESIC Manual) prepared by the Statis-
tical Policy Division of the U.S. Office 
of Management and Budget. An em-
ployer is considered to have more than 
one line of business if the employer of-
fers for sale to customers property or 
services in more than one two-digit 
code classification referred to in the 
ESIC Manual. 

(ii) Examples. Examples of two-digit 
classifications are general retail mer-
chandise stores; hotels and other lodg-
ing places; auto repair, services, and 
garages; and food stores. 

(3) Aggregation of two-digit classifica-
tions. If, pursuant to paragraph (a)(2) of 
this section, an employer has more 
than one line of business, such lines of 
business will be treated as a single line 
of business where and to the extent 
that one or more of the following ag-
gregation rules apply: 

(i) If it is uncommon in the industry 
of the employer for any of the separate 
lines of business of the employer to be 
operated without the others, the sepa-
rate lines of business are treated as one 
line of business. 

(ii) If it is common for a substantial 
number of employees (other than those 
employees who work at the head-
quarters or main office of the em-
ployer) to perform substantial services 

for more than one line of business of 
the employer, so that determination of 
which employees perform substantial 
services for which line of business 
would be difficult, then the separate 
lines of business of the employer in 
which such employees perform substan-
tial services are treated as one line of 
business. For example, assume that an 
employer operates a delicatessen with 
an attached service counter at which 
food is sold for consumption on the 
premises. Assume further that most 
but not all employees work both at the 
delicatessen and at the service counter. 
The delicatessen and the service 
counter are treated as one line of busi-
ness. 

(iii) If the retail operations of an em-
ployer that are located on the same 
premises are in separate lines of busi-
ness but would be considered to be 
within one line of business under para-
graph (a)(2) of this section if the mer-
chandise offered for sale in such lines 
of business were offered for sale at a 
department store, then the operations 
are treated as one line of business. For 
example, assume that on the same 
premises an employer sells both wom-
en’s apparel and jewelry. Since, if sold 
together at a department store, the op-
erations would be part of the same line 
of business, the operations are treated 
as one line of business. 

(b) Grandfather rule for certain retail 
stores—(1) In general. The line of busi-
ness limitation may be relaxed under a 
special grandfather rule. If— 

(i) On October 5, 1983, 85 percent of 
the employees of one member of an af-
filiated group (as defined in section 
1504 without regard to subsections 
(b)(2) and (b)(4) thereof) were entitled 
to employee discounts at retail depart-
ment stores operated by another mem-
ber of the affiliated group, and 

(ii) More than 50 percent of the cur-
rent year’s sales of the affiliated group 
are attributable to the operation of re-
tail department stores, 
then for purposes of the exclusion from 
gross income of a qualified employee 
discount, the first member is treated as 
engaged in the same line of business as 
the second member (the operator of the 
retail department stores). Therefore, 
employees of the first member of the 
affiliated group may exclude qualified 
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employee discounts received at the re-
tail department stores operated by the 
second member. However, employees of 
the second member of the affiliated 
group may not exclude any discounts 
received on property or services offered 
for sale to customers by the first mem-
ber of the affiliated group. 

(2) Taxable year of affiliated group. If 
all of the members do not have the 
same taxable year, the affiliated group 
must designate the 12-month period to 
be used in determining the ‘‘current 
year’s sales’’ (as referred to in this 
paragraph (b)). The 12-month period 
designated, however, must be used con-
sistently. 

(3) Definition of ‘‘sales’’. For purposes 
of this paragraph (b), the term ‘‘sales’’ 
means the gross receipts of the affili-
ated group, based upon the accounting 
methods used by its members. 

(4) Retired and disabled employees. For 
purposes of this paragraph (b), an em-
ployee includes any individual who 
was, or whose spouse was, formerly em-
ployed by the first member of the af-
filiated group and who separated from 
service with the member by reason of 
retirement or disability if the second 
member of the group provided em-
ployee discounts to such individuals on 
October 5, 1983. 

(5) Increase of employee discount. If, 
after October 5, 1983, the employee dis-
count described in this paragraph (b) is 
increased, the grandfather rule of this 
paragraph (b) does not apply to the 
amount of the increase. For example, if 
on January 1, 1985, the employee dis-
count is increased from 10 percent to 15 
percent, the grandfather rule will not 
apply to the additional five percent 
discount. 

(c) Relaxation of line of business re-
quirement. The line of business require-
ment may be relaxed under an elective 
grandfather rule provided in section 
4977. For rules relating to the section 
4977 election, see § 54.4977–1. 

[T.D. 8063, 50 FR 52301, Dec. 23, 1985, as 
amended by T.D. 8256, 54 FR 28600, July 6, 
1989] 

§ 1.132–5 Working condition fringes. 
(a) In general—(1) Definition. Gross in-

come does not include the value of a 
working condition fringe. A ‘‘working 
condition fringe’’ is any property or 

service provided to an employee of an 
employer to the extent that, if the em-
ployee paid for the property or service, 
the amount paid would be allowable as 
a deduction under section 162 or 167. 

(i) A service or property offered by an 
employer in connection with a flexible 
spending account is not excludable 
from gross income as a working condi-
tion fringe. For purposes of the pre-
ceding sentence, a flexible spending ac-
count is an agreement (whether or not 
written) entered into between an em-
ployer and an employee that makes 
available to the employee over a time 
period a certain level of unspecified 
non-cash benefits with a pre-deter-
mined cash value. 

(ii) If, under section 274 or any other 
section, certain substantiation require-
ments must be met in order for a de-
duction under section 162 or 167 to be 
allowable, then those substantiation 
requirements apply when determining 
whether a property or service is exclud-
able as a working condition fringe. 

(iii) An amount that would be de-
ductible by the employee under a sec-
tion other than section 162 or 167, such 
as section 212, is not a working condi-
tion fringe. 

(iv) A physical examination program 
provided by the employer is not exclud-
able as a working condition fringe even 
if the value of such program might be 
deductible to the employee under sec-
tion 213. The previous sentence applies 
without regard to whether the em-
ployer makes the program mandatory 
to some or all employees. 

(v) A cash payment made by an em-
ployer to an employee will not qualify 
as a working condition fringe unless 
the employer requires the employee 
to— 

(A) Use the payment for expenses in 
connection with a specific or pre-ar-
ranged activity or undertaking for 
which a deduction is allowable under 
section 162 or 167, 

(B) Verify that the payment is actu-
ally used for such expenses, and 

(C) Return to the employer any part 
of the payment not so used. 

(vi) The limitation of section 67(a) 
(relating to the two-percent floor on 
miscellaneous itemized deductions) is 
not considered when determining the 
amount of a working condition fringe. 
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For example, assume that an employer 
provides a $1,000 cash advance to Em-
ployee A and that the conditions of 
paragraph (a)(1)(v) of this section are 
not satisfied. Even to the extent A uses 
the allowance for expenses for which a 
deduction is allowable under section 
162 and 167, because such cash payment 
is not a working condition fringe, sec-
tion 67(a) applies. The $1,000 payment is 
includible in A’s gross income and sub-
ject to income and employment tax 
withholding. If, however, the condi-
tions of paragraph (a)(1)(v) of this sec-
tion are satisfied with respect to the 
payment, then the amount of A’s work-
ing condition fringe is determined 
without regard to section 67(a). The 
$1,000 payment is excludible from A’s 
gross income and not subject to income 
and employment tax reporting and 
withholding. 

(2) Trade or business of the employee— 
(i) General. If the hypothetical payment 
for a property or service would be al-
lowable as a deduction with respect to 
a trade or business of an employee 
other than the employee’s trade or 
business of being an employee of the 
employer, it cannot be taken into ac-
count for purposes of determining the 
amount, if any, of the working condi-
tion fringe. 

(ii) Examples. The rule of paragraph 
(a)(2)(i) of this section may be illus-
trated by the following examples: 

Example 1. Assume that, unrelated to com-
pany X’s trade or business and unrelated to 
employee A’s trade or business of being an 
employee of company X, A is a member of 
the board of directors of company Y. Assume 
further that company X provides A with air 
transportation to a company Y board of di-
rector’s meeting. A may not exclude from 
gross income the value of the air transpor-
tation to the meeting as a working condition 
fringe. A may, however, deduct such amount 
under section 162 if the section 162 require-
ments are satisfied. The result would be the 
same whether the air transportation was 
provided in the form of a flight on a commer-
cial airline or a seat on a company X air-
plane. 

Example 2. Assume the same facts as in ex-
ample (1) except that A serves on the board 
of directors of company Z and company Z 
regularly purchases a significant amount of 
goods and services from company X. Because 
of the relationship between Company Z and 
A’s employer, A’s membership on Company 
Z’s board of directors is related to A’s trade 
or business of being an employee of Company 

X. Thus, A may exclude from gross income 
the value of air transportation to board 
meetings as a working condition fringe. 

Example 3. Assume the same facts as in ex-
ample (1) except that A serves on the board 
of directors of a charitable organization. As-
sume further that the service by A on the 
charity’s board is substantially related to 
company X’s trade or business. In this case, 
A may exclude from gross income the value 
of air transportation to board meetings as a 
working condition fringe. 

Example 4. Assume the same facts as in ex-
ample (3) except that company X also pro-
vides A with the use of a company X con-
ference room which A uses for monthly 
meetings relating to the charitable organiza-
tion. Also assume that A uses company X’s 
copy machine and word processor each 
month in connection with functions of the 
charitable organization. Because of the sub-
stantial business benefit that company X de-
rives from A’s service on the board of the 
charity, A may exclude as a working condi-
tion fringe the value of the use of company 
X property in connection with the charitable 
organization. 

(b) Vehicle allocation rules—(1) In gen-
eral—(i) General rule. In general, with 
respect to an employer-provided vehi-
cle, the amount excludable as a work-
ing condition fringe is the amount that 
would be allowable as a deduction 
under section 162 or 167 if the employee 
paid for the availability of the vehicle. 
For example, assume that the value of 
the availability of an employer-pro-
vided vehicle for a full year is $2,000, 
without regard to any working condi-
tion fringe (i.e., assuming all personal 
use). Assume Further that the em-
ployee drives the vehicle 6,000 miles for 
his employer’s business and 2,000 miles 
for reasons other than the employer’s 
business. In this situation, the value of 
the working condition fringe is $2,000 
multiplied by a fraction, the numer-
ator of which is the business-use mile-
age (6,000 miles) and the denominator 
of which is the total mileage (8,000 
miles). Thus, the value of the working 
condition fringe is $1,500. The total 
amount includible in the employee’s 
gross income on account of the avail-
ability of the vehicle is $500 
($2,000¥$1,500). For purposes of this 
section, the term ‘‘vehicle’’ has the 
meaning given the term in § 1.61– 
21(e)(2). Generally, when determining 
the amount of an employee’s working 
condition fringe, miles accumulated on 
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the vehicle by all employees of the em-
ployer during the period in which the 
vehicle is available to the employee are 
considered. For example, assume that 
during the year in which the vehicle is 
available to the employee in the above 
example, other employees accumulate 
2,000 additional miles on the vehicle 
(while the employee is not in the auto-
mobile). In this case, the value of the 
working condition fringe is $2,000 mul-
tiplied by a fraction, the numerator of 
which is the business-use mileage by 
the employee (including all mileage 
(business and personal) accumulated by 
other employees) (8,000 miles) and the 
denominator of which is the total mile-
age (including all mileage accumulated 
by other employees) (10,000 miles). 
Thus, the value of the working condi-
tion fringe is $1,600; the total amount 
includible in the employee’s gross in-
come on account of the availability of 
the vehicle is $400 ($2,000¥$1,600). If, 
however, substantially all of the use of 
the automobile by other employees in 
the employer’s business is limited to a 
certain period, such as the last three 
months of the year, the miles driven by 
the other employees during that period 
would not be considered when deter-
mining the employee’s working condi-
tion fringe exclusion. Similarly, miles 
driven by other employees are not con-
sidered if the pattern of use of the em-
ployer-provided automobiles is de-
signed to reduce Federal taxes. For ex-
ample, assume that an employer pro-
vides employees A and B each with the 
availability of an employer-provided 
automobile and that A uses the auto-
mobile assigned to him 80 percent for 
the employer’s business and that B 
uses the automobile assigned to him 30 
percent for the employer’s business. If 
A and B alternate the use of their as-
signed automobiles each week in such a 
way as to achieve a reduction in fed-
eral taxes, then the employer may 
count only miles placed on the auto-
mobile by the employee to whom the 
automobile is assigned when deter-
mining each employee’s working condi-
tion fringe. 

(ii) Use by an individual other than the 
employee. For purposes of this section, 
if the availability of a vehicle to an in-
dividual would be taxed to an em-
ployee, use of the vehicle by the indi-

vidual is included in references to use 
by the employee. 

(iii) Provision of an expensive vehicle 
for personal use. If an employer provides 
an employee with a vehicle that an em-
ployee may use in part for personal 
purposes, there is no working condition 
fringe exclusion with respect to the 
personal miles driven by the employee; 
if the employee paid for the avail-
ability of the vehicle, he would not be 
entitled to deduct under section 162 or 
167 any part of the payment attrib-
utable to personal miles. The amount 
of the inclusion is not affected by the 
fact that the employee would have cho-
sen the availability of a less expensive 
vehicle. Moreover, the result is the 
same even though the decision to pro-
vide an expensive rather than an inex-
pensive vehicle is made by the em-
ployer for bona fide noncompensatory 
business reasons. 

(iv) Total value inclusion. In lieu of ex-
cluding the value of a working condi-
tion fringe with respect of an auto-
mobile, an employer using the auto-
mobile lease valuation rule of § 1.61– 
21(d) may include in an employee’s 
gross income the entire Annual Lease 
Value of the automobile. Any deduc-
tion allowable to the employee under 
section 162 or 167 with respect to the 
automobile may be taken on the em-
ployee’s income tax return. The total 
inclusion rule of this paragraph 
(b)(1)(iv) is not available if the em-
ployer is valuing the use or availability 
of a vehicle under general valuation 
principles or a special valuation rule 
other than the automobile lease valu-
ation rule. See §§ 1.162–25 and 1.162–25T 
for rules relating to the employee’s de-
duction. 

(v) Shared usage. In calculating the 
working condition fringe benefit exclu-
sion with respect to a vehicle provided 
for use by more than one employee, an 
employer shall compute the working 
condition fringe in a manner consistent 
with the allocation of the value of the 
vehicle under section 1.61– 
21(c)(2)(ii)(B). 

(2) Use of different employer-provided 
vehicles. The working condition fringe 
exclusion must be applied on a vehicle- 
by-vehicle basis. For example, assume 
that automobile Y is available to em-
ployee D for 3 days in January and for 
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5 days in March, and automobile Z is 
available to D for a week in July. As-
sume further that the Daily Lease 
Value, as defined in § 1.61–21(d)(4)(ii), of 
each automobile is $50. For the eight 
days of availability of Y in January 
and March, D uses Y 90 percent for 
business (by mileage). During July, D 
uses Z 60 percent for business (by mile-
age). The value of the working condi-
tion fringe is determined separately for 
each automobile. Therefore, the work-
ing condition fringe for Y is $360 
($400×.90) leaving an income inclusion 
of $40. The working condition fringe for 
Z is $210 ($350×.60), leaving an income 
inclusion of $140. If the value of the 
availability of an automobile is deter-
mined under the Annual Lease Value 
rule for one period and Daily Lease 
Value rule for a second period (see 
§ 1.61–21(d)), the working condition 
fringe exclusion must be calculated 
separately for the two periods. 

(3) Provision of a vehicle and chauffeur 
services—(i) General rule. In general, 
with respect to the value of chauffeur 
services provided by an employer, the 
amount excludable as a working condi-
tion fringe is the amount that would be 
allowable as a deduction under section 
162 and 167 if the employee paid for the 
chauffeur services. The working condi-
tion fringe with respect to a chauffeur 
is determined separately from the 
working condition fringe with respect 
to the vehicle. An employee may ex-
clude from gross income the excess of 
the value of the chauffeur services over 
the value of the chauffeur services for 
personal purposes (such as commuting) 
as determined under § 1.61–21(b)(5). See 
§ 1.61–21(b)(5) for additional rules and 
examples concerning the valuation of 
chauffeur services. See § 1.132–5(m)(5) 
for rules relating to an exclusion from 
gross income for the value of body-
guard/chauffeur services. When deter-
mining whether miles placed on the ve-
hicle are for the employer’s business, 
miles placed on the vehicle by a chauf-
feur between the chauffeur’s residence 
and the place at which the chauffeur 
picks up (or drops off) the employee are 
with respect to the employee (but not 
the chauffeur) considered to be miles 
placed on the vehicle for the employ-
er’s business and thus eligible for the 
working condition fringe exclusion. 

Thus, because miles placed on the vehi-
cle by a chauffeur between the chauf-
feur’s residence and the place at which 
the chauffeur picks up (or drops off) 
the employee are not considered busi-
ness miles with respect to the chauf-
feur, the value of the availability of 
the vehicle for commuting is includible 
in the gross income of the chauffeur. 
For general and special rules con-
cerning the valuation of the use of em-
ployer-provided vehicles, see para-
graphs (b) through (f) of § 1.61–21. 

(ii) Examples. The rules of paragraph 
(b)(3)(i) of this section are illustrated 
by the following examples: 

Example 1. Assume that an employer makes 
available to an employee an automobile and 
a chauffeur. Assume further that the value 
of the chauffeur services determined in ac-
cordance with § 1.61–21 is $30,000 and that the 
chauffeur spends 30 percent of each workday 
driving the employee for personal purposes. 
There may be excluded from the employee’s 
income 70 percent of $30,000, or $21,000, leav-
ing an income inclusion with respect to the 
chauffeur services of $9,000. 

Example 2. Assume that the value of the 
availability of an employer-provided vehicle 
for a year is $4,850 and that the value of em-
ployer-provided chauffeur services with re-
spect to the vehicle for the year is $20,000. 
Assume further that 40 percent of the miles 
placed on the vehicle are for the employer’s 
business and that 60 percent are for other 
purposes. In addition, assume that the chauf-
feur spends 25 percent of each workday driv-
ing the employee for personal purposes (i.e., 
2 hours). The value of the chauffeur services 
includible in the employee’s income is 25 per-
cent of $20,000, or $5,000. The excess of $20,000 
over $5,000 or $15,000 is excluded from the em-
ployee’s income as a working condition 
fringe. The amount excludable as a working 
condition fringe with respect to the vehicle 
is 40 percent of $4,850, or $1,940 and the 
amount includible is $4,850¥$1,940, or $2,910. 

(c) Applicability of substantiation re-
quirements of sections 162 and 274(d)—(1) 
In general. The value of property or 
services provided to an employee may 
not be excluded from the employee’s 
gross income as a working condition 
fringe, by either the employer or the 
employee, unless the applicable sub-
stantiation requirements of either sec-
tion 274(d) or section 162 (whichever is 
applicable) and the regulations there-
under are satisfied. The substantiation 
requirements of section 274(d) apply to 
an employee even if the requirements 
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of section 274 do not apply to the em-
ployee’s employer for deduction pur-
poses (such as when the employer is a 
tax-exempt organization or a govern-
mental unit). 

(2) Section 274(d) requirements. The 
substantiation requirements of section 
274(d) are satisfied by ‘‘adequate 
records or sufficient evidence corrobo-
rating the [employee’s] own state-
ment’’. Therefore, such records or evi-
dence provided by the employee, and 
relied upon by the employer to the ex-
tent permitted by the regulations pro-
mulgated under section 274(d), will be 
sufficient to substantiate a working 
condition fringe exclusion. 

(d) Safe harbor substantiation rules—(1) 
In general. Section 1.274–6T provides 
that the substantiation requirements 
of section 274(d) and the regulations 
thereunder may be satisfied, in certain 
circumstances, by using one or more of 
the safe harbor rules prescribed in 
§ 1.274–6T. If the employer uses one of 
the safe harbor rules prescribed in 
§ 1.274–6T during a period with respect 
to a vehicle (as defined in § 1.61– 
21(e)(2)), that rule must be used by the 
employer to substantiate a working 
condition fringe exclusion with respect 
to that vehicle during the period. An 
employer that is exempt from Federal 
income tax may still use one of the 
safe harbor rules (if the requirements 
of that section are otherwise met dur-
ing a period) to substantiate a working 
condition fringe exclusion with respect 
to a vehicle during the period. If the 
employer uses one of the methods pre-
scribed in § 1.274–6T during a period 
with respect to an employer-provided 
vehicle, that method may be used by 
an employee to substantiate a working 
condition fringe exclusion with respect 
to the same vehicle during the period, 
as long as the employee includes in 
gross income the amount allocated to 
the employee pursuant to § 1.274–6T and 
this section. (See § 1.61–21(c)(2) for 
other rules concerning when an em-
ployee must include in income the 
amount determined by the employer.) 
If, however, the employer uses the safe 
harbor rule prescribed in § 1.274–6T(a) 
(2) or (3) and the employee without the 
employer’s knowledge uses the vehicle 
for purposes other than de minimis per-
sonal use (in the case of the rule pre-

scribed in § 1.274–6T(a)(2)), or for pur-
poses other than de minimis personal 
use and commuting (in the case of the 
rule prescribed in § 1.274–6T(a)(3)), then 
the employees must include an addi-
tional amount in income for the unau-
thorized use of the vehicle. 

(2) Period for use of safe harbor rules. 
The rules prescribed in this paragraph 
(d) assume that the safe harbor rules 
prescribed in § 1.274–6T are used for a 
one-year period. Accordingly, ref-
erences to the value of the availability 
of a vehicle, amounts excluded as a 
working condition fringe, etc., are 
based on a one-year period. If the safe 
harbor rules prescribed in § 1.274–6T are 
used for a period of less than a year, 
the amounts referred to in the previous 
sentence must be adjusted accordingly. 
For purposes of this section, the term 
‘‘personal use’’ has the same meaning 
as prescribed in § 1.274–6T (e)(5). 

(e) Safe harbor substantiation rule for 
vehicles not used for personal purposes. 
For a vehicle described in § 1.274– 
6T(a)(2) (relating to certain vehicles 
not used for personal purposes), the 
working condition fringe exclusion is 
equal to the value of the availability of 
the vehicle if the employer uses the 
method prescribed in § 1.274–6T(a)(2). 

(f) Safe harbor substantiation rule for 
vehicles not available to employees for 
personal use other than commuting. For a 
vehicle described in § 1.274–6T(a)(3) (re-
lating to certain vehicles not used for 
personal purposes other than com-
muting), the working condition fringe 
exclusion is equal to the value of the 
availability of the vehicle for purposes 
other than commuting if the employer 
uses the method prescribed in § 1.274– 
6T(a)(3). This rule applies only if the 
special rule for valuing commuting 
use, as prescribed in § 1.61–21(f), is used 
and the amount determined under the 
special rule is either included in the 
employee’s income or reimbursed by 
the employee. 

(g) Safe harbor substantiation rule for 
vehicles used in connection with the busi-
ness of farming that are available to em-
ployees for personal use—(1) In general. 
For a vehicle described in § 1.274–6T(b) 
(relating to certain vehicles used in 
connection with the business of farm-
ing), the working condition fringe ex-
clusion is calculated by multiplying 
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the value of the availability of the ve-
hicle by 75 percent. 

(2) Vehicles available to more than one 
individual. If the vehicle is available to 
more than one individual, the employer 
must allocate the gross income inclu-
sion attributable to the vehicle (25 per-
cent of the value of the availability of 
the vehicle) among the employees (and 
other individuals whose use would not 
be attributed to an employee) to whom 
the vehicle was available. This alloca-
tion must be done in a reasonable man-
ner to reflect the personal use of the 
vehicle by the individuals. An amount 
that would be allocated to a sole pro-
prietor reduces the amounts that may 
be allocated to employees but is other-
wise to be disregarded for purposes of 
this paragraph (g). For purposes of this 
paragraph (g), the value of the avail-
ability of a vehicle may be calculated 
as if the vehicle were available to only 
one employee continuously and with-
out regard to any working condition 
fringe exclusion. 

(3) Examples. The following examples 
illustrate a reasonable allocation of 
gross income with respect to an em-
ployer-provided vehicle between two 
employees: 

Example 1. Assume that two farm employ-
ees share the use of a vehicle that for a cal-
endar year is regularly used directly in con-
nection with the business of farming and 
qualifies for use of the rule in § 1.274–6T(b). 
Employee A uses the vehicle in the morning 
directly in connection with the business of 
farming and employee B uses the vehicle in 
the afternoon directly in connection with 
the business of farming. Assume further that 
employee B takes the vehicle home in the 
evenings and on weekends. The employer 
should allocate all the income attributable 
to the availability of the vehicle to employee 
B. 

Example 2. Assume that for a calendar year, 
farm employees C and D share the use of a 
vehicle that is regularly used directly in con-
nection with the business of farming and 
qualifies for use of the rule in § 1.2.4–6T(b). 
Assume further that the employees alternate 
taking the vehicle home in the evening and 
alternate the availability of the vehicle for 
personal purposes on weekends. The em-
ployer should allocate the income attrib-
utable to the availability of the vehicle for 
personal use (25 percent of the value of the 
availability of the vehicle) equally between 
the two employees. 

Example 3. Assume the same facts as in ex-
ample (2) except that C is the sole proprietor 

of the farm. Based on these facts, C should 
allocate the same amount of income to D as 
was allocated to D in example (2). No other 
income attributable to the availability of 
the vehicle for personal use should be allo-
cated. 

(h) Qualified nonpersonal use vehicles— 
(1) In general. Except as provided in 
paragraph (h)(2) of this section, 100 per-
cent of the value of the use of a quali-
fied nonpersonal use vehicle (as de-
scribed in § 1.274–5(k)) is excluded from 
gross income as a working condition 
fringe, provided that, in the case of a 
vehicle described in § 1.274–5(k)(3) 
through (8), the use of the vehicle con-
forms to the requirements of para-
graphs (k)(3) through (8). 

(2) Shared usage of qualified nonper-
sonal use vehicles. In general, a working 
condition fringe under this paragraph 
(h) is available to the driver and all 
passengers of a qualified nonpersonal 
use vehicle. However, a working condi-
tion fringe under this paragraph (h) is 
available only with respect to the driv-
er and not with respect to any pas-
sengers of a qualified nonpersonal use 
vehicle described in § 1.274–5(k)(2)(ii)(L) 
or (P). 

(i) [Reserved] 
(j) Application of section 280F. In de-

termining the amount, if any, of an 
employee’s working condition fringe, 
section 280F and the regulations there-
under do not apply. For example, as-
sume that an employee has available 
for a calendar year an employer-pro-
vided automobile with a fair market 
value of $28,000. Assume further that 
the special rule provided in § 1.61–21(d) 
is used yielding an Annual Lease 
Value, as defined in § 1.61–21(d), of 
$7,750, and that all of the employee’s 
use of the automobile is for the em-
ployer’s business. The employee would 
be entitled to exclude as a working 
condition fringe the entire Annual 
Lease Value, despite the fact that if 
the employee paid for the availability 
of the automobile, an income inclusion 
would be required under § 1.280F–6(d)(1). 
This paragraph (j) does not affect the 
applicability of section 280F to the em-
ployer with respect to such employer- 
provided automobile, nor does it affect 
the applicability of section 274 to ei-
ther the employer or the employee. For 
rules concerning substantiation of an 
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employee’s working condition fringe, 
see paragraph (c) of this section. 

(k) Aircraft allocation rule. In general, 
with respect to a flight on an em-
ployer-provided aircraft, the amount 
excludable as a working condition 
fringe is the amount that would be al-
lowable as a deduction under section 
162 or 167 if the employee paid for the 
flight on the aircraft. For example, if 
employee P and P’s spouse fly on P’s 
employer’s airplane primarily for busi-
ness reasons of P’s employer so that P 
could deduct the expenses relating to 
the trip to the extent of P’s payments, 
the value of the flights is excludable 
from gross income as a working condi-
tion fringe. However, if P’s children ac-
company P on the trip primarily for 
personal reasons, the value of the 
flights by P’s children are includible in 
P’s gross income. See § 1.61–21 (g) for 
special rules for valuing personal 
flights on employer-provided aircraft. 

(l) [Reserved] 
(m) Employer-provided transportation 

for security concerns—(1) In general. The 
amount of a working condition fringe 
exclusion with respect to employer- 
provided transportation is the amount 
that would be allowable as a deduction 
under section 162 or 167 if the employee 
paid for the transportation. Generally, 
if an employee pays for transportation 
taken for primarily personal purposes, 
the employee may not deduct any part 
of the amount paid. Thus, the em-
ployee may not generally exclude the 
value of employer-provided transpor-
tation as a working condition fringe if 
such transportation is primarily per-
sonal. If, however, for bona fide busi-
ness-oriented security concerns, the 
employee purchases transportation 
that provides him or her with addi-
tional security, the employee may gen-
erally deduct the excess of the amount 
actually paid for the transportation 
over the amount the employee would 
have paid for the same mode of trans-
portation absent the bona fide busi-
ness-oriented security concerns. This is 
the case whether or not the employee 
would have taken the same mode of 
transportation absent the bona fide 
business-oriented security concerns. 
With respect to a vehicle, the phrase 
‘‘the same mode of transportation’’ 
means use of the same vehicle without 

the additional security aspects, such as 
bulletproof glass. With respect to air 
transportation, the phrase ‘‘the same 
mode of transportation’’ means com-
parable air transportation. These same 
rules apply to the determination of an 
employee’s working condition fringe 
exclusion. For example, if an employer 
provides an employee with a vehicle for 
commuting and, because of bona fide 
business-oriented security concerns, 
the vehicle is specially designed for se-
curity, then the employee may exclude 
from gross income the value of the spe-
cial security design as a working condi-
tion fringe. The employee may not ex-
clude the value of the commuting from 
income as a working condition fringe 
because commuting is a nondeductible 
personal expense. However, if an inde-
pendent security study meeting the re-
quirements of paragraph (m)(2)(v) of 
this section has been performed with 
respect to a government employee, the 
government employee may exclude the 
value of the personal use (other than 
commuting) of the employer-provided 
vehicle that the security study deter-
mines to be reasonable and necessary 
for local transportation. Similarly, if 
an employee travels on a personal trip 
in an employer-provided aircraft for 
bona fide business-oriented security 
concerns, the employee may exclude 
the excess, if any, of the value of the 
flight over the amount the employee 
would have paid for the same mode of 
transportation, but for the bona fide 
business-oriented security concerns. 
Because personal travel is a nondeduct-
ible expense, the employee may not ex-
clude the total value of the trip as a 
working condition fringe. 

(2) Demonstration of bona fide business- 
oriented security concerns—(i) In general. 
For purposes of this paragraph (m), a 
bona fide business-oriented security 
concern exists only if the facts and cir-
cumstances establish a specific basis 
for concern regarding the safety of the 
employee. A generalized concern for an 
employee’s safety is not a bona fide 
business-oriented security concern. 
Once a bona fide business-oriented se-
curity concern is determined to exist 
with respect to a particular employee, 
the employer must periodically evalu-
ate the situation for purposes of deter-
mining whether the bona fide business- 
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oriented security concern still exists. 
Example of factors indicating a specific 
basis for concern regarding the safety 
of an employee are— 

(A) A threat of death or kidnapping 
of, or serious bodily harm to, the em-
ployee or a similarly situated em-
ployee because of either employee’s 
status as an employee of the employer; 
or 

(B) A recent history of violent ter-
rorist activity (such as bombings) in 
the geographic area in which the trans-
portation is provided, unless that ac-
tivity is focused on a group of individ-
uals which does not include the em-
ployee (or a similarly situated em-
ployee of an employer), or occurs to a 
significant degree only in a location 
within the geographic area where the 
employee does not travel. 

(ii) Establishment of overall security 
program. Notwithstanding anything in 
paragraph (m)(2)(i) of this section to 
the contrary, no bona fide business-ori-
ented security concern will be deemed 
to exist unless the employee’s em-
ployer establishes to the satisfaction of 
the Commissioner that an overall secu-
rity program has been provided with 
respect to the employee involved. An 
overall security program is deemed to 
exist if the requirements of paragraph 
(m)(2)(iv) of this section are satisfied 
(relating to an independent security 
study). 

(iii) Overall security program—(A) De-
fined. An overall security program is 
one in which security is provided to 
protect the employee on a 24-hour 
basis. The employee must be protected 
while at the employee’s residence, 
while commuting to and from the em-
ployee’s workplace, and while at the 
employee’s workplace. In addition, the 
employee must be protected while 
traveling both at home and away from 
home, whether for business or personal 
purposes. An overall security program 
must include the provision of a body-
guard/chauffeur who is trained in eva-
sive driving techniques; an automobile 
specially equipped for security; guards, 
metal detectors, alarms, or similar 
methods of controlling access to the 
employee’s workplace and residence; 
and, in appropriate cases, flights on the 
employer’s aircraft for business and 
personal reasons. 

(B) Application. There is no overall 
security program when, for example, 
security is provided at the employee’s 
workplace but not at the employee’s 
residence. In addition, the fact that an 
employer requires an employee to trav-
el on the employer’s aircraft, or in an 
employer-provided vehicle that con-
tains special security features, does 
not alone constitute an overall secu-
rity program. The preceding sentence 
applies regardless of the existence of a 
corporate or other resolution requiring 
the employee to travel in the employ-
er’s aircraft or vehicle for personal as 
well as business reasons. 

(iv) Effect of an independent security 
study. An overall security program 
with respect to an employee is deemed 
to exist if the conditions of this para-
graph (m)(2)(iv) are satisfied: 

(A) A security study is performed 
with respect to the employer and the 
employee (or a similarly situated em-
ployee of the employer) by an inde-
pendent security consultant; 

(B) The security study is based on an 
objective assessment of all facts and 
circumstances; 

(C) The recommendation of the secu-
rity study is that an overall security 
program (as defined in paragraph 
(m)(2)(iii) of this section) is not nec-
essary and the recommendation is rea-
sonable under the circumstances; and 

(D) The employer applies the specific 
security recommendations contained 
in the security study to the employee 
on a consistent basis. 

The value of transportation-related se-
curity provided pursuant to a security 
study that meets the requirements of 
this paragraph (m)(2)(iv) may be ex-
cluded from income if the security 
study conclusions are reasonable and, 
but for the bona fide business-oriented 
security concerns, the employee would 
not have had such security. No exclu-
sion from income applies to security 
provided by the employer that is not 
recommended in the security study. 
Security study conclusions may be rea-
sonable even if, for example, it is rec-
ommended that security be limited to 
certain geographic areas, as in the case 
in which air travel security is provided 
only in certain foreign countries. 
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(v) Independent security study with re-
spect to government employees. For pur-
poses of establishing the existence of 
an overall security program under 
paragraph (m)(2)(ii) of this section with 
respect to a particular government em-
ployee, a security study conducted by 
the government employer (including an 
agency or instrumentality thereof) will 
be treated as a security study pursuant 
to paragraph (m)(2)(iv) of this section 
if, in lieu of the conditions of para-
graphs (m)(2)(iv)(A) through (D) of this 
section, the following conditions are 
satisfied: 

(A) The security study is conducted 
by a person expressly designated by the 
government employer as having the re-
sponsibility and independent authority 
to determine both the need for em-
ployer-provided security and the appro-
priate protective services in response 
to that determination; 

(B) The security study is conducted 
in accordance with written internal 
procedures that require an independent 
and objective assessment of the facts 
and circumstances, such as the nature 
of the threat to the employee, the ap-
propriate security response to that 
threat, an estimate of the length of 
time protective services will be nec-
essary, and the extent to which em-
ployer-provided transportation may be 
necessary during the period of protec-
tion; 

(C) With respect to employer-pro-
vided transportation, the security 
study evaluates the extent to which 
personal use, including commuting, by 
the employee and the employee’s 
spouse and dependents may be nec-
essary during the period of protection 
and makes a recommendation as to 
what would be considered reasonable 
personal use during that period; and 

(D) The employer applies the specific 
security recommendations contained 
in the study to the employee on a con-
sistent basis. 

(3) Application of security rules to 
spouses and dependents—(i) In general. If 
a bona fide business-oriented security 
concern exists with respect to an em-
ployee (because, for example, threats 
are made on the life of an employee), 
the bona fide business-oriented secu-
rity concern is deemed to exist with re-
spect to the employee’s spouse and de-

pendents to the extent provided in this 
paragraph (m)(3). 

(ii) Certain transportation. If a work-
ing condition fringe exclusion is avail-
able under this paragraph (m) for 
transportation in a vehicle or aircraft 
provided for a bona fide business-ori-
ented security concern with respect to 
an employee, the requirements of this 
paragraph (m) are deemed to be satis-
fied with respect to transportation in 
the same vehicle or aircraft provided 
at the same time to the employee’s 
spouse and dependent children. 

(iii) Other. Except as provided in 
paragraph (m)(3)(ii) of this section, a 
bona fide business oriented security 
concern is deemed to exist for the 
spouse and dependent children of the 
employer only if the requirements of 
paragraph (m)(2) (iii) or (iv) of this sec-
tion are applied independently to such 
spouse and dependent children. 

(iv) Spouses and dependents of govern-
ment employees. The security rules of 
this paragraph (m)(3) apply to the 
spouse and dependents of a government 
employee. However, the value of local 
vehicle transportation provided to the 
government employee’s spouse and de-
pendents for personal purposes, other 
than commuting, during the period 
that a bona fide business-oriented secu-
rity concern exists with respect to the 
government employee will not be in-
cluded in the government employee’s 
gross income if the personal use is de-
termined to be reasonable and nec-
essary by the security study described 
in paragraph (m)(2)(v) of this section. 

(4) Working condition safe harbor for 
travel on employer-provided aircraft. 
Under the safe harbor rule of this para-
graph (m)(4), if, for a bona fide busi-
ness-oriented security concern, the em-
ployer requires that an employee trav-
el on an employer-provided aircraft for 
a personal trip, the employer and the 
employee may exclude from the em-
ployee’s gross income, as a working 
condition fringe, the excess value of 
the aircraft trip over the safe harbor 
airfare without having to show what 
method of transportation the employee 
would have flown but for the bona fide 
business-oriented security concern. For 
purposes of the safe harbor rule of this 
paragraph (m)(4), the value of the safe 
harbor airfare is determined under the 
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non-commercial flight valuation rule 
of § 1.61–21(g) (regardless of whether the 
employer or employee elects to use 
such valuation rule) by multiplying an 
aircraft multiple of 200-percent by the 
applicable cents-per-mile rates and the 
number of miles in the flight and then 
adding the applicable terminal charge. 
The value of the safe harbor airfare de-
termined under this paragraph (m)(4) 
must be included in the employee’s in-
come (to the extent not reimbursed by 
the employee) regardless of whether 
the employee or the employer uses the 
special valuation rule of § 1.61–21(g). 
The excess of the value of the aircraft 
trip over this amount may be excluded 
from gross income as a working condi-
tion fringe. If, for a bona fide business- 
oriented security concern, the em-
ployer requires that an employee’s 
spouse and dependents travel on an em-
ployer-provided aircraft for a personal 
trip, the special rule of this paragraph 
(m)(4) is available to exclude the excess 
value of the aircraft trips over the safe 
harbor airfares. 

(5) Bodyguard/chauffeur provided for a 
bona fide business-oriented security con-
cern. If an employer provides an em-
ployee with vehicle transportation and 
a bodyguard/chauffeur for a bona fide 
business-oriented security concern, and 
but for the bona fide business-oriented 
security concern the employee would 
not have had a bodyguard or a chauf-
feur, then the entire value of the serv-
ices of the bodyguard/chauffeur is ex-
cludable from gross income as a work-
ing condition fringe. For purposes of 
this section, a bodyguard/chauffeur 
must be trained in evasive driving 
techniques. An individual who per-
forms services as a driver for an em-
ployee is not a bodyguard/chauffeur if 
the individual is not trained in evasive 
driving techniques. Thus, no part of 
the value of the services of such an in-
dividual is excludable from gross in-
come under this paragraph (m)(5). (See 
paragraph (b)(3) of this section for 
rules relating to the determination of 
the working condition fringe exclusion 
for chauffeur services.) 

(6) Special valuation rule for govern-
ment employees. If transportation is pro-
vided to a government employee for 
commuting during the period that a 
bona fide business-oriented security 

concern under § 1.132–5(m) exists, the 
commuting use may be valued by ref-
erence to the values set forth in § 1.61– 
21(e)(1)(i) or (f)(3) (vehicle cents-per- 
mile or commuting valuation of $1.50 
per one-way commute, respectively) 
without regard to the additional re-
quirements contained in § 1.61–21 (e) or 
(f) and is deemed to have met the re-
quirements of § 1.61–21(c). 

(7) Government employer and employee 
defined. For purposes of this paragraph 
(m), ‘‘government employer’’ includes 
any Federal, State, or local govern-
ment unit, and any agency or instru-
mentality thereof. A ‘‘government em-
ployee’’ is any individual who is em-
ployed by the government employer. 

(8) Examples. The provisions of this 
paragraph (m) may be illustrated by 
the following examples: 

Example 1. Assume that in response to sev-
eral death threats on the life of A, the presi-
dent of X a multinational company, X estab-
lishes an overall security program for A, in-
cluding an alarm system at A’s home and 
guards at A’s workplace, the use of a vehicle 
that is specially equipped with alarms, bul-
letproof glass, and armor plating, and a 
bodyguard/chauffeur. Assume further that A 
is driven for both personal and business rea-
sons in the vehicle. Also, assume that but for 
the bona fide business-oriented security con-
cerns, no part of the overall security pro-
gram would have been provided to A. With 
respect to the transportation provided for se-
curity reasons, A may exclude as a working 
condition fringe the value of the special se-
curity features of the vehicle and the value 
attributable to the bodyguard/chauffeur. 
Thus, if the value of the specially equipped 
vehicle is $40,000, and the value of the vehicle 
without the security features is $25,000, A 
may determine A’s inclusion in income at-
tributable to the vehicle as if the vehicle 
were worth $25,000. A must include in income 
the value of the availability of the vehicle 
for personal use. 

Example 2. Assume that B is the chief exec-
utive officer of Y, a multinational corpora-
tion. Assume further that there have been 
kidnapping attempts and other terrorist ac-
tivities in the foreign countries in which B 
performs services and that at least some of 
such activities have been directed against B 
or similarly situated employees. ln response 
to these activities, Y provides B with an 
overall security program, including an alarm 
system at B’s home and bodyguards at B’s 
workplace, a bodyguard/chauffeur, and a ve-
hicle specially designed for security during 
B’s overseas travels. In addition, assume 
that Y requires B to travel in Y’s airplane 
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for business and personal trips taken to, 
from, and within these foreign countries. 
Also, assume that but for bona fide business- 
oriented security concerns, no part of the 
overall security program would have been 
provided to B. B may exclude as a working 
condition fringe the value of the special se-
curity features of the automobile and the 
value attributable to the bodyguards and the 
bodyguard/chauffeur. B may also exclude the 
excess, if any, of the value of the flights over 
the amount A would have paid for the same 
mode of transportation but for the security 
concerns. As an alternative to the preceding 
sentence, B may use the working condition 
safe harbor described in paragraph (m)(4) of 
this section and exclude as a working condi-
tion fringe the excess, if any, of the value of 
personal flights in the Y airplane over the 
safe harbor airfare determined under the 
method described in paragraph (m)(4) of this 
section. If this alternative is used, B must 
include in income the value of the avail-
ability of the vehicle for personal use and 
the value of the safe harbor. 

Example 3. Assume the same facts as in ex-
ample (2) except that Y also requires B to 
travel in Y’s airplane within the United 
States, and provides B with a chauffeur-driv-
en limousine for business and personal travel 
in the United States. Assume further that Y 
also requires B’s spouse and dependents to 
travel in Y’s airplane for personal flights in 
the United States. If no bona fide business- 
oriented security concern exists with respect 
to travel in the United States, B may not ex-
clude from income any portion of the value 
of the availability of the chauffeur or lim-
ousine for personal use in the United States. 
Thus, B must include in income the value of 
the availability of the vehicle and chauffeur 
for personal use. In addition, B may not ex-
clude any portion of the value attributable 
to personal flights by B or B’s spouse and de-
pendents on Y’s airplane. Thus, B must in-
clude in income the value attributable to the 
personal use of Y’s airplane. See § 1.61–21 for 
rules relating to the valuation of an em-
ployer-provided vehicle and chauffeur, and 
personal flights on employer-provided air-
planes. 

Example 4. Assume that company Z retains 
an independent security consultant to per-
form a security study with respect to its 
chief executive officer. Assume further that, 
based on an objective assessment of the facts 
and circumstances, the security consultant 
reasonably recommends that 24-hour protec-
tion is not necessary but that the employee 
be provided security at his workplace and for 
ground transportation, but not for air trans-
portation. If company Z follows the rec-
ommendations on a consistent basis, an 
overall security program will be deemed to 
exist with respect to the workplace and 
ground transportation security only. 

Example 5. Assume the same facts as in ex-
ample (4) except that company Z only pro-
vides the employee security while com-
muting to and from work, but not for any 
other ground transportation. Because the 
recommendations of the independent secu-
rity study are not applied on a consistent 
basis, an overall security program will not 
be deemed to exist. Thus, the value of com-
muting to and from work is not excludable 
from income. However, the value of a body-
guard with professional security training 
who does not provide chauffeur or other per-
sonal services to the employee or any mem-
ber of the employee’s family may be exclud-
able as a working condition fringe if such ex-
pense would be otherwise allowable as a de-
duction by the employee under section 162 or 
167. 

Example 6. J is a United States District 
Judge. At the beginning of a 3-month crimi-
nal trial in J’s court, a member of J’s family 
receives death threats. M, the division (with-
in government agency W) responsible for 
evaluating threats and providing protective 
services to the Federal judiciary, directs its 
threat analysis unit to conduct a security 
study with respect to J and J’s family. The 
study is conducted pursuant to internal writ-
ten procedures that require an independent 
and objective assessment of any threats to 
members of the Federal judiciary and their 
families, a statement of the requisite secu-
rity response, if any, to a particular threat 
(including the form of transportation to be 
furnished to the employee as part of the se-
curity program), and a description of the cir-
cumstances under which local transportation 
for the employee and the employee’s spouse 
and dependents may be necessary for per-
sonal reasons during the time protective 
services are provided. M’s study concludes 
that a bona fide business-oriented security 
concern exists with respect to J and J’s fam-
ily and determines that 24-hour protection of 
J and J’s family is not necessary, but that 
protection is necessary during the course of 
the criminal trial whenever J or J’s family is 
away from home. Consistent with that rec-
ommendation, J is transported every day in 
a government vehicle for both personal and 
business reasons and is accompanied by two 
bodyguard/chauffeurs who have been trained 
in evasive driving techniques. In addition, 
J’s spouse is driven to and from work and J’s 
children are driven to and from school and 
occasional school activities. Shortly after 
the trial is concluded, M’s threat analysis 
unit determines that J and J’s family no 
longer need special protection because the 
danger posed by the threat no longer exists 
and, accordingly, vehicle transportation is 
no longer provided. Because the security 
study conducted by M complies with the con-
ditions of § 1.132–5(m)(2)(v), M has satisfied 
the requirement for an independent security 
study and an overall security program with 
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respect to J is deemed to exist. Thus, with 
respect to the transportation provided for se-
curity concerns, J may exclude as a working 
condition fringe the value of any special se-
curity features of the government vehicle 
and the value attributable to the two body-
guard/chauffeurs. See Example (1) of this 
paragraph (m)(8). The value of vehicle trans-
portation provided to J and J’s family for 
personal reasons, other than commuting, 
may also be excluded during the period of 
protection, because its provision was con-
sistent with the recommendation of the se-
curity study. 

Example 7. Assume the same facts as in Ex-
ample (6) and that J’s one-way commute be-
tween home and work is 10 miles. Under 
paragraph (m)(6) of this section, the Federal 
Government may value transportation pro-
vided to J for commuting purposes pursuant 
to the value set forth in either the vehicle 
cents-per-mile rule of § 1.61–21(e) or the com-
muting valuation rule of § 1.61–21(f). Because 
the commuting valuation rule yields the 
least amount of taxable income to J under 
the circumstances, W values the transpor-
tation provided to J for commuting at $1.50 
per one-way commute, even though J is a 
control employee within the meaning of 
§ 1.61–21(f)(6). 

(n) Product testing—(1) In general. The 
fair market value of the use of con-
sumer goods, which are manufactured 
for sale to nonemployees, for product 
testing and evaluation by an employee 
of the manufacturer outside the em-
ployer’s workplace, is excludible from 
gross income as a working condition 
fringe if— 

(i) Consumer testing and evaluation 
of the product is an ordinary and nec-
essary business expense of the em-
ployer; 

(ii) Business reasons necessitate that 
the testing and evaluation of the prod-
uct be performed off the employer’s 
business premises by employees (i.e., 
the testing and evaluation cannot be 
carried out adequately in the employ-
er’s office or in laboratory testing fa-
cilities); 

(iii) The product is furnished to the 
employee for purposes of testing and 
evaluation; 

(iv) The product is made available to 
the employee for no longer than nec-
essary to test and evaluate its perform-
ance and (to the extent not exhausted) 
must be returned to the employer at 
completion of the testing and evalua-
tion period; 

(v) The employer imposes limits on 
the employee’s use of the product that 
significantly reduce the value of any 
personal benefit to the employee; and 

(vi) The employee must submit de-
tailed reports to the employer on the 
testing and evaluation. The length of 
the testing and evaluation period must 
be reasonable in relation to the prod-
uct being tested. 

(2) Employer-imposed limits. The re-
quirement of paragraph (n)(1)(v) of this 
section is satisfied if— 

(i) The employer places limits on the 
employee’s ability to select among dif-
ferent models or varieties of the con-
sumer product that is furnished for 
testing and evaluation purposes; and 

(ii) The employer generally prohibits 
use of the product by persons other 
than the employee and, in appropriate 
cases, requires the employee, to pur-
chase or lease at the employee’s own 
expense the same type of product as 
that being tested (so that personal use 
by the employee’s family will be lim-
ited). In addition, any charge by the 
employer for the personal use by an 
employee of a product being tested 
shall be taken into account in deter-
mining whether the requirement of 
paragraph (n)(1)(v) of this section is 
satisfied. 

(3) Discriminating classifications. If an 
employer furnishes products under a 
testing and evaluation program only, 
or presumably, to certain classes of 
employees (such as highly compensated 
employees, as defined in § 1.132–8(g)), 
this fact may be relevant when deter-
mining whether the products are fur-
nished for testing and evaluation pur-
poses or for compensation purposes, 
unless the employer can show a busi-
ness reason for the classification of 
employees to whom the products are 
furnished (e.g., that automobiles are 
furnished for testing and evaluation by 
an automobile manufacturer to its de-
sign engineers and supervisory me-
chanics). 

(4) Factors that negate the existence of 
a product testing program. If an em-
ployer fails to tabulate and examine 
the results of the detailed reports sub-
mitted by employees within a reason-
able period of time after expiration of 
the testing period, the program will 
not be considered a product testing 
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program for purposes of the exclusion 
of this paragraph (n). Existence of one 
or more of the following factors may 
also establish that the program is not 
a bona fide product testing program for 
purposes of the exclusion of this para-
graph (n): 

(i) The program is in essence a leas-
ing program under which employees 
lease the consumer goods from the em-
ployer for a fee; 

(ii) The nature of the product and 
other considerations are insufficient to 
justify the testing program; or 

(iii) The expense of the program out-
weighs the benefits to be gained from 
testing and evaluation. 

(5) Failure to meet the requirements of 
this paragraph (n). The fair market 
value of the use of property for product 
testing and evaluation by an employee 
outside the employee’s workplace, 
under a product testing program that 
does not meet all of the requirements 
of this paragraph (n), is not excludable 
from gross income as a working condi-
tion fringe under this paragraph (n). 

(6) Example. The rules of this para-
graph (n) may be illustrated by the fol-
lowing example: 

Example. Assume that an employer that 
manufactures automobiles establishes a 
product testing program under which 50 of 
its 5,000 employees test and evaluate the 
automobiles for 30 days. Assume further that 
the 50 employees represent a fair cross-sec-
tion of all of the employees of the employer, 
such employees submit detailed reports to 
the employer on the testing and evaluation, 
the employer tabulates and examines the 
test results within a reasonable time, and 
the use of the automobiles is restricted to 
the employees. If the employer imposes the 
limits described in paragraph (n)(2) of this 
section, the employees may exclude the 
value of the use of the automobile during the 
testing and evaluation period. 

(o) Qualified automobile demonstration 
use—(1) In general. The value of quali-
fied automobile demonstration use is 
excludable from gross income as a 
working condition fringe. ‘‘Qualified 
automobile demonstration use’’ is any 
use of a demonstration automobile by a 
full-time automobile salesman in the 
sales area in which the automobile 
dealer’s sales office is located if— 

(i) Such use is provided primarily to 
facilitate the salesman’s performance 
of services for the employer; and 

(ii) There are substantial restrictions 
on the personal use of the automobile 
by the salesman. 

(2) Full-time automobile salesman—(i) 
Defined. The term ‘‘full-time auto-
mobile salesman’’ means any indi-
vidual who— 

(A) Is employed by an automobile 
dealer; 

(B) Customarily spends at least half 
of a normal business day performing 
the functions of a floor salesperson or 
sales manager; 

(C) Directly engages in substantial 
promotion and negotiation of sales to 
customers; 

(D) Customarily works a number of 
hours considered full-time in the indus-
try (but at a rate not less than 1,000 
hours per year); and 

(E) Derives at least 25 percent of his 
or her gross income from the 
automobi1e dealership directly as a re-
sult of the activities described in para-
graphs (o)(2)(i) (B) and (C) of this sec-
tion. 

For purposes of paragraph (o)(2)(i) (E) 
of this section, income is not consid-
ered to be derived directly as a result 
of activities described in paragraphs 
(o)(2)(i) (B) and (C) of this section to 
the extent that the income is attrib-
utable to an individual’s ownership in-
terest in the dealership. An individual 
will not be considered to engage in di-
rect sales activities if the individual’s 
sales-related activities are substan-
tially limited to review of sales price 
offers from customers. An individual, 
such as the general manager of an 
automobi1e dealership, who receives a 
sales commission on the sale of an 
automobile is not a full-time auto-
mobile salesman unless the require-
ments of this paragraph (o)(2)(i) are 
met. The exclusion provided in this 
paragraph (o) is available to an indi-
vidual who meets the definition of this 
paragraph (o)(2)(i) whether the indi-
vidual performs services in addition to 
those described in this paragraph 
(o)(2)(i). For example, an individual 
who is an owner of the automobile 
dealership but who otherwise meets the 
requirements of this paragraph (o)(2)(i) 
may exclude from gross income the 
value of qualified automobile dem-
onstration use. However, the exclusion 
of this paragraph (o) is not available to 
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owners of large automobile dealerships 
who do not customarily engage in sig-
nificant sales activities. 

(ii) Use by an individual other than a 
full-time automobile salesman. Personal 
use of a demonstration automobile by 
an individual other than a full-time 
automobile salesman is not treated as 
a working condition fringe. Therefore, 
any personal use, including commuting 
use, of a demonstration automobile by 
a part-time salesman, automobile me-
chanic, or other individual who is not a 
full-time automobile salesman is not 
‘‘qualified automobile demonstration 
use’’ and thus not excludable from 
gross income. This is the case whether 
or not the personal use is within the 
sales area (as defined in paragraph 
(o)(5) of this section). 

(3) Demonstration automobile. The ex-
clusion provided in this paragraph (o) 
applies only to qualified use of a dem-
onstration automobile. A demonstra-
tion automobile is an automobile that 
is— 

(i) Currently in the inventory of the 
automobile dealership; and 

(ii) Available for test drives by cus-
tomers during the normal business 
hours of the employee. 

(4) Substantial restrictions on personal 
use. Substantial restrictions on the 
personal use of a demonstration auto-
mobile exist when all of the following 
conditions are satisfied: 

(i) Use by individuals other than the 
full-time automobile salesmen (e.g., 
the salesman’s family) is prohibited; 

(ii) Use for personal vacation trips is 
prohibited; 

(iii) The storage of personal posses-
sions in the automobile is prohibited; 
and 

(iv) The total use by mileage of the 
automobile by the salesman outside 
the salesman’s normal working hours 
is limited. 

(5) Sales area—(i) In general. Qualified 
automobile demonstration use consists 
of use in the sales area in which the 
automobile dealer’s sales office is lo-
cated. The sales area is the geographic 
area surrounding the automobile deal-
er’s sales office from which the office 
regularly derives customers. 

(ii) Sales area safe harbor. With re-
spect to a particular full-time sales-
man, the automobile dealer’s sales area 

may be treated as the area within a ra-
dius of the larger of— 

(A) 75 miles or 
(B) The one-way commuting distance 

(in miles) of the particular salesman 
from the dealer’s sales office. 

(6) Applicability of substantiation re-
quirements of sections 162 and 274(d). 
Notwithstanding anything in this sec-
tion to the contrary, the value of the 
use of a demonstration automobile 
may not be excluded from gross income 
as a working condition fringe, by ei-
ther the employer or the employee, un-
less, with respect to the restrictions of 
paragraph (o)(4) of this section, the 
substantiation requirements of section 
274(d) and the regulations thereunder 
are satisfied. See § 1.132–5(c) for general 
and safe harbor rules relating to the 
applicability of the substantiation re-
quirements of section 274(d). 

(7) Special valuation rules. See § 1.61– 
21(d)(6)(ii) for special rules that may be 
used to value the availability of dem-
onstration automobiles. 

(p) Parking—(1) In general. The value 
of parking provided to an employee on 
or near the business premises of the 
employer is excludable from gross in-
come as a working condition fringe 
under the special rule of this paragraph 
(p). If the rules of this paragraph (p) 
are satisfied, the value of parking is ex-
cludable from gross income whether 
the amount paid by the employee for 
parking would be deductible under sec-
tion 162. The working condition fringe 
exclusion applies whether the employer 
owns or rents the parking facility or 
parking space. 

(2) Reimbursement of parking expenses. 
A reimbursement to the employee of 
the ordinary and necessary expenses of 
renting a parking space on or near the 
business premises of the employer is 
excludable from gross income as a 
working condition fringe, if, but for the 
parking expense, the employee would 
not have been entitled to receive and 
retain such amount from the employer. 
If, however an employee is entitled to 
retain a general transportation allow-
ance or a similar benefit whether or 
not the employee has parking expenses, 
no portion of that allowance is exclud-
able from gross income under this 
paragraph (p) even if it is used for 
parking expenses. 
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(3) Parking on residential property. 
With respect to an employee, this para-
graph (p) does not apply to any parking 
facility or space located on property 
owned or leased by the employee for 
residential purposes. 

(4) Dates of applicability. This para-
graph (p) applies to benefits provided 
before January 1, 1993. For benefits 
provided after December 31, 1992, see 
§ 1.132–9. 

(q) Nonapplicability of nondiscrimina-
tion rules. Except to the extent pro-
vided in paragraph (n)(3) of this section 
(relating to discriminating classifica-
tions of a product testing program), 
the nondiscrimination rules of section 
132 (h)(1) and § 1.132–8 do not apply in 
determining the amount, if any, of a 
working condition fringe. 

(r) Volunteers—(1) In general. Solely 
for purposes of section 132(d) and para-
graph (a)(1) of this section, a bona fide 
volunteer (including a director or offi-
cer) who performs services for an orga-
nization exempt from tax under section 
501(a), or for a government employer 
(as defined in paragraph (m)(7) of this 
section), is deemed to have a profit mo-
tive under section 162. 

(2) Limit on application of this para-
graph. This paragraph (r) shall not be 
used to support treatment of the bona 
fide volunteer as having a profit mo-
tive for purposes of any provision of 
the Internal Revenue Code of 1986 
(Code) other than section 132(d). Noth-
ing in this paragraph (r) shall be inter-
preted as determining the employment 
status of a bona fide volunteer for pur-
poses of any section of the Code other 
than section 132(d). 

(3) Definitions—(i) Bona fide volunteer. 
For purposes of this paragraph (r), an 
individual is considered a ‘‘bona fide 
volunteer’’ if the individual does not 
have a profit motive for purposes of 
section 162. For example, an individual 
is considered a ‘‘bona fide volunteer’’ if 
the total value of the benefits provided 
with respect to the volunteer services 
is substantially less than the total 
value of the volunteer services the in-
dividual provides to an exempt organi-
zation or government employer. 

(ii) Liability insurance coverage for a 
bona fide volunteer. For purposes of this 
paragraph (r), the receipt of liability 
insurance coverage by a volunteer, or 

an exempt organization or government 
employer’s undertaking to indemnify 
the volunteer for liability, does not by 
itself confer a profit motive on the vol-
unteer, provided the insurance cov-
erage or indemnification relates to 
acts performed by the volunteer in the 
discharge of duties, or the performance 
of services, on behalf of the exempt or-
ganization or government employer. 

(4) Example. The following example il-
lustrates the provisions of paragraph 
(r) of this section. 

Example. A is a manager and full-time em-
ployee of P, a tax-exempt organization de-
scribed in section 501(c)(3). B is a member of 
P’s board of directors. Other than $25 to de-
fray expenses for attending board meetings, 
B receives no compensation for serving as a 
director and does not have a profit motive. 
Therefore, B is a bona fide volunteer by ap-
plication of paragraph (r)(3)(i) of this section 
and is deemed to have a profit motive under 
paragraph (r)(1) of this section for purposes 
of section 132(d). In order to provide liability 
insurance coverage, P purchases a policy 
that covers actions arising from A’s and B’s 
activities performed as part of their duties 
to P. The value of the policy and payments 
made to or on behalf of A under the policy 
are excludable for A’s gross income as a 
working condition fringe, because A has a 
profit motive under section 162 and would be 
able to deduct payments for liability insur-
ance coverage had he paid for it himself. The 
receipt of liability insurance coverage by B 
does not confer a profit motive on B by ap-
plication of paragraph (r)(3)(ii) of this sec-
tion. Thus, the value of the policy and pay-
ments made to or on behalf of B under the 
policy are excludable from B’s income as a 
working condition fringe. For the year in 
which the liability insurance coverage is 
provided to A and B, P may exclude the 
value of the benefit on the Form W-2 it 
issues to A or on any Form 1099 it might oth-
erwise issue to B. 

(s) Application of section 274(a)(3)—(1) 
In general. If an employer’s deduction 
under section 162(a) for dues paid or in-
curred for membership in any club or-
ganized for business, pleasure, recre-
ation, or other social purpose is dis-
allowed by section 274(a)(3), the 
amount, if any, of an employee’s work-
ing condition fringe benefit relating to 
an employer-provided membership in 
the club is determined without regard 
to the application of section 274(a) to 
the employee. To be excludible as a 
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working condition fringe benefit, how-
ever, the amount must otherwise qual-
ify for deduction by the employee 
under section 162(a). If an employer 
treats the amount paid or incurred for 
membership in any club organized for 
business, pleasure, recreation, or other 
social purpose as compensation under 
section 274(e)(2), then the expense is de-
ductible by the employer as compensa-
tion and no amount may be excluded 
from the employee’s gross income as a 
working condition fringe benefit. See 
§ 1.274–2(f)(2)(iii)(A). 

(2) Treatment of tax-exempt employers. 
In the case of an employer exempt from 
taxation under subtitle A of the Inter-
nal Revenue Code, any reference in this 
paragraph (s) to a deduction disallowed 
by section 274(a)(3) shall be treated as a 
reference to the amount which would 
be disallowed as a deduction by section 
274(a)(3) to the employer if the em-
ployer were not exempt from taxation 
under subtitle A of the Internal Rev-
enue Code. 

(3) Examples. The following examples 
illustrate this paragraph (s): 

Example 1. Assume that Company X pro-
vides Employee B with a country club mem-
bership for which it paid $20,000. B substan-
tiates, within the meaning of paragraph (c) 
of this section, that the club was used 40 per-
cent for business purposes. The business use 
of the club (40 percent) may be considered a 
working condition fringe benefit, notwith-
standing that the employer’s deduction for 
the dues allocable to the business use is dis-
allowed by section 274(a)(3), if X does not 
treat the club membership as compensation 
under section 274(e)(2). Thus, B may exclude 
from gross income $8,000 (40 percent of the 
club dues, which reflects B’s business use). X 
must report $12,000 as wages subject to with-
holding and payment of employment taxes 
(60 percent of the value of the club dues, 
which reflects B’s personal use). B must in-
clude $12,000 in gross income. X may deduct 
as compensation the amount it paid for the 
club dues which reflects B’s personal use pro-
vided the amount satisfies the other require-
ments for a salary or compensation deduc-
tion under section 162. 

Example 2. Assume the same facts as Exam-
ple 1 except that Company X treats the 
$20,000 as compensation to B under section 
274(e)(2). No portion of the $20,000 will be con-
sidered a working condition fringe benefit 
because the section 274(a)(3) disallowance 
will apply to B. Therefore, B must include 
$20,000 in gross income. 

(t) Application of section 274(m)(3)—(1) 
In general. If an employer’s deduction 
under section 162(a) for amounts paid 
or incurred for the travel expenses of a 
spouse, dependent, or other individual 
accompanying an employee is dis-
allowed by section 274(m)(3), the 
amount, if any, of the employee’s 
working condition fringe benefit relat-
ing to the employer-provided travel is 
determined without regard to the ap-
plication of section 274(m)(3). To be ex-
cludible as a working condition fringe 
benefit, however, the amount must 
otherwise qualify for deduction by the 
employee under section 162(a). The 
amount will qualify for deduction and 
for exclusion as a working condition 
fringe benefit if it can be adequately 
shown that the spouse’s, dependent’s, 
or other accompanying individual’s 
presence on the employee’s business 
trip has a bona fide business purpose 
and if the employee substantiates the 
travel within the meaning of paragraph 
(c) of this section. If the travel does 
not qualify as a working condition 
fringe benefit, the employee must in-
clude in gross income as a fringe ben-
efit the value of the employer’s pay-
ment of travel expenses with respect to 
a spouse, dependent, or other indi-
vidual accompanying the employee on 
business travel. See §§ 1.61–21(a)(4) and 
1.162–2(c). If an employer treats as com-
pensation under section 274(e)(2) the 
amount paid or incurred for the travel 
expenses of a spouse, dependent, or 
other individual accompanying an em-
ployee, then the expense is deductible 
by the employer as compensation and 
no amount may be excluded from the 
employee’s gross income as a working 
condition fringe benefit. See § 1.274– 
2(f)(2)(iii)(A). 

(2) Treatment of tax-exempt employers. 
In the case of an employer exempt from 
taxation under subtitle A of the Inter-
nal Revenue Code, any reference in this 
paragraph (t) to a deduction disallowed 
by section 274(m)(3) shall be treated as 
a reference to the amount which would 
be disallowed as a deduction by section 
274(m)(3) to the employer if the em-
ployer were not exempt from taxation 
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under subtitle A of the Internal Rev-
enue Code. 

[T.D. 8256, 54 FR 28608, July 6, 1989, as amend-
ed by T.D. 8451, 57 FR 57669, Dec. 7, 1992; T.D. 
8457, 57 FR 62196, Dec. 30, 1992; T.D. 8666, 61 
FR 27006, May 30, 1996; T.D. 8933, 66 FR 2244, 
Jan. 11, 2001; T.D. 9483, 75 FR 27936, May 19, 
2010] 

§ 1.132–5T Working condition fringe— 
1985 through 1988 (temporary). 

(a) In general—(1) Definition. Gross in-
come does not include the value of a 
working condition fringe. The term 
‘‘working condition fringe’’ means any 
property or service provided to an em-
ployee of an employer to the extent 
that, if the employee paid for the prop-
erty or service, the amount paid would 
be allowable as a deduction under sec-
tion 162 or 167. If, under section 274 or 
any other section, certain substan-
tiation requirements must be met in 
order for a deduction under section 162 
or 167 to be allowable, those substan-
tiation requirements apply to the de-
termination of a working condition 
fringe. An amount that would be de-
ductible by the employee under, for ex-
ample, section 212 is not a working 
condition fringe. 

(2) Trade or business of the employee. If 
the hypothetical payment for the prop-
erty or service would be allowable as a 
deduction with respect to a trade or 
business of the employee other than 
the employee’s trade or business of 
being an employee of the employer, it 
cannot be taken into account for pur-
poses of determining the amount, if 
any, of the working condition fringe. 
For example, assume that, unrelated to 
company X’s trade or business and un-
related to company X’s employee’s 
trade or business of being an employee 
of company X, the employee is a mem-
ber of the board of directors of com-
pany Y. Assume further that company 
X provides the employee with air 
transportation to a company Y board 
of director’s meeting. The employee 
may not exclude the value of the air 
transportation to the meeting as a 
working condition fringe. The em-
ployee may, however, deduct such 
amount under section 162 if the section 
162 requirements are satisfied. The re-
sult would be the same whether the air 
transportation was provided in the 

form of a flight on a commercial air-
line or a seat on a company X airplane. 

(b) Vehicle allocation rules—(1) In gen-
eral—(i) General rule. In general, with 
respect to an employer-provided vehi-
cle, the amount excludable as a work-
ing condition fringe is the amount that 
would be allowable as a deduction 
under section 162 or 167 if the employee 
paid for the availability of the vehicle. 
For example, assume that the value of 
the availability of an employer-pro-
vided vehicle for a full year is $2,000, 
without regard to any working condi-
tion fringe (i.e., assuming all personal 
use). Assume further that the employee 
drives the vehicle 6,000 miles for his 
employer’s business and 2,000 miles for 
reasons other than the employer’s busi-
ness. In this situation, the value of the 
working condition fringe is $2,000 mul-
tiplied by a fraction, the numerator of 
which is the business-use mileage (6,000 
miles) and the denominator of which is 
the total mileage (8,000 miles). Thus, 
the value of the working condition 
fringe is $1,500. The total amount in-
cludable in the employee’s gross in-
come on account of the availability of 
the vehicle is $500. For purposes of this 
section, the term ‘‘vehicle’’ has the 
same meaning given the term in § 1.61– 
2T(e)(2). Generally, when determining 
the amount of an employee’s working 
condition fringe, miles accumulated on 
the vehicle by all employees of the em-
ployer during the period in which the 
vehicle is available to the employee 
must be considered. For example, as-
sume that an employee of the employer 
is provided the availability of an auto-
mobile for one year. Assume further 
that during the year, the automobile is 
regularly used in the employer’s busi-
ness by other employees. All miles ac-
cumulated on the automobile by all 
employees of the employer during the 
year must be considered. If, however, 
substantially all the use of the auto-
mobile by other employees in the em-
ployer’s business is permitted during a 
certain period, such as the last three 
months of the year, the miles driven by 
the other employees during that period 
would not be considered when deter-
mining the employee’s working condi-
tion fringe exclusion. 

(ii) Use by an individual other than the 
employee. For purposes of this section, 
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if the availability of a vehicle to an in-
dividual would be taxed to an em-
ployee, use of the vehicle by the indi-
vidual is included in references to use 
by the employee. 

(iii) Provision of an expensive vehicle 
for personal use. Assume an employer 
provides an employee with an expen-
sive vehicle that an employee may use 
in part for personal purposes. Even 
though the decision to provide an ex-
pensive rather than an inexpensive ve-
hicle is made by the employer for bona 
fide noncompensatory business rea-
sons, there is no working condition 
fringe exclusion with respect to the 
personal miles driven by the employee. 
If the employee paid for the avail-
ability of the vehicle, he would not be 
entitled to deduct any part of the pay-
ment attributable to personal miles. 

(2) Use of different employer-provided 
automobiles. The working condition 
fringe exclusion must be applied on an 
automobile by automobile basis. For 
example, assume that automobile Y is 
available to employee D for 3 days in 
January and for 5 days in March, and 
automobile Z is available to D for a 
week in July. Assume further that the 
Daily Lease Value, as defined in § 1.61– 
2T, of each automobile is $50. For the 
eight days of availability of Y in Janu-
ary and March, D uses Y 90 percent for 
business (by mileage). During July, D 
uses Z 60 percent for business (by mile-
age). The value of the working condi-
tion fringe is determined separately for 
each automobile. Therefore, the work-
ing condition fringe for Y is $360 ($400 × 
.90) leaving an income inclusion of $40. 
The working condition fringe for Z is 
$210 ($350 × .60) leaving an income in-
clusion of $140. If the value of the avail-
ability of an automobile is determined 
under the Annual Lease Value rule for 
one period and Daily Lease Value rule 
for a second period (see § 1.61–2T), the 
working condition fringe exclusion 
must be calculated separately for the 
two periods. 

(c) Applicability of sections 162 and 
274(d)—(1) In general. The value of prop-
erty or services provided to an em-
ployee may not be excluded from the 
employee’s gross income as a working 
condition fringe, by either the em-
ployer or the employee, unless the ap-
plicable substantiation requirements of 

either section 274(d) or section 162 
(whichever is applicable) and the regu-
lations thereunder are statisfied. With 
respect to listed property, the substan-
tiation requirements of section 274(d) 
and the regulations thereunder do not 
apply to the determination of an em-
ployee’s working condition fringe ex-
clusion prior to the date that those re-
quirements apply to the first taxable 
year of the employer beginning after 
December 31, 1985. For example, if an 
employer’s first taxable year beginning 
after December 31, 1985, begins on July 
1, 1986, with respect to listed property, 
the substantiation requirements of sec-
tion 274(d) apply as of that date. The 
substantiation requirements of section 
274(d) apply to an employee even if the 
requirements of section 274 do not 
apply to the employee’s employer for 
deduction purposes (such as when the 
employer is a tax-exempt organization 
or a governmental unit); in these cases, 
the requirements of section 274(d) 
apply to the employee as of January 1, 
1986. 

(2) Section 274(d) requirements. The 
substantiation requirements of section 
274(d) are satisfied by ‘‘adequate 
records or sufficient evidence corrobo-
rating the [employee’s] own state-
ment’’. Therefore, such records or evi-
dence provided by the employee, and 
relied upon by the employer to the ex-
tent permitted by the regulations pro-
mulgated under section 274(d), will be 
sufficient to substantiate a working 
condition fringe exclusion. 

(d) Safe harbor rules—(1) In general. 
Section 1.274–6T provides that the sub-
stantiation requirements of section 
274(d) and the regulations thereunder 
may be satisfied, in certain cir-
cumstances, by using one or more of 
the safe harbor rules prescribed in 
§ 1.274–6T. If the employer uses one of 
the safe harbor rules prescribed in 
§ 1.274–6T during a period with respect 
to a vehicle (as defined in § 1.61–2T), 
that rule must be used by the employer 
to substantiate a working condition 
fringe exclusion with respect to that 
vehicle during the period. An employer 
that is exempt from Federal income 
tax may still use one of the safe harbor 
rules (if the requirements of that sec-
tion are otherwise met during a period) 
to substantiate a working condition 
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fringe exclusion with respect to a vehi-
cle during the period. If the employer 
uses one of the methods prescribed in 
§ 1.274–6T during a period with respect 
to an employer-provided vehicle, that 
method may be used by an employee to 
substantiate a working condition 
fringe exclusion with respect to the 
same vehicle during the period, as long 
as the employee includes in gross in-
come the amount allocated to the em-
ployee pursuant to § 1.274–6T and this 
section. (See § 1.61–2T(c)(2)(i) for other 
rules concerning when an employee 
must include in income the amount de-
termined by the employer.) If, however, 
the employer uses the safe harbor rule 
prescribed in § 1.274–6T(a) (2) or (3) and 
the employee without the employer’s 
knowledge uses the vehicle for pur-
poses other than de minimis personal 
use (in the case of the rule prescribed 
in § 1.274–6T(a)(2)), or for purposes other 
than de minimis personal use and com-
muting (in the case of the rule pre-
scribed in § 1.274–6T(a)(3)), then the em-
ployee must include additional income 
for the unauthorized use of the vehicle. 

(2) Period for use of safe harbor rules. 
The rules prescribed in this paragraph 
(d) assume that the safe harbor rules 
prescribed in § 1.274–6T are used for a 
one-year period. Accordingly, ref-
erences to the value of the availability 
of a vehicle, amounts excluded as a 
working condition fringe, etc., are 
based on a one-year period. If the safe 
harbor rules prescribed in § 1.274–6T are 
used for a period of less than a year, 
the amounts referenced in the previous 
sentence must be adjusted accordingly. 
For purposes of this section, the term 
‘‘personal use’’ has the same meaning 
as prescribed in § 1.274–6T(e)(5). 

(e) Vehicles not available to employees 
for personal use. For a vehicle described 
in § 1.274–6T(a)(2) (relating to certain 
vehicles not used for personal pur-
poses), the working condition fringe ex-
clusion is equal to the value of the 
availability of the vehicle if the em-
ployer uses the method prescribed in 
§ 1.274–6T(a)(2). 

(f) Vehicles not available to employees 
for personal use other than commuting. 
For a vehicle described in § 1.274– 
6T(a)(3) (relating to certain vehicles 
not used for personal purposes other 
than commuting), the working condi-

tion fringe exclusion is equal to the 
value of the availability of the vehicle 
for purposes other than commuting if 
the employer uses the method pre-
scribed in § 1.274–6T(a)(3). This rule ap-
plies only if the special rule for valuing 
commuting use, as prescribed in § 1.61– 
2T, is used and the amount determined 
under the special rule is either in-
cluded in the employee’s income or re-
imbursed by the employee. 

(g) Vehicles used in connection with the 
business of farming that are available to 
employees for personal use—(1) In gen-
eral. For a vehicle described in § 1.274– 
6T(b) (relating to certain vehicles used 
in connection with the business of 
farming), the working condition fringe 
exclusion is calculated by multiplying 
the value of the availability of the ve-
hicle by 75 percent. 

(2) Vehicles available to more than one 
individual. If the vehicle is available to 
more than one individual, the employer 
must allocate the gross income attrib-
utable to the vehicle (25 percent of the 
value of the availability of the vehicle) 
among the employees (and other indi-
viduals whose use would not be attrib-
uted to an employee) to whom the ve-
hicle was available. This allocation 
must be done in a reasonable manner 
to reflect the personal use of the vehi-
cle by the individuals. An amount that 
would be allocated to a sole proprietor 
reduces the amounts that may be allo-
cated to employees but are otherwise 
to be disregarded for purposes of this 
paragraph (g). For purposes of this 
paragraph (g), the value of the avail-
ability of a vehicle may be calculated 
as if the vehicle were available to only 
one employee continuously and with-
out regard to any working condition 
fringe exclusion. 

(3) Examples. The following examples 
illustrate a reasonable allocation of 
gross income with respect to an em-
ployer-provided vehicle between two 
employees: 

Example 1. Assume that two farm employ-
ees share the use of a vehicle which for a cal-
endar year is regularly used directly in con-
nection with the business of farming and 
qualifies for use of the rule in § 1.274–6T (b). 
Employee A uses the vehicle in the morning 
directly in connection with the business of 
farming and employee B uses the vehicle in 
the afternoon directly in connection with 
the business of farming. Assume further that 
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employee B takes the vehicle home in the 
evenings and on weekends. The employer 
should allocate all the income attributable 
to the availability of the vehicle to employee 
B. 

Example 2. Assume that for a calendar year, 
farm employees C and D share the use of a 
vehicle that is regularly used directly in con-
nection with the business of farming and 
qualifies for use of the rule in § 1.274–6T (b). 
Assume further that the employees alternate 
taking the vehicle home in the evening and 
alternate the availability of the vehicle for 
personal purposes on weekends. The em-
ployer should allocate the income attrib-
utable to the availability of the vehicle for 
personal use (25 percent of the value of the 
availability of the vehicle) equally between 
the two employees. 

Example 3. Assume the same facts as in ex-
ample (2) except that C is the sole proprietor 
of the farm. Based on these facts, C should 
allocate the same amount of income to D as 
was allocated to D in example (2). No other 
income attributable to the availability of 
the vehicle for personal use should be allo-
cated. 

(h) Qualified non-personal use vehicles. 
Effective January 1, 1985, 100 percent of 
the value of the use of a qualified non-
personal use vehicle (as described in 
§ 1.274–5T (k)) is excluded from gross in-
come as a working condition fringe, 
provided that, in the case of a vehicle 
described in paragraph (k) (3) through 
(7) of that section, the use of the vehi-
cles conforms to the requirements of 
that paragraph. 

(i) [Reserved] 
(j) Application of section 280F. In de-

termining the amount, if any, of an 
employee’s working condition fringe, 
section 280F and the regulations there-
under do not apply. For example, as-
sume that an employee has available 
for a calendar year an employer-pro-
vided automobile with a fair market 
value of $28,000. Assume further that 
the special rule provided in § 1.61–2T is 
used and that the Annual Lease Value, 
as defined in § 1.61–2T, is $7,750, and 
that all of the employee’s use of the 
automobile is in the employer’s busi-
ness. The employee would be entitled 
to exclude the entire Annual Lease 
Value as a working condition fringe, 
despite the fact that if the employee 
paid for the availability of the auto-
mobile, an income inclusion would be 
required under § 1.280F–5T(d)(1). This 
paragraph (j) does not affect the appli-
cability of section 280F to the employer 

with respect to such employer-provided 
automobile, nor does it affect the ap-
plicability of section 274. For rules con-
cerning substantiation of an employ-
ee’s working condition fringe, see para-
graph (c) of this section. 

(k) Aircraft allocation rule. In general, 
with respect to a flight on an em-
ployer-provided aircraft, the amount 
excludable as a working condition 
fringe is the amount that would be al-
lowable as a deduction under section 
162 or 167 if the employee paid for the 
flight on the aircraft. For example, if 
employee P flies on P’s employer’s air-
plane primarily for business reasons of 
P’s employer, the value of P’s flight is 
excludable as a working condition 
fringe. However, if P’s spouse and chil-
dren accompany P on such airplane 
trip primarily for personal reasons, the 
value of the flights by P’s spouse and 
children are includable in P’s gross in-
come. See § 1.61–2T(g) for special rules 
for valuing personal flights. 

(l) [Reserved] 
(m) Employer-provided transportation 

for security concerns—(1) In general. The 
amount of a working condition fringe 
exclusion with respect to employer- 
provided transportation is the amount 
that would be allowable as a deduction 
under section 162 or 167 if the employee 
paid for the transportation. Generally, 
if an employee pays for transportation 
taken for primarily personal purposes, 
the employee may not deduct any part 
of the amount paid. Thus, the em-
ployee may not generally exclude the 
value of employer-provided transpor-
tation as a working condition fringe if 
such transportation is primarily per-
sonal. If, however, for bona fide busi-
ness-oriented security concerns, the 
employee purchases transportation 
that provides him or her with addi-
tional security, the employee may gen-
erally deduct the excess of the amount 
paid for the transportation over the 
lesser amount the employee would 
have paid for the same mode of trans-
portation absent the bona fide busi-
ness-oriented security concerns. With 
respect to a vehicle, the phrase ‘‘the 
same mode of transportation’’ means 
use of the same vehicle without the ad-
ditional security aspects, such as bul-
letproof glass. With respect to air 
transportation, the phrase ‘‘the same 
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mode of transportation’’ means com-
parable air transportation. These same 
rules apply to the determination of an 
employee’s working condition fringe 
exclusion. For example, if an employer 
provides an employee with an auto-
mobile for commuting and, for bona 
fide business-oriented security con-
cerns, the automobile is specially de-
signed for security, then the employee 
may exclude the value of the special 
security design as a working condition 
fringe if the employee’s automobile 
would not have had such security de-
sign but for the bona fide business-ori-
ented security concerns. The employee 
may not exclude the value of the com-
muting from income as a working con-
dition fringe because commuting is a 
nondeductible personal expense. Simi-
larly, if an employee travels on a per-
sonal trip in an employer-provided air-
craft for bona fide business-oriented se-
curity concerns, the employee may ex-
clude the excess, if any, of the value of 
the flight over the amount the em-
ployee would have paid for comparable 
air transportation, but for the bona 
fide business-oriented security con-
cerns. Because personal travel is a non-
deductible expense, the employee may 
not exclude the total value of the trip 
as a working condition fringe. 

(2) Demonstration of bona fide business- 
oriented security concerns—(i) In general. 
For purposes of this paragraph (m), the 
existence of a bona fide business-ori-
ented security concern for the fur-
nishing of a specific form of transpor-
tation to an employee is determined on 
the basis of all the facts and cir-
cumstances within the following guide-
lines: 

(A) Services performed outside the 
United States. With respect to an em-
ployee performing services for an em-
ployer in a geographic area other than 
the United States, a factor indicating a 
bona fide business-oriented security 
concern is a recent history of violent 
terrorist activity in such geographic 
area (such as bombings or abductions 
for ransom), unless such activity is fo-
cused on a group of individuals which 
does not include the employee or a 
similarly situated employee or on a 
section of the geographic area which 
does not incude the employee. 

(B) Services performed in the United 
States. With respect to an employee 
performing services for an employer in 
the United States, a factor indicating a 
bona fide business-oriented security 
concern is threats on the life of the em-
ployee or on the life of a similarly situ-
ated employee because of the employ-
ee’s status as an employee of the em-
ployer. 

(ii) Establishment of overall security 
program. Notwithstanding anything in 
paragraph (m)(2)(i) of this section to 
the contrary, no bona fide business-ori-
ented security concern will be deemed 
to exist unless the employee’s em-
ployer establishes an overall security 
program with respect to the employee 
involved. 

(iii) Overall security program—(A) Defi-
nition. An overall security program is 
one in which security is provided to 
protect the employee on a 24-hour 
basis. The employee must be protected 
while at the employee’s residence, 
while commuting to and from the em-
ployee’s workplace, and while at the 
employee’s workplace. In addition, the 
employee must be protected while 
traveling, whether for business or per-
sonal purposes. An overall security 
program would include the provision of 
a bodyguard/driver who is trained in 
evasive driving techniques; and auto-
mobile specially equipped for security; 
guards, metal detectors, alarms, or 
similar methods of controling access to 
the employee’s workplace and resi-
dence; and, in appropriate cases, flights 
on the employer’s aircraft for business 
and personal reasons. 

(B) Application. There is no overall 
security program when, for example, 
security is provided at the employee’s 
workplace but not at the employee’s 
residence. In addition, the fact that an 
employer requires an employee to trav-
el on the employer’s aircraft, or in an 
employer-provided vehicle that con-
tains special security features, does 
not alone constitute an overall secu-
rity program. The preceding sentence 
applies regardless of the existence of a 
corporate or other resolution requiring 
the employee to travel in the employ-
er’s airplane or vehicle for personal as 
well as business reasons. Similarly, the 
existence of an independent security 
study particular to the employer and 
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its employees, or to the employee in-
volved, does not alone constitute an 
overall security program. 

(iv) Effect of an independent security 
study. An overall security program 
with respect to an employee is deemed 
to exist even though security is not 
provided to an employee on a 24-hour 
basis if the conditions of this para-
graph (m)(2)(iv) are satisfied: 

(A) A security study is performed 
with respect to the employer and the 
employee (or a similarly situated em-
ployee) by an independent security 
consultant; 

(B) The security study is based on an 
objective assessment of all the facts 
and circumstances; 

(C) The recommendation of the secu-
rity study is that an overall security 
program (as defined in paragraph 
(m)(2)(iii) of this section) is not nec-
essary and such recommendation is 
reasonable under the circumstances; 
and 

(D) The employer applies the specific 
security recommendations contained 
in the security study to the employee 
on a consistent basis. 
The value of the security provided pur-
suant to a security study that meets 
the requirements of this paragraph 
(m)(2)(iv) may be excluded from in-
come, if the security study conclusions 
are reasonable and, but for the bona 
fide business-oriented security con-
cerns, the employee would not have 
had such security. No exclusion from 
income applies to security provided by 
the employer that is not recommended 
in the security study. Security study 
conclusions may be reasonable even if, 
for example, it is recommended that 
security be limited to certain geo-
graphic areas, as in the case where air 
travel security is provided only in cer-
tain foreign countries. 

(v) Application of security rules to 
spouses and dependents. The availability 
of a working condition fringe exclusion 
based on the existence of a bona fide 
business-oriented security concern 
with respect to the spouse and depend-
ents of an employee is determined sep-
arately for such spouse and dependents 
under the rules established in this 
paragraph (m). 

(vi) Working condition safe harbor. 
Under the special rule of this para-

graph (m)(2)(vi), if, for a bona fide busi-
ness-oriented security concern, the em-
ployer requires that the employee trav-
el on an employer-provided aircraft for 
a personal trip, the employer and the 
employee may exclude, as a working 
condition fringe, the excess value of 
the trip over comparable first-class air-
fare without having to show that but 
for the bona fide business-oriented se-
curity concerns, the employee would 
have flown first-class on a commercial 
aircraft. If the special valuation rule 
provided in § 1.61–2T is used, the excess 
over the amount determined by multi-
plying an aircraft multiple of 200-per-
cent by the base aircraft valuation for-
mula may be excluded as a working 
condition fringe. 

(3) Examples. The provisions of this 
paragraph (m) may be illustrated by 
the following examples: 

Example 1. Assume that in response to sev-
eral death threats on the life of A, the presi-
dent of a multinational company (company 
X), company X establishes an overall secu-
rity program for A, including an alarm sys-
tem at A’s home and guards at A’s work-
place, the use of a vehicle that is specially 
equipped with alarms, bulletproof glass, and 
armor plating and a bodyguard/driver who is 
trained in evasive driving techniques. As-
sume further that A is driven for both per-
sonal and business reasons in the vehicle. 
Also, assume that but for the bona fide busi-
ness-oriented security concerns, no part of 
the overall suecurity program would been 
provided to A. With respect to the transpor-
tation provided for security reasons, A may 
exclude as a working condition fringe the 
value of the special security features of the 
vehicle and the value attributable to the 
bodyguard/driver. Thus, if the value of the 
specially equipped vehicle is $40,000, and the 
value of the vehicle without the security fea-
tures is $25,000, A may determine A’s income 
attributable to the vehicle as if the vehicle 
were worth $25,000. A must include in income 
the value of the availability of the vehicle 
for personal use. 

Example 2. Assume that B is the chief exec-
utive officer of a multinational corporation 
(company Y). Assume further that there 
have been kidnapping attempts and other 
terrorist activities in the foreign countries 
in which B performs services and that at 
least some of such activities have been di-
rected against B or similarly situated em-
ployees. In response to these activities, com-
pany Y provides B with an overall security 
program, including an alarm system at B’s 
home and bodyguards at B’s workplace, a 
bodyguard/driver who is trained in evasive 
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driving techniques, and a vehicle specially 
designed for security during B’s overseas 
travels. In addition, assume that company Y 
requires B to travel in company Y’s airplane 
for business and personal trips taken to, 
from, and within these foreign countries. 
Also, assume that but for bona fide business- 
oriented security concerns, no part of the 
overall sucurity program would have been 
provided to B. B may exclude as a working 
condition fringe the value of the special se-
curity features of the automobile and the 
value attributable to the bodyguards and the 
bodyguard/driver. B may also exclude as a 
working condition fringe the excess, if any, 
of the value of personal flights in the com-
pany Y airplane over first-class airfare (as 
determined under the special valuation rule 
provided in § 1.61–2T if the safe harbor de-
scribed in paragraph (m)(2)(vi) of this section 
is used). B must include in income the value 
of the availability of the vehicle for personal 
use and the lesser of the value of first-class 
airfare or the value of the flight determined 
under § 1.61–2T for each personal flight taken 
by B in company Y’s airplane. 

Example 3. Assume the same facts as in ex-
ample (2) except that company Y also re-
quires B to travel in company Y’s airplane 
within the United States, and provides B 
with a chauffeur-driven limousine for busi-
ness and personal travel in the United 
States. Assume further that company Y also 
requires B’s spouse and dependents to travel 
in company Y’s airplane for personal flights 
in the United States. If no bona fide busi-
ness-oriented security concern exists with 
respect to travel in the United States, B may 
not exclude any portion of the value of the 
availability of the driver or limousine for 
personal use in the United States. Thus, B 
must include in income the value of the 
availability of the vehicle and driver for per-
sonal use. In addition, B may not exclude 
any portion of the value attributable to per-
sonal flights by B or B’s spouse and depend-
ents on company Y’s airplane. Thus, B must 
include in income the value attributable to 
the personal use of company Y’s airplane. 
See § 1.61–2T for rules relating to the valu-
ation of personal flights on employer-pro-
vided airplanes. 

Example 4. Assume that company Z retains 
an independent security consultant to per-
form a security study with respect to its 
chief executive officer. Assume further that, 
based on an objective assessment of the facts 
and circumstances, the security consultant 
reasonably recommends that the employee 
be provided security at his workplace and for 
ground transportation, but not for air trans-
portation. If company Z follows the rec-
ommendations on a consistent basis, an 
overall security program will be deemed to 
exist with respect to the workplace and 
ground transportation security only. 

Example 5. Assume the same facts as in ex-
ample (4) except that company Z only pro-
vides the employee security while com-
muting to and from work, but not for any 
other ground transportation. Since the rec-
ommendations of the independent security 
study are not applied on a consistent basis, 
an overall security program will not be 
deemed to exist. 

(n) Product testing—(1) In general. The 
fair market value of the use of con-
sumer goods, which are manufactured 
for sale to nonemployees, for product 
testing and evaluation by an employee 
outside the employer’s workplace is ex-
cludable as a working condition fringe 
if— 

(i) Consumer testing and evaluation 
of the product is an ordinary and nec-
essary business expense of the em-
ployer, 

(ii) Business reasons necessitate that 
the testing and evaluation of the prod-
uct be performed off the employer’s 
business premises by employees (i.e., 
the testing and evaluation cannot be 
carried out adequately in the employ-
er’s office or in laboratory testing fa-
cilities), 

(iii) The product is furnished to the 
employee for purposes of testing and 
evaluation, 

(iv) The product is made available to 
the employee for no longer than nec-
essary to test and evaluate its perform-
ance and must be returned to the em-
ployer at completion of the testing and 
evaluation period, 

(v) The employer imposes limitations 
of the employee’s use of the product 
which significantly reduce the value of 
any personal benefit to the employee, 
and 

(vi) The employee must submit de-
tailed reports to the employer on the 
testing and evaluation. 
The length of the testing and evalua-
tion period must be reasonable in rela-
tion to the product being tested. 

(2) Employer-imposed limitations. The 
requirement of paragraph (n)(1)(v) of 
this section is satisfied if— 

(i) The employer places limitations 
on the employee’s ability to select 
among different models or varieties of 
the consumer product that is furnished 
for testing and evaluation purposes, 

(ii) The employer’s policy provides 
for the employee, in appropriate cases, 
to purchase or lease at his or her own 
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expense the same type of product as 
that being tested (so that personal use 
by the employee’s family will be lim-
ited), and 

(iii) The employer generally pro-
hibits use of the product by members of 
the employee’s family. 

(3) Discriminating classifications. If an 
employer furnishes products under a 
testing and evaluation program only to 
officers, owners, or highly compensated 
employees, this fact may be considered 
in a determination of whether the 
products are furnished for testing and 
evaluation purposes or for compensa-
tion purposes, unless the employer can 
show a business reason for the classi-
fication of employees to whom the 
products are furnished (e.g., that auto-
mobiles are furnished for testing and 
evaluation by an automobile manufac-
turer to its design engineers and super-
visory mechanics). 

(4) Factors that negate the existence of 
a product testing program. If an em-
ployer fails to tabulate and examine 
the results of the detailed reports with-
in a reasonable period of time after ex-
piration of the testing period, the pro-
gram will not be considered a product 
testing program. Existence of one or 
more of the following factors may also 
establish that the program is not a 
bona fide product testing program: 

(i) The program is in essence a leas-
ing program under which employees 
lease the consumer goods from the em-
ployer for a fee; 

(ii) The nature of the product and 
other considerations are insufficient to 
justify the testing program; or 

(iii) The expense of the program out-
weighs the benefits to be gained from 
testing and evaluation. 

(5) Failure to meet the requirements of 
this paragraph (n). The fair market 
value of the use of property for product 
testing and evaluation by an employee 
outside the employee’s workplace, 
under a product testing program that 
does not meet all of the requirements 
of this paragraph (n), is not excludable 
as a working condition fringe. 

(6) Example. Assume that an em-
ployer that manufactures automobiles 
establishes a product testing program 
under which 50 of its 5,000 employees 
test and evaluate the automobiles for 
30 days. Assume further that the 50 em-

ployees represent a fair cross section of 
all of the employees of the employer, 
such employees submit detailed reports 
to the employer on the testing and 
evaluation, the employer tabulates and 
examines the test results within a rea-
sonable time, and the use of the auto-
mobiles is restricted to the employees. 
If the rules of paragraph (n)(2) of this 
section are also met, the employees 
may exclude the value of the use of the 
automobile during the testing and 
evaluation period. 

(o) Qualified automobile demonstration 
use—(1) In general. The value of quali-
fied automobile demonstration use is 
excludable from gross income as a 
working condition fringe. The term 
‘‘qualified automobile demonstration 
use’’ means any use of a demonstration 
automobile by a full-time automobile 
salesman in the sales area in which the 
automobile dealer’s sales office is lo-
cated if— 

(i) Such use is provided primarily to 
facilitate the salesman’s performance 
of services for the employer, and 

(ii) There are substantial restrictions 
on the personal use of the automobile 
by the salesman. 

(2) Full-time automobile salesman—(i) 
Definition. The term ‘‘full-time auto-
mobile salesman’’ means any indi-
vidual who— 

(A) Is employed by an automobile 
dealer, 

(B) Customarily spends substantially 
all of a normal business day on the 
sales floor selling automobiles to cus-
tomers of the automobile dealership, 

(C) Customarily works a number of 
hours considered full-time in the indus-
try (but at a rate not less than 1,000 
hours per year), and 

(D) Derives at least 85 percent of his 
or her gross income from the auto-
mobile dealership directly as a result 
of such automobile sales activities. 
An individual, such as the general 
manager of an automobile dealership, 
who receives a sales commission on the 
sale of an automobile is not a full-time 
automobile salesman unless the re-
quirements of this paragraph (o)(2)(i) 
are met. The exclusion provided in this 
paragraph (o) is available to an indi-
vidual who meets the definition of this 
paragraph (o)(2)(i) regardless of wheth-
er the individual performs services in 
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addition to those described in this 
paragraph (o)(2)(i). For example, an in-
dividual who is an owner of the auto-
mobile dealership but who otherwise 
meets the requirements of this para-
graph (o)(2)(i) may exclude from gross 
income the value of qualified auto-
mobile demonstration use. 

(ii) Use by an individual other than a 
full-time automobile salesman. Personal 
use of a demonstration automobile by 
an individual other than a full-time 
automobile salesman is not treated as 
a working condition fringe. Therefore, 
any personal use, including commuting 
use, of a demonstration automobile by 
a part-time salesman, automobile me-
chanic, manager, or other individual is 
not ‘‘qualified automobile demonstra-
tion use’’ and thus not excludable from 
gross income. 

(3) Demonstration automobile. The ex-
clusion provided in this paragraph (o) 
applies only to qualified use of a dem-
onstration automobile. A demonstra-
tion automobile is an automobile that 
is— 

(i) Currently in the inventory of the 
automobile dealership, and 

(ii) Available for test drives by cus-
tomers during the normal business 
hours of the employee. 

(4) Substantial restrictions on personal 
use. Substantial restrictions on the 
personal use of demonstration auto-
mobiles exist when all of the following 
conditions are satisfied: 

(i) Use by individuals other than the 
full-time automobile salesmen (e.g., 
the salesman’s family) is prohibited, 

(ii) Use for personal vacation trips is 
prohibited, 

(iii) The storage of personal posses-
sions in the automobile is prohibited, 
and 

(iv) The total use by mileage of the 
automobile by the salesman outside 
the salesman’s normal working hours 
is limited. 

(5) Sales area—(i) In general. Qualified 
automobile demonstration use must be 
use in the sales area in which the auto-
mobile dealer’s sales office is located. 
The sales area is the geographic area 
surrounding the automobile dealer’s 
sales office from which the office regu-
larly derives customers. 

(ii) Sales area safe harbor. With re-
spect to a particular full-time sales-

man, the automobile dealer’s sales area 
may be treated as the larger of the 
area within a 75 mile radius of the deal-
er’s sales office, or the on-way com-
muting distance (in miles) of the par-
ticular salesman. 

(p) Parking—(1) In general. The value 
of parking provided to an employee on 
or near the business premises of the 
employer is excludable from gross in-
come as a working condition fringe. 
The working condition fringe exclusion 
applies whether the employer owns or 
rents the parking facility or parking 
space. 

(2) Reimbursement of parking expenses. 
Any reimbursement to the employee of 
the ordinary and necessary expenses of 
renting a parking space on or near the 
business premises of the employer is 
excludable as a working condition 
fringe. The preceding sentence does not 
apply, however, to cash payments that 
are not actually used for renting a 
parking space. Thus, that part of a gen-
eral transportation allowance that is 
not used for parking is not excludable 
as a working condition fringe under 
this paragraph (p). 

(3) Parking on residential property. 
With respect to an employee, this para-
graph (p) does not apply to any parking 
facility or space located on property 
owned or leased for residential pur-
poses by the employee. 

(q) Nonapplicability of nondiscrimina-
tion rules. Except to the extent pro-
vided in paragraph (n)(3) of this sec-
tion, the nondiscrimination rules of 
section 132(h)(1) and § 1.132–8T do not 
apply in determining the amount, if 
any, of a working condition fringe. 

[T.D. 8063, 50 FR 52303, Dec. 23, 1985, as 
amended by T.D. 8256, 54 FR 28600, July 6, 
1989] 

§ 1.132–6 De minimis fringes. 

(a) In general. Gross income does not 
include the value of a de minimis 
fringe provided to an employee. The 
term ‘‘de minimis fringe’’ means any 
property or service the value of which 
is (after taking into account the fre-
quency with which similar fringes are 
provided by the employer to the em-
ployer’s employees) so small as to 
make accounting for it unreasonable or 
administratively impracticable. 
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(b) Frequency—(1) Employee-measured 
frequency. Generally, the frequency 
with which similar fringes are provided 
by the employer to the employer’s em-
ployees is determined by reference to 
the frequency with which the employer 
provides the fringes to each individual 
employee. For example, if an employer 
provides a free meal in kind to one em-
ployee on a daily basis, but not to any 
other employee, the value of the meals 
is not de minimis with respect to that 
one employee even though with respect 
to the employer’s entire workforce the 
meals are provided ‘‘infrequently.’’ 

(2) Employer-measured frequency. Not-
withstanding the rule of paragraph 
(b)(1) of this section, except for pur-
poses of applying the special rules of 
paragraph (d)(2) of this section, where 
it would be administratively difficult 
to determine frequency with respect to 
individual employees, the frequency 
with which similar fringes are provided 
by the employer to the employer’s em-
ployees is determined by reference to 
the frequency with which the employer 
provides the fringes to the workforce 
as a whole. Therefore, under this rule, 
the frequency with which any indi-
vidual employee receives such a fringe 
benefit is not relevant and in some cir-
cumstances, the de minimis fringe ex-
clusion may apply with respect to a 
benefit even though a particular em-
ployee receives the benefit frequently. 
For example, if an employer exercises 
sufficient control and imposes signifi-
cant restrictions on the personal use of 
a company copying machine so that at 
least 85 percent of the use of the ma-
chine is for business purposes, any per-
sonal use of the copying machine by 
particular employees is considered to 
be a de minimis fringe. 

(c) Administrability. Unless excluded 
by a provision of chapter 1 of the Inter-
nal Revenue Code of 1986 other than 
section 132(a)(4), the value of any fringe 
benefit that would not be unreasonable 
or administratively impracticable to 
account for is includible in the employ-
ee’s gross income. Thus, except as pro-
vided in paragraph (d)(2) of this sec-
tion, the provision of any cash fringe 
benefit is never excludable under sec-
tion 132(a) as a de minimis fringe ben-
efit. Similarly except as otherwise pro-
vided in paragraph (d) of this section, a 

cash equivalent fringe benefit (such as 
a fringe benefit provided to an em-
ployee through the use of a gift certifi-
cate or charge or credit card) is gen-
erally not excludable under section 
132(a) even if the same property or 
service acquired (if provided in kind) 
would be excludable as a de minimis 
fringe benefit. For example, the provi-
sion of cash to an employee for a the-
atre ticket that would itself be exclud-
able as a de minimis fringe (see para-
graph (e)(1) of this section) is not ex-
cludable as a de minimis fringe. 

(d) Special rules—(1) Transit passes. A 
public transit pass provided at a dis-
count to defray an employee’s com-
muting costs may be excluded from the 
employee’s gross income as a de mini-
mis fringe if such discount does not ex-
ceed $21 in any month. The exclusion 
provided in this paragraph (d)(1) also 
applies to the provision of tokens or 
fare cards that enable an individual to 
travel on the public transit system if 
the value of such tokens and fare cards 
in any month does not exceed by more 
than $21 the amount the employee paid 
for the tokens and fare cards for such 
month. Similarly, the exclusion of this 
paragraph (d)(1) applies to the provi-
sion of a voucher or similar instrument 
that is exchangeable solely for tokens, 
fare cards, or other instruments that 
enable the employee to use the public 
transit system if the value of such 
vouchers and other instruments in any 
month does not exceed $21. The exclu-
sion of this paragraph (d)(1) also ap-
plies to reimbursements made by an 
employer to an employee after Decem-
ber 31, 1988, to cover the cost of com-
muting on a public transit system, pro-
vided the employee does not receive 
more than $21 in such reimbursements 
for commuting costs in any given 
month. The reimbursement must be 
made under a bona fide reimbursement 
arrangement. A reimbursement ar-
rangement will be treated as bona fide 
if the employer establishes appropriate 
procedures for verifying on a periodic 
basis that the employee’s use of public 
transportation for commuting is con-
sistent with the value of the benefit 
provided by the employer for that pur-
pose. The amount of in-kind public 
transit commuting benefits and reim-
bursements provided during any month 
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that are excludible under this para-
graph (d)(1) is limited to $21. For 
months ending before July 1, 1991, the 
amount is $15 per month. The exclusion 
provided in this paragraph (d)(1) does 
not apply to the provision of any ben-
efit to defray public transit expenses 
incurred for personal travel other than 
commuting. 

(2) Occasional meal money or local 
transportation fare—(i) General rule. 
Meals, meal money or local transpor-
tation fare provided to an employee is 
excluded as a de minimis fringe benefit 
if the benefit provided is reasonable 
and is provided in a manner that satis-
fies the following three conditions: 

(A) Occasional basis. The meals, meal 
money or local transportation fare is 
provided to the employee on an occa-
sional basis. Whether meal money or 
local transportation fare is provided to 
an employee on an occasional basis will 
depend upon the frequency i.e., the 
availability of the benefit and regu-
larity with which the benefit is pro-
vided by the employer to the employee. 
Thus, meals, meal money, or local 
transportation fare or a combination of 
such benefits provided to an employee 
on a regular or routine basis is not pro-
vided on an occasional basis. 

(B) Overtime. The meals, meal money 
or local transportation fare is provided 
to an employee because overtime work 
necessitates an extension of the em-
ployee’s normal work schedule. This 
condition does not fail to be satisifed 
merely because the circumstances giv-
ing rise to the need for overtime work 
are reasonably foreseeable. 

(C) Meal money. ln the case of a meal 
or meal money, the meal or meal 
money is provided to enable the em-
ployee to work overtime. Thus, for ex-
ample, meals provided on the employ-
er’s premises that are consumed during 
the period that the employee works 
overtime or meal money provided for 
meals consumed during such period 
satisfy this condition. 
In no event shall meal money or local 
transportation fare calculated on the 
basis of the number of hours worked 
(e.g., $1.00 per hour for each hour over 
eight hours) be considered a de mini-
mis fringe benefit. 

(ii) Applicability of other exclusions for 
certain meals and for transportation pro-

vided for security concerns. The value of 
meals furnished to an employee, an 
employee’s spouse, or any of the em-
ployee’s dependents by or on behalf of 
the employee’s employer for the con-
venience of the employer is excluded 
from the employee’s gross income if 
the meals are furnished on the business 
premises of the employer (see section 
119). (For purposes of the exclusion 
under section 119, the definitions of an 
employee under § 1.132–1(b) do not 
apply.) If, for a bona fide business-ori-
ented security concern, an employer 
provides an employee vehicle transpor-
tation that is specially designed for se-
curity (for example, the vehicle is 
equipped with bulletproof glass and 
armor plating), and the conditions of 
§ 1.132–5(m) are satisfied, the value of 
the special security design is exclud-
able from gross income as a working 
condition fringe if the employee would 
not have had such special security de-
sign but for the bona fide business-ori-
ented security concern. 

(iii) Special rule for employer-provided 
transportation provided in certain cir-
cumstances. (A) Partial exclusion of 
value. If an employer provides trans-
portation (such as taxi fare to an em-
ployee for use in commuting to and/or 
from work because or unusual cir-
cumstances and because, based on the 
facts and circumstances, it is unsafe 
for the employee to use other available 
means of transportation, the excess of 
the value of each one-way trip over 
$1.50 per one-way commute is excluded 
from gross income. The rule of this 
paragraph (d)(2)(iii) is not available to 
a control employee as defined in § 1.61– 
21(f) (5) and (6). 

(B) ‘‘Unusual circumstances’’. Unusual 
circumstances are determined with re-
spect to the employee receiving the 
transportation and are based on all 
facts and circumstances. An example of 
unusual circumstances would be when 
an employee is asked to work outside 
of his normal work hours (such as 
being called to the workplace at 1:00 
am when the employee normally works 
from 8:00 am to 4:00 pm). Another ex-
ample of unusual circumstances is a 
temporary change in the employee’s 
work schedule (such as working from 12 
midnight to 8:00 am rather than from 
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8:00 am to 4:00 pm for a two-week pe-
riod). 

(C) ‘‘Unsafe conditions’’. Factors indi-
cating whether it is unsafe for an em-
ployee to use other available means of 
transportation are the history of crime 
in the geographic area surrounding the 
employee’s workplace or residence and 
the time of day during which the em-
ployee must commute. 

(3) Use of special rules or examples to 
establish a general rule. The special 
rules provided in this paragraph (d) or 
examples provided in paragraph (e) of 
this section may not be used to estab-
lish any general rule permitting exclu-
sion as a de minimis fringe. For exam-
ple, the fact that $252 (i.e., $21 per 
month for 12 months) worth of public 
transit passes can be excluded from 
gross income as a de minimis fringe in 
1992 does not mean that any fringe ben-
efit with a value equal to or less than 
$252 may be excluded as a de minimis 
fringe. As another example, the fact 
that the commuting use of an em-
ployer-provided vehicle more than one 
day a month is an example of a benefit 
not excludable as a de minimis fringe 
(see paragraph (e)(2) of this section) 
does not mean that the commuting use 
of a vehicle up to 12 times per year is 
excludable from gross income as a de 
minimis fringe. 

(4) Benefits exceeding value and fre-
quency limits. If a benefit provided to an 
employee is not de minimis because ei-
ther the value or frequency exceeds a 
limit provided in this paragraph (d), no 
amount of the benefit is considered to 
be a de minimis fringe. For example, if, 
in 1992, an employer provides a $50 
monthly public transit pass, the entire 
$50 must be included in income, not 
just the excess value over $21. 

(e) Examples—(1) Benefits excludable 
from income. Examples of de minimis 
fringe benefits are occasional typing of 
personal letters by a company sec-
retary; occasional personal use of an 
employer’s copying machine, provided 
that the employer exercises sufficient 
control and imposes significant restric-
tions on the personal use of the ma-
chine so that at least 85 percent of the 
use of the machine is for business pur-
poses; occasional cocktail parties, 
group meals, or picnics for employees 
and their guests; traditional birthday 

or holiday gifts of property (not cash) 
with a low fair market value; occa-
sional theater or sporting event tick-
ets; coffee, doughnuts, and soft drinks; 
local telephone calls; and flowers, 
fruit, books, or similar property pro-
vided to employees under special cir-
cumstances (e.g., on account of illness, 
outstanding performance, or family 
crisis). 

(2) Benefits not excludable as de mini-
mis fringes. Examples of fringe benefits 
that are not excludable from gross in-
come as de minimis fringes are: season 
tickets to sporting or theatrical 
events; the commuting use of an em-
ployer-provided automobile or other 
vehicle more than one day a month; 
membership in a private country club 
or athletic facility, regardless of the 
frequency with which the employee 
uses the facility; employer-provided 
group-term life insurance on the life of 
the spouse or child of an employee; and 
use of employer-owned or leased facili-
ties (such as an apartment, hunting 
lodge, boat, etc.) for a weekend. Some 
amount of the value of certain of these 
fringe benefits may be excluded from 
income under other statutory provi-
sions, such as the exclusion for work-
ing condition fringes. See § 1.132–5. 

(f) Nonapplicability of nondiscrimina-
tion rules. Except to the extent pro-
vided in § 1.132–7, the nondiscrimination 
rules of section 132(h)(1) and § 1.132–8 do 
not apply in determining the amount, 
if any, of a de minimis fringe. Thus, a 
fringe benefit may be excludable as a 
de minimis fringe even if the benefit is 
provided exclusively to highly com-
pensated employees of the employer. 

[T.D. 8256, 54 FR 28615, July 6, 1989, as amend-
ed by T.D. 8389, 57 FR 1871, Jan. 16, 1992; 57 
FR 5982, Feb. 19, 1992] 

§ 1.132–6T De minimis fringe—1985 
through 1988 (temporary). 

(a) In general. Gross income does not 
include the value of a de minimis 
fringe provided to an employee. The 
term ‘‘de minimis fringe’’ means any 
property or service the value of which 
is (after taking into account the fre-
quency with which similar fringes are 
provided by the employer to the em-
ployer’s employees) so small as to 
make accounting for it unreasonable or 
administratively impracticable. 
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(b) Frequency. Generally, the fre-
quency with which similar fringes are 
provided by the employer to the em-
ployer’s employees is determined by 
reference to the frequency with which 
the employer provides the fringe to 
each individual employee. For exam-
ple, if an employer provides a free meal 
to one employee on a daily basis, but 
not to any other employee, the value of 
the meals is not de minimis with re-
spect to that one employee even 
though with respect to the employer’s 
entire workforce the meals are pro-
vided ‘‘infrequently.’’ However, where 
it would be administratively difficult 
to determine frequency with respect to 
individual employees, the frequency 
with which similar fringes are provided 
by the employer to the employer’s em-
ployees is determined by reference to 
the frequency with which the employer 
provides the fringes to the employees 
and not the frequency with which indi-
vidual employees receive them. In 
these cases, if an employer occasion-
ally provides a fringe benefit of de 
minimis value to the employer’s em-
ployees, the de minimis fringe exclu-
sion may apply even though a par-
ticular employee receives the benefit 
frequently. For example, if an em-
ployer exercises sufficient control and 
imposes significant restrictions on the 
personal use of a company copying ma-
chine so that at least 85 percent of the 
use of the machine is for business pur-
poses, any personal use the copying 
machine by particular employees is 
considered to be a de minimis fringe. 

(c) Administrability. Unless excluded 
by a statutory provision other than 
section 132(a)(4), the value of any fringe 
benefit that would not be unreasonable 
or administratively impracticable to 
account for must be included in the 
employee’s gross income. Thus, except 
as otherwise provided in this section, 
the provision of any cash fringe benefit 
(or any fringe benefit provided to an 
employee through the use of a charge 
or credit card) is not excludable as a de 
minimis fringe. For example, the provi-
sion of cash to an employee for per-
sonal entertainment is not excludable 
as a de minimis fringe. 

(d) Special rules—(1) Transit passes. A 
transit pass provided to an employee at 
a discount not exceeding $15 per month 

may be excluded as a de minimis 
fringe. The exclusion provided in this 
paragraph (d) also applies to the provi-
sion of $15 in tokens or fare cards that 
enable an individual to travel on the 
transit system. The exclusion provided 
in this paragraph (d) does not apply to 
any provision of cash or other benefit 
to defray transit expenses incurred for 
personal travel. 

(2) Occasional meal money or local 
transportation fare. Occasional meal 
money or local transportation fare pro-
vided to an employee because overtime 
work necessitates an extension of the 
employee’s normal workday is ex-
cluded as a de minimis fringe. 

(3) Use of special rules to establish a 
general rule. The special rules provided 
in this paragraph (d) may not be used 
to establish any general rule. For ex-
ample, the fact that $180 ($15 per month 
for 12 months) worth of transit passes 
can be excluded in a year does not 
mean that any fringe benefit with a 
value equal to or less than $180 may be 
excluded as a de minimis fringe. 

(4) Benefits exceeding value and fre-
quency limitations. If the benefit pro-
vided to an employee is not de minimis 
because either the value or frequency 
exceeds a limit provided in this para-
graph (d), no amount of the benefit is 
considered to be de minimis. For exam-
ple, if an employer provides a $20 
monthly transit pass, the entire $20 
must be included in income, not just 
the excess value over $15. 

(e) Nonapplicability of nondiscrimina-
tion rules. Except to the extent pro-
vided in § 1.132–7T, the nondiscrimina-
tion rules of section 132(h)(1) and 
§ 1.132–8T do not apply. Thus, for exam-
ple, a fringe benefit may be a de mini-
mis fringe even if the benefit is pro-
vided exclusively to officers of the em-
ployer. 

(f) Examples—(1) Benefits excludable 
from income. Examples of de minimis 
fringe benefits are occasional typing of 
personal letters by a company sec-
retary; occasional personal use of an 
employer’s copying machine, provided 
that the employer exercises sufficient 
control and imposes significant restric-
tions on the personal use of the ma-
chine so that at least 85 percent of the 
use of the machine is for business pur-
poses; occasional cocktail parties or 
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picnics for employees and their guests; 
traditional holiday gifts of property 
(not cash) with a low fair market 
value; occasional theatre or sporting 
event tickets; and coffee and dough-
nuts. 

(2) Benefits not excludable as de mini-
mis fringes. Examples of fringe benefits 
that are not excludable from income as 
de minimis fringes are: season tickets 
to sporting or theatrical events; the 
commuting use of an employer-pro-
vided automobile or other vehicle more 
than once a month; membership in a 
private country club or athletic facil-
ity, regardless of the frequency with 
which the employee uses the facility; 
and use of employer-owned or leased 
facilities (such as an apartment, hunt-
ing lodge, boat, etc.) for a weekend. 
Some amount of the value of these 
fringe benefits may be excluded under 
other statutory provisions, such as the 
exclusion for working condition 
fringes. See § 1.132–5T. 

[T.D. 8063, 50 FR 52308, Dec. 23, 1985, as 
amended by T.D. 8256, 54 FR 28600, July 6, 
1989] 

§ 1.132–7 Employer-operated eating fa-
cilities. 

(a) In general—(1) Condition for exclu-
sion—(i) General rule. The value of 
meals provided to employees at an em-
ployer-operated eating facility for em-
ployees is excludable from gross in-
come as a de minimis fringe only if on 
an annual basis, the revenue from the 
facility equals or exceeds the direct op-
erating costs of the facility. 

(ii) Additional condition for highly com-
pensated employees. With respect to any 
highly compensated employee, an ex-
clusion is available under this section 
only if the condition set out in para-
graph (a)(1)(i) of this section is satis-
fied and access to the facility is avail-
able on substantially the same terms 
to each member of a group of employ-
ees that is defined under a reasonable 
classification set up by the employer 
that does not discriminate in favor of 
highly compensated employees. See 
§ 1.132–8. For purposes of this paragraph 
(a)(1)(ii), each dining room or cafeteria 
in which meals are served is treated as 
a separate eating facility, whether 
each such dining room or cafeteria has 

its own kitchen or other food-prepara-
tion area. 

(2) Employer-operated eating facility for 
employees. An employer-operated eating 
facility for employees is a facility that 
meets all of the following conditions— 

(i) The facility is owned or leased by 
the employer, 

(ii) The facility is operated by the 
employer, 

(iii) The facility is located on or near 
the business premises of the employer, 
and 

(iv) The meals furnished at the facil-
ity are provided during, or imme-
diately before or after, the employee’s 
workday. 
For purposes of this section, the term 
‘‘meals’’ means food, beverages, and re-
lated services provided at the facility. 
If an employer can reasonably deter-
mine the number of meals that are ex-
cludable from income by the recipient 
employees under section 119, the em-
ployer may, in determining whether 
the requirement of paragraph (a)(1)(i) 
of this section is satisfied, disregard all 
costs and revenues attributable to such 
meals provided to such employees. lf an 
employer can reasonably determine the 
number of meals received by volun-
teers who receive food and beverages at 
a hospital, free or at a discount, the 
employer may, in determining whether 
the requirement of paragraph (a)(1)(i) 
of this section is satisfied, disregard all 
costs and revenues attributable to such 
meals provided to such volunteers. If 
an employer charges nonemployees a 
greater amount than employees, in de-
termining whether the requirement of 
paragraph (a)(1)(i) of this section is sat-
isfied, the employer must disregard all 
costs and revenues attributable to such 
meals provided to such nonemployees. 

(3) Operation by the employer. If an 
employer contracts with another to op-
erate an eating facility for its employ-
ees, the facility is considered to be op-
erated by the employer for purposes of 
this section. If an eating facility is op-
erated by more than one employer, it is 
considered to be operated by each em-
ployer. 

(4) Example. The provisions of this 
paragraph (a)(2) may be illustrated by 
the following example: 

Example 1. Assume that a not-for-profit 
hospital system maintains cafeterias for the 
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use of its employees and volunteers. Only the 
employees are charged for food service at the 
cafeteria and the policy of the hospital is to 
charge the employees only for the costs of 
food, beverage and labor directly attrib-
utable to the meal. Most of the cafeterias 
within the system furnish more free meals to 
volunteers than they serve paid meals to em-
ployees. For purposes of this paragraph, as 
long as the employer can accurately deter-
mine the number of meals received free or at 
a discount by volunteers, the employer may 
disregard all the costs and revenues attrib-
utable to such meals provided to volunteers. 
Therefore, for purposes of this paragraph, 
the costs of the hospital system for fur-
nishing meals to employees who pay for 
them are the costs to be compared to deter-
mine if the revenues from the facility equal 
or exceed direct operating costs of the facili-
ty’s service to employees. 

(b) Direct operating costs—(1) In gen-
eral. For purposes of this section, the 
direct operating costs of an eating fa-
cility are— 

(i) The cost of food and beverages, 
and 

(ii) The cost of labor for personnel 
whose services relating to the facility 
are performed primarily on the prem-
ises of the eating facility. Direct oper-
ating costs do not include the labor 
cost attributable to personnel whose 
services relating to the facility are not 
performed primarily on the premises of 
the eating facility. Thus, for example, 
the labor costs attributable to cooks, 
waiters, and waitresses are included in 
direct operating costs, but the labor 
cost attributable to a manager of an 
eating facility whose services relating 
to the facility are not primarily per-
formed on the premises of the eating 
facility is not included in direct oper-
ating costs. If an employee performs 
services relating to the facility both on 
and off the premises of the eating facil-
ity, only the portion of the total labor 
cost of the employee relating to the fa-
cility that bears the same proportion 
to such total labor cost as time spent 
on the premises bears to total time 
spent performing services relating to 
the facility is included in direct oper-
ating costs. For example, assume that 
60 percent of the services of a cook in 
the above example are not related to 
the eating facility. Only 40 percent of 
the total labor cost of the cook is in-
cludible in direct operating costs. For 
purposes of this section, labor costs in-

clude all compensation required to be 
reported on a Form W-2 for income tax 
purposes and related employment taxes 
paid by the employer. In determining 
the direct operating costs of an eating 
facility, the employer may include as 
part of the facility, vending machines 
that are provided by the employer and 
located on the same premises as the 
other eating facilities operated by the 
employer. 

(2) Multiple dining rooms or cafeterias. 
The direct operating costs test may be 
applied separately for each dining 
room or cafeteria. Alternatively, the 
direct operating costs test may be ap-
plied with respect to all the eating fa-
cilities operated by the employer. 

(3) Payment to operator of facility. If an 
employer contracts with another to op-
erate an eating facility for its employ-
ees, the direct operating costs of the 
facility consist both of direct operating 
costs, if any, incurred by the employer 
and the amount paid to the operator of 
the facility to the extent that such 
amount is attributable to what would 
be direct operating costs if the em-
ployer operated the facility directly. 

(c) Valuation of non-excluded meals 
provided at an employer-operated eating 
facility for employees. If the exclusion 
for meals provided at an employer-op-
erated eating facility for employees is 
not available, the recipient of meals 
provided at such facility must include 
in income the amount by which the 
fair market value of the meals pro-
vided exceeds the sum of— 

(1) The amount, if any, paid for the 
meals, and 

(2) The amount, if any, specifically 
excluded by another section of chapter 
1 of this subtitle. 

For special valuation rules relating to 
such meals, see § 1.61–21(j). 

[T.D. 8256, 54 FR 28617, July 6, 1989] 

§ 1.132–7T Treatment of employer-op-
erated eating facilities—1985 
through 1988 (temporary). 

(a) In general—(1) General rule. The 
value of meals provided to employees 
at an employer-operated eating facility 
for employees is excludable from gross 
income as a de minimis fringe only if— 

(i) On an annual basis, the revenue 
from the facility equals or exceeds the 
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direct operating costs of the facility, 
and 

(ii) With respect to any officer, owner 
or highly compensated employee, ac-
cess to the facility is available on sub-
stantially the same terms to each 
member of a group of employees that is 
defined under a reasonable classifica-
tion set up by the employer that does 
not discriminate in favor of officers, 
owners, and highly compensated em-
ployees. See § 1.132–8T. 

(2) Employer-operated eating facility for 
employees. An employer-operated eating 
facility for employees is a facility that 
meets all of the following conditions— 

(i) The facility is owned or leased by 
the employer, 

(ii) The facility is operated by the 
employer, 

(iii) The facility is located on or near 
the business premises of the employer, 

(iv) Substantially all of the use of the 
facility is by employees of the em-
ployer operating the facility, and 

(v) The meals furnished at the facil-
ity are provided during, or imme-
diately before or after, the employee’s 
workday. 
For purposes of this section, the term 
‘‘meals’’ means food, beverages, and re-
lated services provided at the facility. 
If an employer can determine the num-
ber of employees who receive meals 
that are excludable from income under 
section 119, the employer may, in de-
termining whether the requirement of 
paragraph (a)(1)(i) of this section is sat-
isfied, disregard all costs and revenues 
attributable to such meals provided to 
such employees. For purposes of this 
section, each dining room or cafeteria 
in which meals are served is treated as 
a separate eating facility, regardless of 
whether each such dining room or cafe-
teria has its own kitchen or other food- 
preparation area. 

(3) Operation by the employer. If an 
employer contracts with another to op-
erate an eating facility for its employ-
ees, the facility is considered to be op-
erated by the employer for purposes of 
this section. If an eating facility is op-
erated by more than one employer, it is 
considered to be operated by each em-
ployer. 

(b) Direct operating costs. The direct 
operating costs test must be applied 
separately for each dining room or caf-

eteria. For purpose of this section, the 
direct operating costs of an eating fa-
cilities are: (1) The cost of food and 
beverages and (2) the cost of labor for 
personnel whose services relating to 
the facility are performed primarily on 
the premises of the eating facility. Di-
rect operating costs do not include the 
cost of labor for personnel whose serv-
ices relating to the facility are not per-
formed primarily on the premises of 
the eating facility. Thus, for example, 
the labor cost for cooks, waiters, and 
waitresses is included in direct oper-
ating costs, but the labor cost for a 
manager of an eating facility whose 
services relating to the facility are not 
primarily performed on the premises of 
the eating facility is not included in di-
rect operating costs. If an employee 
perfoms services both on and off the 
premises of the eating facility, only 
the applicable percentage of the total 
labor cost of the employee that bears 
the same proportion as time spent on 
the premises bears to total time is in-
cluded in direct operating costs. For 
example, assume that 60 percent of the 
services of the cooks in the above ex-
ample are not related to the eating fa-
cility. Only 40 percent of the total 
labor cost of the cooks is includible in 
direct operating costs. For purposes of 
this section, labor costs include all 
compensation required to be reported 
on a Form W-2 for income tax purposes 
and related employment taxes paid by 
the employer. 

(c) Valuation of non-excluded meals 
provided at an employer-operated eating 
facility for employees. If the exclusion 
for meals provided at an employer-op-
erated eating facility for employees is 
not available, the recipient of meals 
provided at such facility must include 
in income the amount by which the 
fair market value of the meals pro-
vided exceeds the sume of: (1) The 
amount, if any, paid for the meals, and 
(2) the amount, if any, specifically ex-
cluded by another section of the Code. 
For special valuation rules relating to 
such meals see § 1.61–2T (j). 

[T.D. 8063, 50 FR 52308, Dec. 23, 1985, as 
amended by T.D. 8256, 54 FR 28600, July 6, 
1989] 
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§ 1.132–8 Fringe benefit non-
discrimination rules. 

(a) Application of nondiscrimination 
rules—(1) General rule. A highly com-
pensated employee who receives a no- 
additional cost service, a qualified em-
ployee discount or a meal provided at 
an employer-operated eating facility 
for employees shall not be permitted to 
exclude such benefit from his or her in-
come unless the benefit is available on 
substantially the same terms to: 

(i) All employees of the employer; or 
(ii) A group of employees of the em-

ployer which is defined under a reason-
able classification set up by the em-
ployer that does not discriminate in 
favor of highly compensated employ-
ees. See paragraph (f) of this section 
for the definition of a highly com-
pensated employee. 

(2) Consequences of discrimination—(i) 
In general. If an employer maintains 
more than one fringe benefit program, 
i.e., either different fringe benefits 
being provided to the same group of 
employees, or different classifications 
of employees or the same fringe benefit 
being provided to two or more classi-
fications of employees, the non-
discrimination requirements of section 
132 will generally be applied separately 
to each such program. Thus, a deter-
mination that one fringe benefit pro-
gram discriminates in favor of highly 
compensated employees generally will 
not cause other fringe benefit programs 
covering the same highly compensated 
employees to be treated as discrimina-
tory. If the fringe benefits provided to 
a highly compensated individual do not 
satisfy the nondiscrimination rules 
provided in this section, such indi-
vidual shall be unable to exclude from 
gross income any portion of the ben-
efit. For example, if an employer offers 
a 20 percent discount (which otherwise 
satisfies the requirements for a quali-
fied employee discount) to all non- 
highly compensated employees and a 35 
percent discount to all highly com-
pensated employees, the entire value of 
the 35 percent discount (not just the 
excess over 20 percent) is includible in 
the gross income and wages of the 
highly compensated employees who 
make purchases at a discount. 

(ii) Exception—(A) Related fringe ben-
efit programs. If one of a group of fringe 

benefit programs discriminates in 
favor of highly compensated employ-
ees, no related fringe benefit provided 
to such highly compensated employees 
under any other fringe benefit program 
may be excluded from the gross income 
of such highly compensated employees. 
For example, assume a department 
store provides a 20 percent merchandise 
discount to all employees under one 
fringe benefit program. Assume further 
that under a second fringe benefit pro-
gram, the department store provides an 
additional 15 percent merchandise dis-
count to a group of employees defined 
under a classification which discrimi-
nates in favor of highly compensated 
employees. Because the second fringe 
benefit program is discriminatory, the 
15 percent merchandise discount pro-
vided to the highly compensated em-
ployees is not a qualified employee dis-
count. In addition, because the 20 per-
cent merchandise discount provided 
under the first fringe benefit program 
is related to the fringe benefit provided 
under the second fringe benefit pro-
gram, the 20 percent merchandise dis-
count provided the highly compensated 
employees is not a qualified employee 
discount. Thus, the entire 35 percent 
merchandise discount provided to the 
highly compensated employees is in-
cludible in such employees’ gross in-
comes. 

(B) Employer operated eating facilities 
for employees. For purposes of para-
graph (a)(2)(ii)(A) of this section, meals 
at different employer-operated eating 
facilities for employees are not related 
fringe benefits, so that a highly com-
pensated employee may exclude from 
gross income the value of a meal at a 
nondiscriminatory facility even though 
any meals provided to him or her at a 
discriminatory facility cannot be ex-
cluded. 

(3) Scope of the nondiscrimination rules 
provided in this section. The non-
discrimination rules provided in this 
section apply only to fringe benefits 
provided pursuant to section 132 (a)(1), 
(a)(2), and (e)(2). These rules have no 
application to any other employee ben-
efit that may be subject to non-
discrimination requirements under any 
other section of the Code. 

(b) Aggregation of employees—(1) Sec-
tion 132(a) (1) and (2). For purposes of 
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determining whether the exclusions for 
no-additional-cost services and quali-
fied employee discounts are available 
to highly compensated employees, the 
nondiscrimination rules of this section 
are applied by aggregating the employ-
ees of all related employers (as defined 
in § 1.132–1(c)), except that employees in 
different lines of business (as defined in 
§ 1.132–4) are not to be aggregated. 
Thus, in general, for purposes of this 
section, the term ‘‘employees of the 
employer’’ refers to all employees of 
the employer and any other entity that 
is a member of a group described in 
sections 414 (b), (c), (m), or (o) and that 
performs services within the same line 
of business as the employer which pro-
vides the particular fringe benefit. Em-
ployees in different lines of business 
will be aggregated, however, if the line 
of business limitation has been relaxed 
pursuant to paragraphs (b) through (g) 
of § 1.132–4. 

(2) Section 132 (e) (2). For purposes of 
determining whether the exclusions for 
meals provided at employer-operated 
eating facilities are available to highly 
compensated, the nondiscrimination 
rules of this section are applied by ag-
gregating the employees of all related 
employers (as defined in section § 1.132– 
1(c)) who regularly work at or near the 
premises on which the eating facility is 
located, except that employees in dif-
ferent lines of business (as defined in 
§ 1.132–4) are not to be aggregated. The 
nondiscrimination rules of this section 
are applied separately to each eating 
facility. Each dining room or cafeteria 
in which meals are served is treated as 
a separate eating facility, regardless of 
whether each such dining room or cafe-
teria has its own kitchen or other food- 
preparation area. 

(3) Classes of employees who may be ex-
cluded. For purposes of applying the 
nondiscrimination rules of this section 
to a particular fringe benefit program, 
there may be excluded from consider-
ation employees who may be excluded 
from consideration under section 89(h), 
as enacted by the Tax Reform Act of 
1986, Pub. L. 99–514, 100 Stat. 2085 (1986) 
and amended by the Technical and Mis-
cellaneous Revenue Act of 1988, Pub. L. 
100–647, 102 Stat. 3342 (1988). 

(c) Availability on substantially the 
same terms—(1) General rule. The deter-

mination of whether a benefit is avail-
able on substantially the same terms 
shall be made upon the basis of the 
facts and circumstances of each situa-
tion. In general, however, if any one of 
the terms or conditions governing the 
availability of a particular benefit to 
one or more employees varies from any 
one of the terms or conditions gov-
erning the availability of a benefit 
made available to one or more other 
employees, such benefit shall not be 
considered to be available on substan-
tially the same terms except to the ex-
tent otherwise provided in paragraph 
(c)(2) of this section. For example, if a 
department store provides a 20 percent 
qualified employee discount to all of 
its employees on all merchandise, the 
substantially the same terms require-
ment will be satisfied. Similarly, if the 
discount provided to all employees is 30 
percent on certain merchandise (such 
as apparel), and 20 percent on all other 
merchandise, the substantially the 
same terms requirement will be satis-
fied. However, if a department store 
provides a 20 percent qualified em-
ployee discount to all employees, but 
as to the employees in certain depart-
ments, the discount is available upon 
hire, and as to the remaining depart-
ments, the discount is only available 
when an employee has completed a 
specified term of services, the 20 per-
cent discount is not available on sub-
stantially the same terms to all of the 
employees of the employer. Similarly, 
if a greater discount is given to em-
ployees with more seniority, full-time 
work status, or a particular job de-
scription, such benefit (i.e., the dis-
count) would not be available to all 
employees eligible for the discount on 
substantially the same terms, except 
to the extent otherwise provided in 
paragraph (c)(2) of this section. These 
examples also apply to no-additional- 
cost-services. Thus, if an employer 
charges non-highly compensated em-
ployees for a no-additional-cost service 
and does not charge highly com-
pensated employees (or charges highly 
compensated employees a lesser 
amount), the substantially the same 
terms requirement will not be satis-
fied. 

(2) Certain terms relating to priority. 
Certain fringe benefits made available 
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to employees are available only in lim-
ited quantities that may be insufficient 
to meet employee demand. This situa-
tion may occur either because of em-
ployer policy (such as where an em-
ployer determines that only a certain 
number of units of a specific product 
will be made available to employees 
each year) or because of the nature of 
the fringe benefit (such as where an 
employer provides a no-additional-cost 
transportation service that is limited 
to the number of seats available just 
before departure). Under these cir-
cumstances, an employer may find it 
necessary to establish some method of 
allocating the limited fringe benefits 
among the employees eligible to re-
ceive the fringe benefits. The employer 
may establish the priorities described 
below. 

(i) Priority on a first come, first served, 
or similar basis. A benefit shall not fail 
to be treated as available to a group of 
employees on substantially the same 
terms merely because the employer al-
locates the benefit among such em-
ployees on a ‘‘first come, first served’’ 
or lottery basis, provided that the 
same notice of the terms of avail-
ability is given to all employees in the 
group and the terms under which the 
benefit is provided to employees within 
the group are otherwise the same with 
respect to all employees. For purposes 
of the preceding sentence, a program 
that gives priority to employees who 
are the first to submit written requests 
for the benefit will constitute priority 
on a ‘‘first come, first served’’ basis. 
Similarly, if the employer regularly 
engages in the practice of allocating 
benefits on a priority basis to employ-
ees demonstrating a critical need, such 
benefit shall not fail to be treated as 
available on substantially the same 
terms to all of the employees with re-
spect to whom such priority status is 
available as long as the determination 
is based upon uniform and objective 
criteria which have been commu-
nicated to all employees in the group 
of eligible employees. An example of a 
critical need would be priority trans-
portation given to an employee in the 
event of a medical emergency involv-
ing the employee (or a member of the 
employee’s immediate family) or a re-
cent death in the employee’s imme-

diate family. Frustrated vacation plans 
or forfeited deposits would not be 
treated as giving rise to particularly 
critical needs. 

(ii) Priority on the basis of seniority. 
Solely for purposes of § 1.132–8, a ben-
efit shall not fail to be treated as avail-
able to a group of employees of the em-
ployer on substantially the same terms 
merely because the employer allocates 
the benefit among such employees on a 
seniority basis provided that: 

(A) The same notice of the terms of 
availability is given to all employees 
in the group; and 

(B) The average value of the benefit 
provided for each nonhighly com-
pensated employee is at least 75% of 
that provided for each highly com-
pensated employee. For purposes of 
this test, the average value of the ben-
efit provided for each nonhighly com-
pensated (highly compensated) em-
ployee is determined by taking the sum 
of the fair market values of such ben-
efit provided to all the nonhighly com-
pensated (highly compensated) employ-
ees, determined in accordance with 
§ 1.61–21, and then dividing that sum by 
the total number of nonhighly com-
pensated (highly compensated) employ-
ees of the employer. For purposes of de-
termining the average value of the ben-
efit provided for each employee, all em-
ployee’s of the employer are counted, 
including those who are not eligible to 
receive the benefit from the employer. 

(d) Testing for discrimination—(1) Clas-
sification test. In the event that a ben-
efit described in section 132 (a)(1), (a)(2) 
or (e)(2) is not available on substan-
tially the same terms to all of the em-
ployees of the employer, no exclusion 
shall be available to a highly com-
pensated employee for such benefit un-
less the program under which the ben-
efit is provided satisfies the non-
discrimination standards set forth in 
this section. The nondiscrimination 
standard of this section will be satis-
fied only if the benefit is available on 
substantially the same terms to a 
group of employees of the employer 
which is defined under a reasonable 
classification established by the em-
ployer that does not discriminate in 
favor of highly compensated employ-
ees. The determination of whether a 
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particular classification is discrimina-
tory will generally depend upon the 
facts and circumstances involved, 
based upon principles similar to those 
applied for purposes of section 
410(b)(2)(A)(i) or, for years commencing 
prior to January 1, 1988, section 
410(b)(1)(B). Thus, in general, except as 
otherwise provided in this section, if a 
benefit is available on substantially 
the same terms to a group of employ-
ees which, when compared with all of 
the other employees of the employer, 
constitutes a nondiscriminatory classi-
fication under section 410(b)(2)(A)(i) 
(or, if applicable, section 410(b)(1)(B)), 
it shall be deemed to be nondiscrim-
inatory. 

(2) Classifications that are per se dis-
criminatory. A classification that, on its 
face, makes fringe benefits available 
principally to highly compensated em-
ployees is per se discriminatory. In ad-
dition, a classification that is based on 
either an amount or rate of compensa-
tion is per se discriminatory if it favors 
those with the higher amount or rate 
of compensation. On the other hand, a 
classification that is based on factors 
such as seniority, full-time vs. part- 
time employment, or job description is 
not per se discriminatory but may be 
discriminatory as applied to the work-
force of a particular employer. 

(3) Former employees. When deter-
mining whether a classification is dis-
criminatory, former employees shall be 
tested separately from other employees 
of the employer. Therefore, a classi-
fication is not discriminatory solely 
because the employer does not make 
fringe benefits available to any former 
employee. Whether a classification of 
former employees discriminates in 
favor of highly compensated employees 
will depend upon the particular facts 
and circumstances. 

(4) Restructuring of benefits. For pur-
poses of testing whether a particular 
group of employees would constitute a 
discriminatory classification for pur-
poses of this section, an employer may 
restructure its fringe benefit program 
as described in this paragraph. If a 
fringe benefit is provided to more than 
one group of employees, and one or 
more such groups would constitute a 
discriminatory classification if consid-
ered by itself, then for purposes of this 

section, the employer may restructure 
its fringe benefit program so that all or 
some of the members of such group 
may be aggregated with another group, 
provided that each member of the re-
structured group will have available to 
him or her the same benefit upon the 
same terms and conditions. For exam-
ple, assume that all highly com-
pensated employees of an employer 
have fewer than five years of service 
and all nonhighly compensated em-
ployees have over five years of service. 
If the employer provided a five percent 
discount to employees with under five 
years of service and a ten percent dis-
count to employees with over five 
years of service, the discount program 
available to the highly compensated 
employees would not satisfy the non-
discriminatory classification test; how-
ever, as a result of the rule described in 
this paragraph (d)(4), the employer 
could structure the program to consist 
of a five percent discount for all em-
ployees and a five percent additional 
discount for nonhighly compensated 
employees. 

(5) Employer-operated eating facilities 
for employees—(i) General rule. If access 
to an employer-operated eating facility 
for employees is available to a classi-
fication of employees that discrimi-
nates in favor of highly compensated 
employees, then the classification will 
not be treated as discriminating in 
favor of highly compensated employees 
unless the facility is used by one or 
more executive group employees more 
than a de minimis amount. 

(ii) Executive group employee. For pur-
poses of this paragraph (d)(5), an em-
ployee is an ‘‘executive group em-
ployee’’ if the definition of paragraph 
(f)(1) of this section is satisfied. For 
purposes of identifying such employ-
ees, the phrase ‘‘top one percent of the 
employees’’ is substituted for the 
phrase ‘‘top ten percent of the employ-
ees’’ in section 414(q)(4) (relating to the 
definition of ‘‘top-paid group’’). 

(e) Cash bonuses or rebates. A cash 
bonus or rebate provided to an em-
ployee by an employer that is deter-
mined with reference to the value of 
employer-provided property or services 
purchased by the employee, is treated 
as an equivalent employee discount. 
For example, assume a department 
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store provides a 20 percent merchandise 
discount to all employees under a 
fringe benefit program. In addition, as-
sume that the department store pro-
vides cash bonuses to a group of em-
ployees defined under a classification 
which discriminates in favor of highly 
compensated employees. Assume fur-
ther that such cash bonuses equal 15 
percent of the value of merchandise 
purchased by each employee. This ar-
rangement is substantively identical to 
the example described in paragraph 
(e)(2)(i) of this section concerning re-
lated fringe benefit programs. Thus, 
both the 20 percent merchandise dis-
count and the 15 percent cash bonus 
provided to the highly compensated 
employees are includible in such em-
ployees’ gross incomes. 

(f) Highly compensated employee—(1) 
Government and nongovernment employ-
ees. A highly compensated employee of 
any employer is any employee who, 
during the year or the preceding year— 

(i) Was a 5-percent owner, 
(ii) Received compensation from the 

employer in excess of $75,000, 
(iii) Received compensation from the 

employer in excess of $50,000 and was in 
the top-paid group of employees for 
such year, or 

(iv) Was at any time an officer and 
received compensation greater than 150 
percent of the amount in effect under 
section 415(c)(1)(A) for such year. 
For purposes of determining whether 
an employee is a highly compensated 
employee, the rules of sections 414 (q), 
(s), and (t) apply. 

(2) Former employees. A former em-
ployee shall be treated as a highly 
compensated employee if— 

(i) The employee was a highly com-
pensated employee when the employee 
separated from service, or 

(ii) The employee was a highly com-
pensated employee at any time after 
attaining age 55. 

[T.D. 8256, 54 FR 28618, July 6, 1989] 

§ 1.132–8T Nondiscrimination rules— 
1985 through 1988 (temporary). 

(a) Application of nondiscrimination 
rules—(1) General rule. To qualify under 
section 132 for the exclusions for non- 
additional-cost services, qualified em-
ployee discounts, or meals provided at 
employer-operated eating facilities for 

employees, the fringe benefit must be 
available on substantially the same 
terms to each member of a group of 
employees which is defined under a 
reasonable classification set up by the 
employer that does not discriminate in 
favor of officers, owners, or highly 
compensated employees (the ‘‘prohib-
ited group employees’’). 

(2) Consequences of discrimination. If 
the availability of or the provision of 
the fringe benefit does not satisfy the 
nondiscrimination rules provided in 
this section, the exclusion applies only 
to those employees (if any) who receive 
the benefit and who are not prohibited 
group employees. For example, if an 
employer offers a 20 percent discount 
(which otherwise satisfies the require-
ments for a qualified employee dis-
count) to all nonprohibited group em-
ployees and a 35 percent discount to all 
prohibited group employees, the entire 
value of the 35 percent discount (not 
just the excess over 20 percent) is in-
cludible in the gross income and wages 
of the prohibited group employees who 
make purchases at a discount. 

(3) Scope of the nondiscrimination rules 
provided in this section. The non-
discrimination rules provided in this 
section apply only to fringe benefits 
provided pursuant to section 132 (a)(1), 
(a)(2), and (e)(2). These rules have no 
application to any other employee ben-
efit that may be subject to non-
discrimination requirements under any 
other section of the Code. 

(b) Coverage requirement—(1) Section 
132 (a)(1) and (2). For purposes of the 
exclusions for no-additional-cost serv-
ices and qualified employee discounts, 
the nondiscrimination rules of this sec-
tion are applied by aggregating the em-
ployees of all related employers (as de-
fined in § 1.132–1T (c)), but without ag-
gregating employees in different lines 
of business (as defined in § 1.132–4T). 
Employees in different lines of business 
will be aggregated, however, if the line 
of business limitation has been relaxed 
pursuant to either section 1.132–4T (b) 
or (c). Except as provided in paragraph 
(e) of this section, the nondiscrimina-
tion rules of this section are generally 
applied separately to each fringe ben-
efit program of an employer. 
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(2) Section 132(e)(2). For purposes of 
the exclusion for meals provided at em-
ployer-operated eating facilities for 
employees, the nondiscrimination rules 
of this section are applied by aggre-
gating the employees of all related em-
ployers, without regard to different 
lines of business, who regularly work 
at or near the premises on which the 
eating facility is located. The non-
discrimination rules of this section are 
applied separately to each eating facil-
ity. Each dining room or cafeteria in 
which meals are served is treated as a 
separate eating facility, regardless of 
whether each such dining room or cafe-
teria has its own kitchen or other food- 
preparation area. 

(3) Classes of employees who may be ex-
cluded. Except as otherwise provided in 
this section, for purposes of applying 
the nondiscrimination rules of this sec-
tion to a particular fringe benefit pro-
gram, there may be excluded from con-
sideration the following classes of em-
ployees provided that, with respect to 
each class (other than the class de-
scribed in paragraph (b)(3)(iii) of this 
section), all employees in the class are 
excluded from participating in the par-
ticular fringe benefit program— 

(i) All part-time or seasonal employ-
ees who are (or who are reasonably ex-
pected to be) credited with less than 
1,000 hours (or such lesser number re-
quired for the program) of service dur-
ing a calendar year; 

(ii) All employees who are included 
in a unit of employees covered by an 
agreement with the Secretary of Labor 
finds to be a collective bargaining 
agreement between employee rep-
resentatives and one or more employ-
ers, if there is evidence that the par-
ticular fringe benefit program was the 
subject of good faith bargaining be-
tween such employee representatives 
and such employer or employers (and 
if, after March 31, 1984, the additional 
condition of section 7701(a)(46) is satis-
fied); 

(iii) All employees who are non-
resident aliens and who receive no 
earned income (within the meaning of 
section 911(d)(2)) from the employer 
which constitutes income from services 
within the United States (within the 
meaning of section 861(a)(3)); 

(iv) All employees who have not com-
pleted at least one year (or such lesser 
period required for the program) of 
service with the employer; 

(v) All employees who have separated 
from the service of the employer in a 
year prior to the current year (regard-
less of the reason for the separation); 

(vi) All employees who have sepa-
rated from the service of the employer 
in a year prior to the current year ex-
cept for retired and/or disabled employ-
ees (either with or without a time limit 
based on a set number of years since 
separation from the service of the em-
ployer); and 

(vii) All employees of a leased section 
of a department store. 

(c) Classification requirement—(1) Gen-
eral rule. The determination of whether 
a particular classification established 
by an employer discriminates in favor 
of the prohibited group will depend on 
the facts and circumstances involved, 
based on principles similar to those ap-
plied in the qualified plan area (see sec-
tion 410(b)(1)(B) and the regulations 
thereunder). In general, except as oth-
erwise provided in this section, a clas-
sification that would be determined to 
be nondiscriminatory pursuant to the 
application of the nondiscrimination 
standards that are applied in the quali-
fied plan area shall be deemed to be 
nondiscriminatory for purposes of sec-
tion 132. 

(2) Classifications that are per se dis-
criminatory. A classification that, on its 
face, makes fringe benefits available 
only to prohibited group employees is 
per se discriminatory, and no exclusion 
from gross income is available to any 
prohibited group employee under sec-
tion 132. In addition, a classification 
that is based on either an amount or 
rate of compensation is per se discrimi-
natory if it favors those with the high-
er amount or rate of compensation. On 
the other hand, a classification that is 
based on factors such as seniority, full- 
time vs. part-time employment, or job 
description is not per se discriminatory 
but may be discriminatory as applied 
to the workforce of a particular em-
ployer. 

(3) Former employees. When deter-
mining whether a classification is dis-
criminatory, former employees shall 
not be considered together with other 
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employees of the employer. Therefore, 
a classification is not discriminatory if 
the employer does not make the fringe 
benefits available to any former em-
ployee. Whether a classification of 
former employees discriminates in 
favor of prohibited group employees 
will depend on the facts and cir-
cumstances. The rules of this section 
shall apply separately to the former 
employee classification. 

(4) Employer-operated eating facilities 
for employees—(i) General rule. If access 
to an employer-operated eating facility 
for employees is available to a classi-
fication of employees that discrimi-
nates in favor of highly compensated 
employees, the classification will not 
be treated as discriminating in favor of 
the prohibited group employees unless 
the facility is used, more than a de 
minimis amount, by any executive 
group employee. 

(ii) Executive group employees. For 
purposes of this paragraph (c)(4), the 
term ‘‘executive group employees’’ has 
the same meaning as the term ‘‘pro-
hibited group employees’’ (as defined in 
paragraph (g) of this section), except 
that for purposes of identifying highly 
compensated employees— 

(A) The exception provided in para-
graph (g)(1)(i)(A) of this section does 
not apply, and 

(B) The phrase ‘‘highest-paid one per-
cent of all employees of an employer’’ 
is substituted for the phrase ‘‘highest- 
paid ten percent of all employees of an 
employer’’ in paragraph (g)(1)(ii)(A) of 
this section. 

(d) Substantially-the-same-terms re-
quirement—(1) General rule. Fringe bene-
fits available to a particular classifica-
tion of employees must be available to 
each employee in the classification on 
substantially the same terms. The de-
termination of whether this require-
ment is met shall depend on the facts 
and circumstances involved. For exam-
ple, if a department store provides a 20 
percent qualified employee discount to 
its employees on all merchandise, the 
substantially-the-same-terms require-
ment will be satisfied. Similarly, if the 
discount provided to all employees is 30 
percent on certain merchandise (such 
as apparel), and 20 percent on all other 
merchandise, the substantially-the- 
same-terms requirement will be satis-

fied. However, if the discount provided 
is 20 percent on all merchandise for 
hourly employees and 30 percent on all 
merchandise for salaried employees, 
the substantially-the-same-terms re-
quirement will not be satisfied. In addi-
tion, if the percentage discount varies 
depending on either an employee’s 
amount or rate of compensation, or 
volume of purchases, the substantially- 
the-same-terms requirement will not 
be satisfied. In order to determine 
whether such a discount program satis-
fies the nondiscrimination require-
ments of section 132, each group of em-
ployees that does receive fringe bene-
fits on substantially the same terms 
must be treated as a separate classi-
fication. However, subject to the rules 
of paragraph (e)(2) of this section, an 
employer may divide a fringe benefit 
program into two programs for pur-
poses of aggregating groups of employ-
ees. See Example (1) of paragraph (d)(3) 
of this section. 

(2) Terms relating to priority. Certain 
fringe benefits made available to em-
ployees are available only in limited 
quantities that may be insufficient to 
meet employee demand. This may 
occur either because of employer pol-
icy (such as where an employer deter-
mines that only a certain number of 
units of a specific product will be made 
available to employees each year) or 
because of the nature of the fringe ben-
efit (such as where an employer pro-
vides a no-additional-cost transpor-
tation service that is limited to the 
number of seats available just before 
departure). Under these circumstances, 
an employer may find it necessary to 
establish some method of allocating 
the limited fringe benefits among the 
employees eligible to receive the fringe 
benefits. An allocation among employ-
ees on a ‘‘first-come, first-served’’ basis 
will not violate the substantially-the- 
same-terms requirement provided that 
such an allocation is not discrimina-
tory in practice. In addition, an alloca-
tion among employees on a lottery 
basis will not violate the substantially- 
the-same-terms requirement provided 
that such an allocation is nondiscrim-
inatory in practice. For example, as-
sume that an employer has a limited 
number of a particular benefit to offer 
to its employees. Assume further that 
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the employees interested in receiving 
the benefit submit their names to the 
employer who then selects a number of 
names, at random, equal to the number 
of fringe benefits available. This lot-
tery system would not violate the sub-
stantially-the-same-terms require-
ment. An allocation among employees 
on other than a ‘‘first-come, first- 
served’’, lottery, or similar basis will 
violate the substantially-the-same- 
terms requirement. Therefore, an allo-
cation based on seniority, full-time vs. 
part-time employment, or job descrip-
tion will violate the substantially-the- 
same-terms requirement. In order to 
determine whether such a fringe ben-
efit program satisfies the non-
discrimination requirements of section 
132, each group of employees that does 
receive fringe benefits on substantially 
the same terms must be treated as a 
separate classification. For purposes of 
this rule, the last two sentences of 
paragraph (d)(1) of this section apply. 

(3) Examples. The followings examples 
illustrate the provisions of this para-
graph (d): 

Example 1. Assume that with respect to a 
benefit available in limited quantities an 
employer provides priority to employees 
based on seniority. Assume further that all 
non-prohibited group employees have ten 
years of seniority and all prohibited group 
employees have nine years seniority. If each 
of these groups were tested separately, the 
benefits offered to prohibited group employ-
ees would be discriminatory under this sec-
tion. In this case, the employer could divide 
the fringe benefit program provided to non- 
prohibited group employees into two parts: 
one relating to nine years of seniority and 
one relating to an additional year of senior-
ity. As restructured in this manner, all em-
ployees receive the benefit relating to nine 
years seniority and only non-prohibited 
group employees receive the benefit relating 
to an additional year of seniority. Both 
groups (all employees and all non-prohibited 
group employees) are nondiscriminatory 
groups. 

Example 2. Assume that prices charged to 
prohibited group employees at an employer- 
operated eating facility for employees are 
lower than prices charged to non-prohibited 
group employees. The substantially-the- 
same requirement is not satisfied. 

(4) Disproportionate use of eating facil-
ity. If access to an employer-operated 
eating facility for employees is tech-
nically available on substantially-the- 

same-terms (to (i) all employees who 
regularly work at or near the premises 
on which the eating facility is located 
(the employee group), or (ii) a non-
discriminatory classification of the 
employee group, but in practice a high-
ly disproportionate number of the pro-
hibited group employees in the em-
ployee group, compared to the non-pro-
hibited group employees in the em-
ployee group, use the facility, the sub-
stantially-the-same-terms requirement 
will not be satisfied unless no member 
of the executive group eats there more 
than a de minimis amount. 

(e) Aggregation of separate fringe ben-
efit programs—(1) General rule. If an em-
ployer maintains more than one fringe 
benefit program, i.e., two or more clas-
sifications of employees providing ei-
ther identical or different fringe bene-
fits, the nondiscrimination require-
ments of section 132 will generally be 
applied separately to each such pro-
gram. Thus, a determination that one 
fringe benefit program discriminates in 
favor of prohibited group employees 
generally will not cause other fringe 
benefit programs covering the same 
prohibited group employees to be treat-
ed as discriminatory. 

(2) Exception—(i) Related fringe benefit 
programs. If one of a group of fringe 
benefit programs discriminates in 
favor of prohibited group employees, no 
related fringe benefit provided to such 
prohibited group employees under any 
other fringe benefit program may be 
excluded from the gross income of such 
prohibited group employees. For exam-
ple, assume a department store pro-
vides a 20 percent merchandise dis-
count to all employees under one fringe 
benefit program. Assume further that 
under a second fringe benefit program, 
the department store provides an addi-
tional 15 percent merchandise discount 
to a group of employees defined under 
a classification which discriminates in 
favor of the prohibited group. Because 
the second fringe benefit program is 
discriminatory, the 15 percent mer-
chandise discount provided to the pro-
hibited group employees is not a quali-
fied employee discount. In addition, be-
cause the 20 percent merchandise dis-
count provided under the first fringe 
benefit program is related to the fringe 
benefit provided under the second 
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fringe benefit program, the 20 percent 
merchandise discount provided the pro-
hibited group employees is not a quali-
fied employee discount. Thus, the en-
tire 35 percent merchandise discount 
provided to the prohibited group em-
ployees is includible in such employ-
ees’ gross incomes. 

(ii) Employer-operated eating facilities 
for employees. For purposes of para-
graph (e)(2)(i) of this section, meals at 
different employer-operated eating fa-
cilities for employees are not related 
fringe benefits, so that a prohibited 
group employee may exclude the value 
of a meal at a nondiscriminatory facil-
ity even though any meals provided to 
him or her at the discriminatory facil-
ity cannot be excluded. 

(f) Cash bonuses or rebates. A cash 
bonus or rebate provided to an em-
ployee by an employer that is deter-
mined pursuant to the value of em-
ployer-provided property or services 
purchased by the employee, is treated 
as an equivalent employee discount. 
For example, assume a department 
store provides a 20 percent merchandise 
discount to all employees under a 
fringe benefit program. In addition, as-
sume that the department store pro-
vides cash bonuses to a group of em-
ployees defined under a classification 
which discriminates in favor of the pro-
hibited group. Assume further that 
such cash bonuses equal 15 percent of 
the value of merchandise purchased by 
each employee. This arrangement is 
substantively identical to the example 
described in paragraph (e)(2) of this 
section. Thus, both the 20 percent mer-
chandise discount and the 15 percent 
cash bonus provided to the prohibited 
group employees are includible in such 
employees’ gross incomes. 

(g) Prohibited group employees—(1) 
Highly compensated—(i) General rule. 
Except as otherwise provided in this 
paragraph (g)(1)(i), any employee of an 
employer who has (or is reasonably ex-
pected to have) compensation during a 
calendar year equal to or greater than 
the employer’s base compensation 
amount is highly compensated. There 
are two exceptions to this rule: 

(A) Any employee who has (or is rea-
sonably expected to have) compensa-
tion during a calendar year equal to or 
greater than $50,000 is highly com-

pensated, regardless of whether such 
compensation is in excess of the base 
compensation amount, and 

(B) Any employee who is reasonably 
expected to have compensation during 
a calendar year equal to or less than 
$20,000 is not highly compensated, un-
less no employee of the employer is 
reasonably expected to have compensa-
tion equal to or greater than $35,000. 
The determination of whether an em-
ployee is a highly compensated em-
ployee will be determined based on the 
entire employee workforce of all em-
ployers aggregated pursuant to the 
rules of section 414 (b), (c), or (m) with-
out regard to the regular workplace of 
the employees. 

(ii) Base compensation amount—(A) 
General rule. The term ‘‘base compensa-
tion amount’’ is defined as that 
amount corresponding to the lowest 
annual compensation amount received 
by the highest-paid ten percent of all 
employees of an employer (the number 
of employees in the top ten percent 
will be increased to the next highest 
integer if necessary), determined on 
the basis of the preceding calendar 
year. For purposes of this paragraph 
(g)(1)(ii), the term ‘‘employer’’ includes 
all entities that would be aggregated 
pursuant to the rules of section 414 (b), 
(c), or (m). 

(B) Employees that are excluded. For 
purposes of determining the base com-
pensation amount with respect to a 
fringe benefit program, employees de-
scribed in paragraph (b)(3) of this sec-
tion are excluded whether or not they 
are covered under the fringe benefit 
program, except that: (1) Employees 
described in paragraph (b)(3)(ii) of this 
section are taken into account with re-
spect to the program even if they are 
excluded under paragraph (b)(3), and (2) 
employees described in paragraph (b)(3) 
(i) and (iv) of this section are taken 
into account with respect to the pro-
gram unless they are excluded under 
paragraph (b)(3). 

(C) Exception to preceding calendar 
year rule. In the case of an employer’s 
first year of operation, or where an em-
ployer’s business has changed signifi-
cantly from the prior calendar year 
(e.g., due to an acquisition or merger), 
the employer must make a good faith 
attempt to either determine or adjust 
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the base compensation amount for the 
current year based on reasonable esti-
mates of current year compensation. 

(iii) Compensation. The term ‘‘com-
pensation’’ is defined as the amount re-
portable on a Form W-2 as income. 
Amounts that would be excluded from 
income but for section 132(h)(1) are not 
included in compensation for purposes 
of this paragraph (g)(1). Compensation 
includes amounts received from all en-
tities which would be treated as a sin-
gle employer under section 414 (b), (c), 
or (m) and is not restricted to amounts 
received with respect to any one line of 
business. 

(iv) Employee. Generally, for purposes 
of determining whether an employee is 
highly compensated under this para-
graph (g)(1), the term ‘‘employee’’ does 
not include any individual who does 
not perform services for the employer 
as an employee during the calendar 
year. For example, if an employer has 
active employees, retired or disabled 
employees, and widows or widowers 
who are ‘‘employees’’ under section 
132(f)(1)(B), the general rule (described 
in paragraph (g)(1)(i) of this section) 
applies only to the active employees. 

(2) Owner—(i) General rule. For pur-
poses of this section, the term ‘‘owner’’ 
means any employee who owns a one 
percent or greater interest in either 
the employer or in any entity that 
would be aggregated with the employer 
pursuant to the rules of section 414 (b), 
(c), or (m). In addition, such an em-
ployee shall be treated as an owner of 
all entities that would be aggregated 
with the employer pursuant to the 
rules of section 414 (b), (c), or (m). 

(ii) Determining ownership. Ownership 
in a corporation shall be determined 
pursuant to the rules of section 318(a). 
For purposes of determining ownership 
in an entity other than a corporation, 
the rules of section 318(a) shall apply in 
a manner similar to the way in which 
they apply for purposes of determining 
ownership in a corporation. For non- 
corporate interests, capital or profits 
interest must be substituted for stock. 

(3) Officer—(i) Non-government. For 
purposes of this section, an officer of a 
non-government employer is any em-
ployee who is appointed, confirmed, or 
elected by the Board or shareholders of 
the employer. An employee who is an 

officer of an employer shall be treated 
as an officer of all entities treated as a 
single employer pursuant to section 414 
(b), (c), or (m). The number of officers 
is not to exceed one-percent of the 
total number of employees of all enti-
ties treated as a single employer pursu-
ant to section 414 (b), (c), or (m) (in-
creased to the next highest integer, if 
necessary). If the number of officers ex-
ceeds one-percent of all employees, 
then the limitation is to be applied to 
employees in descending order of com-
pensation (as defined in paragraph 
(g)(1)(iii) of this section). Thus, if an 
employer with 1,000 employees has 11 
board-appointed officers, the employee 
with the least compensation of those 
officers would not be an officer under 
this paragraph (g)(3)(i). In determining 
the total number of employees with re-
spect to a fringe benefit program, em-
ployees described in paragraph (b)(3) of 
this section are excluded whether or 
not they are covered under the fringe 
benefit program, except that (A) em-
ployees described in paragraph (b)(3)(ii) 
of this section are taken into account 
with respect to the program even if 
they are excluded under paragraph 
(b)(3), and (B) employees described in 
paragraph (b)(3) (i) and (iv) of this sec-
tion are taken into account with re-
spect to the program unless they are 
excluded under paragraph (b)(3). 

(ii) Government. For purposes of this 
section, an officer of a government em-
ployer is any— 

(A) Elected official, 
(B) Federal employee appointed by 

the President and confirmed by the 
Senate. However, in the case of any 
commissioned officer of the United 
States Armed Forces, an officer is any 
employee with the rank of brigadier 
general or rear admiral (lower half) or 
above, and 

(C) State or local executive officer 
comparable to individuals described in 
paragraphs (g)(3)(ii) (A) and (B) of this 
section. 

For purposes of this paragraph 
(g)(3)(ii), the term ‘‘government’’ in-
cludes any Federal, state, or local gov-
ernmental unit, and any agency or in-
strumentality thereof. 
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(4) Former employees. [Reserved] 

[T.D. 8063, 50 FR 52309, Dec. 23, 1985, as 
amended by T.D. 8256, 54 FR 28600, July 6, 
1989] 

§ 1.132–9 Qualified transportation 
fringes. 

(a) Table of contents. This section con-
tains a list of the questions and an-
swers in § 1.132–9. 

(1) General rules. 

Q–1. What is a qualified transportation 
fringe? 

Q–2. What is transportation in a commuter 
highway vehicle? 

Q–3. What are transit passes? 
Q–4. What is qualified parking? 
Q–5. May qualified transportation fringes 

be provided to individuals who are not em-
ployees? 

Q–6. Must a qualified transportation fringe 
benefit plan be in writing? 

(2) Dollar limitations. 

Q–7. Is there a limit on the value of quali-
fied transportation fringes that may be ex-
cluded from an employee’s gross income? 

Q–8. What amount is includible in an em-
ployee’s wages for income and employment 
tax purposes if the value of the qualified 
transportation fringe exceeds the applicable 
statutory monthly limit? 

Q–9. Are excludable qualified transpor-
tation fringes calculated on a monthly basis? 

Q–10. May an employee receive qualified 
transportation fringes from more than one 
employer? 

(3) Compensation reduction. 

Q–11. May qualified transportation fringes 
be provided to employees pursuant to a com-
pensation reduction agreement? 

Q–12. What is a compensation reduction 
election for purposes of section 132(f)? 

Q–13. Is there a limit to the amount of the 
compensation reduction? 

Q–14. When must the employee have made 
a compensation reduction election and under 
what circumstances may the amount be paid 
in cash to the employee? 

Q–15. May an employee whose qualified 
transportation fringe costs are less than the 
employee’s compensation reduction carry 
over this excess amount to subsequent peri-
ods? 

(4) Expense reimbursements. 

Q–16. How does section 132(f) apply to ex-
pense reimbursements? 

Q–17. May an employer provide nontaxable 
cash reimbursement under section 132(f) for 
periods longer than one month? 

Q–18. What are the substantiation require-
ments if an employer distributes transit 
passes? 

Q–19. May an employer choose to impose 
substantiation requirements in addition to 
those described in this regulation? 

(5) Special rules for parking and vanpools. 

Q–20. How is the value of parking deter-
mined? 

Q–21. How do the qualified transportation 
fringe rules apply to van pools? 

(6) Reporting and employment taxes. 

Q–22. What are the reporting and employ-
ment tax requirements for qualified trans-
portation fringes? 

(7) Interaction with other fringe benefits. 

Q–23. How does section 132(f) interact with 
other fringe benefit rules? 

(8) Application to individuals who are not em-
ployees. 

Q–24. May qualified transportation fringes 
be provided to individuals who are partners, 
2-percent shareholders of S-corporations, or 
independent contractors? 

(9) Effective date. 

Q–25. What is the effective date of this sec-
tion? 

(b) Questions and answers. 
Q–1. What is a qualified transpor-

tation fringe? 
A–1. (a) The following benefits are 

qualified transportation fringe bene-
fits: 

(1) Transportation in a commuter 
highway vehicle. 

(2) Transit passes. 
(3) Qualified parking. 
(b) An employer may simultaneously 

provide an employee with any one or 
more of these three benefits. 

Q–2. What is transportation in a com-
muter highway vehicle? 

A–2. Transportation in a commuter 
highway vehicle is transportation pro-
vided by an employer to an employee 
in connection with travel between the 
employee’s residence and place of em-
ployment. A commuter highway vehi-
cle is a highway vehicle with a seating 
capacity of at least 6 adults (excluding 
the driver) and with respect to which 
at least 80 percent of the vehicle’s 
mileage for a year is reasonably ex-
pected to be— 

(a) For transporting employees in 
connection with travel between their 
residences and their place of employ-
ment; and 

(b) On trips during which the number 
of employees transported for com-
muting is at least one-half of the adult 
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seating capacity of the vehicle (exclud-
ing the driver). 

Q–3. What are transit passes? 
A–3. A transit pass is any pass, 

token, farecard, voucher, or similar 
item (including an item exchangeable 
for fare media) that entitles a person 
to transportation— 

(a) On mass transit facilities (wheth-
er or not publicly owned); or 

(b) Provided by any person in the 
business of transporting persons for 
compensation or hire in a highway ve-
hicle with a seating capacity of at least 
6 adults (excluding the driver). 

Q–4. What is qualified parking? 
A–4. (a) Qualified parking is parking 

provided to an employee by an em-
ployer— 

(1) On or near the employer’s busi-
ness premises; or 

(2) At a location from which the em-
ployee commutes to work (including 
commuting by carpool, commuter 
highway vehicle, mass transit facili-
ties, or transportation provided by any 
person in the business of transporting 
persons for compensation or hire). 

(b) For purposes of section 132(f), 
parking on or near the employer’s busi-
ness premises includes parking on or 
near a work location at which the em-
ployee provides services for the em-
ployer. However, qualified parking does 
not include— 

(1) The value of parking provided to 
an employee that is excludable from 
gross income under section 132(a)(3) (as 
a working condition fringe), or 

(2) Reimbursement paid to an em-
ployee for parking costs that is exclud-
able from gross income as an amount 
treated as paid under an accountable 
plan. See § 1.62–2. 

(c) However, parking on or near prop-
erty used by the employee for residen-
tial purposes is not qualified parking. 

(d) Parking is provided by an em-
ployer if— 

(1) The parking is on property that 
the employer owns or leases; 

(2) The employer pays for the park-
ing; or 

(3) The employer reimburses the em-
ployee for parking expenses (see Q/A–16 
of this section for rules relating to 
cash reimbursements). 

Q–5. May qualified transportation 
fringes be provided to individuals who 
are not employees? 

A–5. An employer may provide quali-
fied transportation fringes only to indi-
viduals who are currently employees of 
the employer at the time the qualified 
transportation fringe is provided. The 
term employee for purposes of qualified 
transportation fringes is defined in 
§ 1.132–1(b)(2)(i). This term includes 
only common law employees and other 
statutory employees, such as officers of 
corporations. See Q/A–24 of this section 
for rules regarding partners, 2-percent 
shareholders, and independent contrac-
tors. 

Q–6. Must a qualified transportation 
fringe benefit plan be in writing? 

A–6. No. Section 132(f) does not re-
quire that a qualified transportation 
fringe benefit plan be in writing. 

Q–7. Is there a limit on the value of 
qualified transportation fringes that 
may be excluded from an employee’s 
gross income? 

A–7. (a) Transportation in a commuter 
highway vehicle and transit passes. Be-
fore January 1, 2002, up to $65 per 
month is excludable from the gross in-
come of an employee for transportation 
in a commuter highway vehicle and 
transit passes provided by an employer. 
On January 1, 2002, this amount is in-
creased to $100 per month. 

(b) Parking. Up to $175 per month is 
excludable from the gross income of an 
employee for qualified parking. 

(c) Combination. An employer may 
provide qualified parking benefits in 
addition to transportation in a com-
muter highway vehicle and transit 
passes. 

(d) Cost-of-living adjustments. The 
amounts in paragraphs (a) and (b) of 
this Q/A–7 are adjusted annually, be-
ginning with 2000, to reflect cost-of-liv-
ing. The adjusted figures are an-
nounced by the Service before the be-
ginning of the year. 

Q–8. What amount is includible in an 
employee’s wages for income and em-
ployment tax purposes if the value of 
the qualified transportation fringe ex-
ceeds the applicable statutory monthly 
limit? 

A–8. (a) Generally, an employee must 
include in gross income the amount by 
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which the fair market value of the ben-
efit exceeds the sum of the amount, if 
any, paid by the employee and any 
amount excluded from gross income 
under section 132(a)(5). Thus, assuming 
no other statutory exclusion applies, if 
an employer provides an employee with 
a qualified transportation fringe that 
exceeds the applicable statutory 
monthly limit and the employee does 
not make any payment, the value of 
the benefits provided in excess of the 
applicable statutory monthly limit is 
included in the employee’s wages for 
income and employment tax purposes. 
See § 1.61–21(b)(1). 

(b) The following examples illustrate 
the principles of this Q/A–8: 

Example 1. (i) For each month in a year in 
which the statutory monthly transit pass 
limit is $100 (i.e., a year after 2001), Employer 
M provides a transit pass valued at $110 to 
Employee D, who does not pay any amount 
to Employer M for the transit pass. 

(ii) In this Example 1, because the value of 
the monthly transit pass exceeds the statu-
tory monthly limit by $10, $120 ($110—$100, 
times 12 months) must be included in D’s 
wages for income and employment tax pur-
poses for the year with respect to the transit 
passes. 

Example 2. (i) For each month in a year in 
which the statutory monthly qualified park-
ing limit is $175, Employer M provides quali-
fied parking valued at $195 to Employee E, 
who does not pay any amount to M for the 
parking. 

(ii) In this Example 2, because the fair mar-
ket value of the qualified parking exceeds 
the statutory monthly limit by $20, $240 
($195—$175, times 12 months) must be in-
cluded in Employee E’s wages for income and 
employment tax purposes for the year with 
respect to the qualified parking. 

Example 3. (i) For each month in a year in 
which the statutory monthly qualified park-
ing limit is $175, Employer P provides quali-
fied parking with a fair market value of $220 
per month to its employees, but charges each 
employee $45 per month. 

(ii) In this Example 3, because the sum of 
the amount paid by an employee ($45) plus 
the amount excludable for qualified parking 
($175) is not less than the fair market value 
of the monthly benefit, no amount is includ-
ible in the employee’s wages for income and 
employment tax purposes with respect to the 
qualified parking. 

Q–9. Are excludable qualified trans-
portation fringes calculated on a 
monthly basis? 

A–9. (a) In general. Yes. The value of 
transportation in a commuter highway 

vehicle, transit passes, and qualified 
parking is calculated on a monthly 
basis to determine whether the value of 
the benefit has exceeded the applicable 
statutory monthly limit on qualified 
transportation fringes. Except in the 
case of a transit pass provided to an 
employee, the applicable statutory 
monthly limit applies to qualified 
transportation fringes used by the em-
ployee in a month. Monthly exclusion 
amounts are not combined to provide a 
qualified transportation fringe for any 
month exceeding the statutory limit. A 
month is a calendar month or a sub-
stantially equivalent period applied 
consistently. 

(b) Transit passes. In the case of tran-
sit passes provided to an employee, the 
applicable statutory monthly limit ap-
plies to the transit passes provided by 
the employer to the employee in a 
month for that month or for any pre-
vious month in the calendar year. In 
addition, transit passes distributed in 
advance for more than one month, but 
not for more than twelve months, are 
qualified transportation fringes if the 
requirements in paragraph (c) of this Q/ 
A–9 are met (relating to the income tax 
and employment tax treatment of ad-
vance transit passes). The applicable 
statutory monthly limit under section 
132(f)(2) on the combined amount of 
transportation in a commuter highway 
vehicle and transit passes may be cal-
culated by taking into account the 
monthly limits for all months for 
which the transit passes are distrib-
uted. In the case of a pass that is valid 
for more than one month, such as an 
annual pass, the value of the pass may 
be divided by the number of months for 
which it is valid for purposes of deter-
mining whether the value of the pass 
exceeds the statutory monthly limit. 

(c) Rule if employee’s employment ter-
minates—(1) Income tax treatment. The 
value of transit passes provided in ad-
vance to an employee with respect to a 
month in which the individual is not 
an employee is included in the employ-
ee’s wages for income tax purposes. 

(2) Reporting and employment tax treat-
ment. Transit passes distributed in ad-
vance to an employee are excludable 
from wages for employment tax pur-
poses under sections 3121, 3306, and 3401 
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(FICA, FUTA, and income tax with-
holding) if the employer distributes 
transit passes to the employee in ad-
vance for not more than three months 
and, at the time the transit passes are 
distributed, there is not an established 
date that the employee’s employment 
will terminate (for example, if the em-
ployee has given notice of retirement) 
which will occur before the beginning 
of the last month of the period for 
which the transit passes are provided. 
If the employer distributes transit 
passes to an employee in advance for 
not more than three months and at the 
time the transit passes are distributed 
there is an established date that the 
employee’s employment will termi-
nate, and the employee’s employment 
does terminate before the beginning of 
the last month of the period for which 
the transit passes are provided, the 
value of transit passes provided for 
months beginning after the date of ter-
mination during which the employee is 
not employed by the employer is in-
cluded in the employee’s wages for em-
ployment tax purposes. If transit 
passes are distributed in advance for 
more than three months, the value of 
transit passes provided for the months 
during which the employee is not em-
ployed by the employer is includible in 
the employee’s wages for employment 
tax purposes regardless of whether at 
the time the transit passes were dis-
tributed there was an established date 
of termination of the employee’s em-
ployment. 

(d) Examples. The following examples 
illustrate the principles of this Q/A–9: 

Example 1. (i) Employee E incurs $150 for 
qualified parking used during the month of 
June of a year in which the statutory month-
ly parking limit is $175, for which E is reim-
bursed $150 by Employer R. Employee E in-
curs $180 in expenses for qualified parking 
used during the month of July of that year, 
for which E is reimbursed $180 by Employer 
R. 

(ii) In this Example 1, because monthly ex-
clusion amounts may not be combined to 
provide a benefit in any month greater than 
the applicable statutory limit, the amount 
by which the amount reimbursed for July ex-
ceeds the applicable statutory monthly limit 
($180 minus $175 equals $5) is includible in 
Employee E’s wages for income and employ-
ment tax purposes. 

Example 2. (i) Employee F receives transit 
passes from Employer G with a value of $195 

in March of a year (for which the statutory 
monthly transit pass limit is $65) for Janu-
ary, February, and March of that year. F was 
hired during January and has not received 
any transit passes from G. 

(ii) In this Example 2, the value of the tran-
sit passes (three months times $65 equals 
$195) is excludable from F’s wages for income 
and employment tax purposes. 

Example 3. (i) Employer S has a qualified 
transportation fringe benefit plan under 
which its employees receive transit passes 
near the beginning of each calendar quarter 
for that calendar quarter. All employees of 
Employer S receive transit passes from Em-
ployer S with a value of $195 on March 31 for 
the second calendar quarter covering the 
months April, May, and June (of a year in 
which the statutory monthly transit pass 
limit is $65). 

(ii) In this Example 3, because the value of 
the transit passes may be calculated by tak-
ing into account the monthly limits for all 
months for which the transit passes are dis-
tributed, the value of the transit passes 
(three months times $65 equals $195) is ex-
cludable from the employees’ wages for in-
come and employment tax purposes. 

Example 4. (i) Same facts as in Example 3, 
except that Employee T, an employee of Em-
ployer S, terminates employment with S on 
May 31. There was not an established date of 
termination for Employee T at the time the 
transit passes were distributed. 

(ii) In this Example 4, because at the time 
the transit passes were distributed there was 
not an established date of termination for 
Employee T, the value of the transit passes 
provided for June ($65) is excludable from T’s 
wages for employment tax purposes. How-
ever, the value of the transit passes distrib-
uted to Employee T for June ($65) is not ex-
cludable from T’s wages for income tax pur-
poses. 

(iii) If Employee T’s May 31 termination 
date was established at the time the transit 
passes were provided, the value of the transit 
passes provided for June ($65) is included in 
T’s wages for both income and employment 
tax purposes. 

Example 5. (i) Employer F has a qualified 
transportation fringe benefit plan under 
which its employees receive transit passes 
semi-annually in advance of the months for 
which the transit passes are provided. All 
employees of Employer F, including Em-
ployee X, receive transit passes from F with 
a value of $390 on June 30 for the 6 months of 
July through December (of a year in which 
the statutory monthly transit pass limit is 
$65). Employee X’s employment terminates 
and his last day of work is August 1. Em-
ployer F’s other employees remain employed 
throughout the remainder of the year. 

(ii) In this Example 5, the value of the tran-
sit passes provided to Employee X for the 
months September, October, November, and 
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December ($65 times 4 months equals $260) of 
the year is included in X’s wages for income 
and employment tax purposes. The value of 
the transit passes provided to Employer F’s 
other employees is excludable from the em-
ployees’ wages for income and employment 
tax purposes. 

Example 6. (i) Each month during a year in 
which the statutory monthly transit pass 
limit is $65, Employer R distributes transit 
passes with a face amount of $70 to each of 
its employees. Transit passes with a face 
amount of $70 can be purchased from the 
transit system by any individual for $65. 

(ii) In this Example 6, because the value of 
the transit passes distributed by Employer R 
does not exceed the applicable statutory 
monthly limit ($65), no portion of the value 
of the transit passes is included as wages for 
income and employment tax purposes. 

Q–10. May an employee receive quali-
fied transportation fringes from more 
than one employer? 

A–10. (a) General rule. Yes. The statu-
tory monthly limits described in Q/A–7 
of this section apply to benefits pro-
vided by an employer to its employees. 
For this purpose, all employees treated 
as employed by a single employer 
under section 414(b), (c), (m), or (o) are 
treated as employed by a single em-
ployer. See section 414(t) and § 1.132– 
1(c). Thus, qualified transportation 
fringes paid by entities under common 
control under section 414(b), (c), (m), or 
(o) are combined for purposes of apply-
ing the applicable statutory monthly 
limit. In addition, an individual who is 
treated as a leased employee of the em-
ployer under section 414(n) is treated as 
an employee of that employer for pur-
poses of section 132. See section 
414(n)(3)(C). 

(b) Examples. The following examples 
illustrate the principles of this Q/A–10: 

Example 1. (i) During a year in which the 
statutory monthly qualified parking limit is 
$175, Employee E works for Employers M and 
N, who are unrelated and not treated as a 
single employer under section 414(b), (c), (m), 
or (o). Each month, M and N each provide 
qualified parking benefits to E with a value 
of $100. 

(ii) In this Example 1, because M and N are 
unrelated employers, and the value of the 
monthly parking benefit provided by each is 
not more than the applicable statutory 
monthly limit, the parking benefits provided 
by each employer are excludable as qualified 
transportation fringes assuming that the 
other requirements of this section are satis-
fied. 

Example 2. (i) Same facts as in Example 1, 
except that Employers M and N are treated 
as a single employer under section 414(b). 

(ii) In this Example 2, because M and N are 
treated as a single employer, the value of the 
monthly parking benefit provided by M and 
N must be combined for purposes of deter-
mining whether the applicable statutory 
monthly limit has been exceeded. Thus, the 
amount by which the value of the parking 
benefit exceeds the monthly limit ($200 
minus the monthly limit amount of $175 
equals $25) for each month in the year is in-
cludible in E’s wages for income and employ-
ment tax purposes. 

Q–11. May qualified transportation 
fringes be provided to employees pursu-
ant to a compensation reduction agree-
ment? 

A–11. Yes. An employer may offer 
employees a choice between cash com-
pensation and any qualified transpor-
tation fringe. An employee who is of-
fered this choice and who elects quali-
fied transportation fringes is not re-
quired to include the cash compensa-
tion in income if— 

(a) The election is pursuant to an ar-
rangement described in Q/A–12 of this 
section; 

(b) The amount of the reduction in 
cash compensation does not exceed the 
limitation in Q/A–13 of this section; 

(c) The arrangement satisfies the 
timing and reimbursement rules in Q/ 
A–14 and 16 of this section; and 

(d) The related fringe benefit ar-
rangement otherwise satisfies the re-
quirements set forth elsewhere in this 
section. 

Q–12. What is a compensation reduc-
tion election for purposes of section 
132(f)? 

A–12. (a) Election requirements gen-
erally. A compensation reduction ar-
rangement is an arrangement under 
which the employer provides the em-
ployee with the right to elect whether 
the employee will receive either a fixed 
amount of cash compensation at a 
specified future date or a fixed amount 
of qualified transportation fringes to 
be provided for a specified future pe-
riod (such as qualified parking to be 
used during a future calendar month). 
The employee’s election must be in 
writing or another form, such as elec-
tronic, that includes, in a permanent 
and verifiable form, the information 
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required to be in the election. The elec-
tion must contain the date of the elec-
tion, the amount of the compensation 
to be reduced, and the period for which 
the benefit will be provided. The elec-
tion must relate to a fixed dollar 
amount or fixed percentage of com-
pensation reduction. An election to re-
duce compensation for a period by a set 
amount for such period may be auto-
matically renewed for subsequent peri-
ods. 

(b) Automatic election permitted. An 
employer may provide under its quali-
fied transportation fringe benefit plan 
that a compensation reduction election 
will be deemed to have been made if 
the employee does not elect to receive 
cash compensation in lieu of the quali-
fied transportation fringe, provided 
that the employee receives adequate 
notice that a compensation reduction 
will be made and is given adequate op-
portunity to choose to receive the cash 
compensation instead of the qualified 
transportation fringe. See § 1.401(a)–21 
of this chapter for rules permitting the 
use of electronic media to make partic-
ipant elections with respect to em-
ployee benefit arrangements. 

Q–13. Is there a limit to the amount 
of the compensation reduction? 

A–13. Yes. Each month, the amount 
of the compensation reduction may not 
exceed the combined applicable statu-
tory monthly limits for transportation 
in a commuter highway vehicle, transit 
passes, and qualified parking. For ex-
ample, for a year in which the statu-
tory monthly limit is $65 for transpor-
tation in a commuter highway vehicle 
and transit passes, and $175 for quali-
fied parking, an employee could elect 
to reduce compensation for any month 
by no more than $240 ($65 plus $175) 
with respect to qualified transpor-
tation fringes. If an employee were to 
elect to reduce compensation by $250 
for a month, the excess $10 ($250 minus 
$240) would be includible in the em-
ployee’s wages for income and employ-
ment tax purposes. 

Q–14. When must the employee have 
made a compensation reduction elec-
tion and under what circumstances 
may the amount be paid in cash to the 
employee? 

A–14. (a) The compensation reduction 
election must satisfy the requirements 

set forth under paragraphs (b), (c), and 
(d) of this Q/A–14. 

(b) Timing of election. The compensa-
tion reduction election must be made 
before the employee is able currently 
to receive the cash or other taxable 
amount at the employee’s discretion. 
The determination of whether the em-
ployee is able currently to receive the 
cash does not depend on whether it has 
been constructively received for pur-
poses of section 451. The election must 
specify that the period (such as a cal-
endar month) for which the qualified 
transportation fringe will be provided 
must not begin before the election is 
made. Thus, a compensation reduction 
election must relate to qualified trans-
portation fringes to be provided after 
the election. For this purpose, the date 
a qualified transportation fringe is pro-
vided is— 

(1) The date the employee receives a 
voucher or similar item; or 

(2) In any other case, the date the 
employee uses the qualified transpor-
tation fringe. 

(c) Revocability of elections. The em-
ployee may not revoke a compensation 
reduction election after the employee 
is able currently to receive the cash or 
other taxable amount at the employ-
ee’s discretion. In addition, the elec-
tion may not be revoked after the be-
ginning of the period for which the 
qualified transportation fringe will be 
provided. 

(d) Compensation reduction amounts 
not refundable. Unless an election is re-
voked in a manner consistent with 
paragraph (c) of this Q/A–14, an em-
ployee may not subsequently receive 
the compensation (in cash or any form 
other than by payment of a qualified 
transportation fringe under the em-
ployer’s plan). Thus, an employer’s 
qualified transportation fringe benefit 
plan may not provide that an employee 
who ceases to participate in the em-
ployer’s qualified transportation fringe 
benefit plan (such as in the case of ter-
mination of employment) is entitled to 
receive a refund of the amount by 
which the employee’s compensation re-
ductions exceed the actual qualified 
transportation fringes provided to the 
employee by the employer. 

(e) Examples. The following examples 
illustrate the principles of this Q/A–14: 
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Example 1. (i) Employer P maintains a 
qualified transportation fringe benefit ar-
rangement during a year in which the statu-
tory monthly limit is $100 for transportation 
in a commuter highway vehicle and transit 
passes (2002 or later) and $180 for qualified 
parking. Employees of P are paid cash com-
pensation twice per month, with the payroll 
dates being the first and the fifteenth day of 
the month. Under P’s arrangement, an em-
ployee is permitted to elect at any time be-
fore the first day of a month to reduce his or 
her compensation payable during that month 
in an amount up to the applicable statutory 
monthly limit ($100 if the employee elects 
coverage for transportation in a commuter 
highway vehicle or a mass transit pass, or 
$180 if the employee chooses qualified park-
ing) in return for the right to receive quali-
fied transportation fringes up to the amount 
of the election. If such an election is made, 
P will provide a mass transit pass for that 
month with a value not exceeding the com-
pensation reduction amount elected by the 
employee or will reimburse the cost of other 
qualified transportation fringes used by the 
employee on or after the first day of that 
month up to the compensation reduction 
amount elected by the employee. Any com-
pensation reduction amount elected by the 
employee for the month that is not used for 
qualified transportation fringes is not re-
funded to the employee at any future date. 

(ii) In this Example 1, the arrangement sat-
isfies the requirements of this Q/A–14 be-
cause the election is made before the em-
ployee is able currently to receive the cash 
and the election specifies the future period 
for which the qualified transportation 
fringes will be provided. The arrangement 
would also satisfy the requirements of this 
Q/A–14 and Q/A–13 of this section if employ-
ees are allowed to elect to reduce compensa-
tion up to $280 per month ($100 plus $180). 

(iii) The arrangement would also satisfy 
the requirements of this Q/A–14 (and Q/A–13 
of this section) if employees are allowed to 
make an election at any time before the first 
or the fifteenth day of the month to reduce 
their compensation payable on that payroll 
date by an amount not in excess of one-half 
of the applicable statutory monthly limit 
(depending on the type of qualified transpor-
tation fringe elected by the employee) and P 
provides a mass transit pass on or after the 
applicable payroll date for the compensation 
reduction amount elected by the employee 
for the payroll date or reimburses the cost of 
other qualified transportation fringes used 
by the employee on or after the payroll date 
up to the compensation reduction amount 
elected by the employee for that payroll 
date. 

Example 2. (i) Employee Q elects to reduce 
his compensation payable on March 1 of a 
year (for which the statutory monthly mass 
transit limit is $65) by $195 in exchange for a 

mass transit voucher to be provided in 
March. The election is made on the pre-
ceding February 27. Employee Q was hired in 
January of the year. On March 10 of the year, 
the employer of Employee Q delivers to Em-
ployee Q a mass transit voucher worth $195 
for the months of January, February, and 
March. 

(ii) In this Example 2, $65 is included in Em-
ployee Q’s wages for income and employment 
tax purposes because the compensation re-
duction election fails to satisfy the require-
ment in this Q/A–14 and Q/A–12 of this sec-
tion that the period for which the qualified 
transportation fringe will be provided not 
begin before the election is made to the ex-
tent the election relates to $65 worth of tran-
sit passes for January of the year. The $65 for 
February is not taxable because the election 
was for a future period that includes at least 
one day in February. 

(iii) However, no amount would be included 
in Employee Q’s wages as a result of the 
election if $195 worth of mass transit passes 
were instead provided to Q for the months of 
February, March, and April (because the 
compensation reduction would relate solely 
to fringes to be provided for a period not be-
ginning before the date of the election and 
the amount provided does not exceed the ag-
gregate limit for the period, i.e., the sum of 
$65 for each of February, March, and April). 
See Q/A–9 of this section for rules governing 
transit passes distributed in advance for 
more than one month. 

Example 3. (i) Employee R elects to reduce 
his compensation payable on March 1 of a 
year (for which the statutory monthly park-
ing limit is $175) by $185 in exchange for re-
imbursement by Employer T of parking ex-
penses incurred by Employee R for parking 
on or near Employer T’s business premises 
during the period beginning after the date of 
the election through March. The election is 
made on the preceding February 27. Em-
ployee R incurs $10 in parking expenses on 
February 28 of the year, and $175 in parking 
expenses during the month of March. On 
April 5 of the year, Employer T reimburses 
Employee R $185 for the parking expenses in-
curred on February 28, and during March, of 
the year. 

(ii) In this Example 3, no amount would be 
includible in Employee R’s wages for income 
and employment tax purposes because the 
compensation reduction related solely to 
parking on or near Employer R’s business 
premises used during a period not beginning 
before the date of the election and the 
amount reimbursed for parking used in any 
one month does not exceed the statutory 
monthly limitation. 

Q–15. May an employee whose quali-
fied transportation fringe costs are less 
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than the employee’s compensation re-
duction carry over this excess amount 
to subsequent periods? 

A–15. (a) Yes. An employee may carry 
over unused compensation reduction 
amounts to subsequent periods under 
the plan of the employee’s employer. 

(b) The following example illustrates 
the principles of this Q/A–15: 

Example. (i) By an election made before No-
vember 1 of a year for which the statutory 
monthly mass transit limit is $65, Employee 
E elects to reduce compensation in the 
amount of $65 for the month of November. E 
incurs $50 in employee-operated commuter 
highway vehicle expenses during November 
for which E is reimbursed $50 by Employer R, 
E’s employer. By an election made before 
December, E elects to reduce compensation 
by $65 for the month of December. E incurs 
$65 in employee-operated commuter highway 
vehicle expenses during December for which 
E is reimbursed $65 by R. Before the fol-
lowing January, E elects to reduce com-
pensation by $50 for the month of January. E 
incurs $65 in employee-operated commuter 
highway vehicle expenses during January for 
which E is reimbursed $65 by R because R al-
lows E to carry over to the next year the $15 
amount by which the compensation reduc-
tions for November and December exceeded 
the employee-operated commuter highway 
vehicle expenses incurred during those 
months. 

(ii) In this Example, because Employee E is 
reimbursed in an amount not exceeding the 
applicable statutory monthly limit, and the 
reimbursement does not exceed the amount 
of employee-operated commuter highway ve-
hicle expenses incurred during the month of 
January, the amount reimbursed ($65) is ex-
cludable from E’s wages for income and em-
ployment tax purposes. 

Q–16. How does section 132(f) apply to 
expense reimbursements? 

A–16. (a) In general. The term quali-
fied transportation fringe includes cash 
reimbursement by an employer to an 
employee for expenses incurred or paid 
by an employee for transportation in a 
commuter highway vehicle or qualified 
parking. The term qualified transpor-
tation fringe also includes cash reim-
bursement for transit passes made 
under a bona fide reimbursement ar-
rangement, but, in accordance with 
section 132(f)(3), only if permitted 
under paragraph (b) of this Q/A–16. The 
reimbursement must be made under a 
bona fide reimbursement arrangement 
which meets the rules of paragraph (c) 
of this Q/A–16. A payment made before 

the date an expense has been incurred 
or paid is not a reimbursement. In ad-
dition, a bona fide reimbursement ar-
rangement does not include an ar-
rangement that is dependent solely 
upon an employee certifying in ad-
vance that the employee will incur ex-
penses at some future date. 

(b) Special rule for transit passes—(1) 
In general. The term qualified transpor-
tation fringe includes cash reimburse-
ment for transit passes made under a 
bona fide reimbursement arrangement, 
but, in accordance with section 
132(f)(3), only if no voucher or similar 
item that may be exchanged only for a 
transit pass is readily available for di-
rect distribution by the employer to 
employees. If a voucher is readily 
available, the requirement that a 
voucher be distributed in-kind by the 
employer is satisfied if the voucher is 
distributed by the employer or by an-
other person on behalf of the employer 
(for example, if a transit operator cred-
its amounts to the employee’s fare card 
as a result of payments made to the op-
erator by the employer). 

(2) Voucher or similar item. For pur-
poses of the special rule in paragraph 
(b) of this Q/A–16, a transit system 
voucher is an instrument that may be 
purchased by employers from a voucher 
provider that is accepted by one or 
more mass transit operators (e.g., 
train, subway, and bus) in an area as 
fare media or in exchange for fare 
media. Thus, for example, a transit 
pass that may be purchased by employ-
ers directly from a voucher provider is 
a transit system voucher. 

(3) Voucher provider. The term vouch-
er provider means any person in the 
trade or business of selling transit sys-
tem vouchers to employers, or any 
transit system or transit operator that 
sells vouchers to employers for the pur-
pose of direct distribution to employ-
ees. Thus, a transit operator might or 
might not be a voucher provider. A 
voucher provider is not, for example, a 
third-party employee benefits adminis-
trator that administers a transit pass 
benefit program for an employer using 
vouchers that the employer could ob-
tain directly. 

(4) Readily available. For purposes of 
this paragraph (b), a voucher or similar 
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item is readily available for direct dis-
tribution by the employer to employ-
ees if and only if an employer can ob-
tain it from a voucher provider that— 

(i) does not impose fare media 
charges that cause vouchers to not be 
readily available as described in para-
graph (b)(5) of this section; and 

(ii) does not impose other restric-
tions that cause vouchers to not be 
readily available as described in para-
graph (b)(6) of this section. 

(5) Fare media charges. For purposes 
of paragraph (b)(4) of this section, fare 
media charges relate only to fees paid 
by the employer to voucher providers 
for vouchers. The determination of 
whether obtaining a voucher would re-
sult in fare media charges that cause 
vouchers to not be readily available as 
described in this paragraph (b) is made 
with respect to each transit system 
voucher. If more than one transit sys-
tem voucher is available for direct dis-
tribution to employees, the employer 
must consider the fees imposed for the 
lowest cost monthly voucher for pur-
poses of determining whether the fees 
imposed by the voucher provider sat-
isfy this paragraph. However, if transit 
system vouchers for multiple transit 
systems are required in an area to 
meet the transit needs of the indi-
vidual employees in that area, the em-
ployer has the option of averaging the 
costs applied to each transit system 
voucher for purposes of determining 
whether the fare media charges for 
transit system vouchers satisfy this 
paragraph. Fare media charges are de-
scribed in this paragraph (b)(5), and 
therefore cause vouchers to not be 
readily available, if and only if the av-
erage annual fare media charges that 
the employer reasonably expects to 
incur for transit system vouchers pur-
chased from the voucher provider (dis-
regarding reasonable and customary 
delivery charges imposed by the vouch-
er provider, e.g., not in excess of $15) 
are more than 1 percent of the average 
annual value of the vouchers for a 
transit system. 

(6) Other restrictions. For purposes of 
paragraph (b)(4) of this section, restric-
tions that cause vouchers to not be 
readily available are restrictions im-
posed by the voucher provider other 
than fare media charges that effec-

tively prevent the employer from ob-
taining vouchers appropriate for dis-
tribution to employees. Examples of 
such restrictions include— 

(i) Advance purchase requirements. Ad-
vance purchase requirements cause 
vouchers to not be readily available 
only if the voucher provider does not 
offer vouchers at regular intervals or 
fails to provide the voucher within a 
reasonable period after receiving pay-
ment for the voucher. For example, a 
requirement that vouchers may be pur-
chased only once per year may effec-
tively prevent an employer from ob-
taining vouchers for distribution to 
employees. An advance purchase re-
quirement that vouchers be purchased 
not more frequently than monthly does 
not effectively prevent the employer 
from obtaining vouchers for distribu-
tion to employees. 

(ii) Purchase quantity requirements. 
Purchase quantity requirements cause 
vouchers to not be readily available if 
the voucher provider does not offer 
vouchers in quantities that are reason-
ably appropriate to the number of the 
employer’s employees who use mass 
transportation (for example, the vouch-
er provider requires a $1,000 minimum 
purchase and the employer seeks to 
purchase only $200 of vouchers). 

(iii) Limitations on denominations of 
vouchers that are available. If the vouch-
er provider does not offer vouchers in 
denominations appropriate for dis-
tribution to the employer’s employees, 
vouchers are not readily available. For 
example, vouchers provided in $5 incre-
ments up to the monthly limit are ap-
propriate for distribution to employ-
ees, while vouchers available only in a 
denomination equal to the monthly 
limit are not appropriate for distribu-
tion to employees if the amount of the 
benefit provided to the employer’s em-
ployees each month is normally less 
than the monthly limit. 

(7) Example. The following example il-
lustrates the principles of this para-
graph (b): 

Example. (i) Company C in City X sells 
mass transit vouchers to employers in the 
metropolitan area of X in various denomina-
tions appropriate for distribution to employ-
ees. Employers can purchase vouchers 
monthly in reasonably appropriate quan-
tities. Several different bus, rail, van pool, 
and ferry operators service X, and a number 
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of the operators accept the vouchers either 
as fare media or in exchange for fare media. 
To cover its operating expenses, C imposes 
on each voucher a 50 cents charge, plus a rea-
sonable and customary $15 charge for deliv-
ery of each order of vouchers. Employer M 
disburses vouchers purchased from C to its 
employees who use operators that accept the 
vouchers and M reasonably expects that $55 
is the average value of the voucher it will 
purchase from C for the next calendar year. 

(ii) In this Example, vouchers for X are 
readily available for direct distribution by 
the employer to employees because the ex-
pected cost of the vouchers disbursed to M’s 
employees for the next calendar year is not 
more than 1 percent of the value of the 
vouchers (50 cents divided by $55 equals 0.91 
percent), the delivery charges are dis-
regarded because they are reasonable and 
customary, and there are no other restric-
tions that cause the vouchers to not be read-
ily available. Thus, any reimbursement of 
mass transportation costs in X would not be 
a qualified transportation fringe. 

(c) Substantiation requirements. Em-
ployers that make cash reimburse-
ments must establish a bona fide reim-
bursement arrangement to establish 
that their employees have, in fact, in-
curred expenses for transportation in a 
commuter highway vehicle, transit 
passes, or qualified parking. For pur-
poses of section 132(f), whether cash re-
imbursements are made under a bona 
fide reimbursement arrangement may 
vary depending on the facts and cir-
cumstances, including the method or 
methods of payment utilized within the 
mass transit system. The employer 
must implement reasonable procedures 
to ensure that an amount equal to the 
reimbursement was incurred for trans-
portation in a commuter highway vehi-
cle, transit passes, or qualified park-
ing. The expense must be substantiated 
within a reasonable period of time. An 
expense substantiated to the payor 
within 180 days after it has been paid 
will be treated as having been substan-
tiated within a reasonable period of 
time. An employee certification at the 
time of reimbursement in either writ-
ten or electronic form may be a reason-
able reimbursement procedure depend-
ing on the facts and circumstances. Ex-
amples of reasonable reimbursement 
procedures are set forth in paragraph 
(d) of this Q/A–16. 

(d) Illustrations of reasonable reim-
bursement procedures. The following are 
examples of reasonable reimbursement 

procedures for purposes of paragraph 
(c) of this Q/A–16. In each case, the re-
imbursement is made at or within a 
reasonable period after the end of the 
events described in paragraphs (d)(1) 
through (d)(3) of this section. 

(1) An employee presents to the em-
ployer a parking expense receipt for 
parking on or near the employer’s busi-
ness premises, the employee certifies 
that the parking was used by the em-
ployee, and the employer has no reason 
to doubt the employee’s certification. 

(2) An employee either submits a 
used time-sensitive transit pass (such 
as a monthly pass) to the employer and 
certifies that he or she purchased it or 
presents an unused or used transit pass 
to the employer and certifies that he or 
she purchased it and the employee cer-
tifies that he or she has not previously 
been reimbursed for the transit pass. In 
both cases, the employer has no reason 
to doubt the employee’s certification. 

(3) If a receipt is not provided in the 
ordinary course of business (e.g., if the 
employee uses metered parking or if 
used transit passes cannot be returned 
to the user), the employee certifies to 
the employer the type and the amount 
of expenses incurred, and the employer 
has no reason to doubt the employee’s 
certification. 

Q–17. May an employer provide non-
taxable cash reimbursement under sec-
tion 132(f) for periods longer than one 
month? 

A–17. (a) General rule. Yes. Qualified 
transportation fringes include reim-
bursement to employees for costs in-
curred for transportation in more than 
one month, provided the reimburse-
ment for each month in the period is 
calculated separately and does not ex-
ceed the applicable statutory monthly 
limit for any month in the period. See 
Q/A–8 and 9 of this section if the limit 
for a month is exceeded. 

(b) Example. The following example 
illustrates the principles of this Q/A–17: 

Example. (i) Employee R pays $100 per 
month for qualified parking used during the 
period from April 1 through June 30 of a year 
in which the statutory monthly qualified 
parking limit is $175. After receiving ade-
quate substantiation from Employee R, R’s 
employer reimburses R $300 in cash on June 
30 of that year. 

(ii) In this Example, because the value of 
the reimbursed expenses for each month did 
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not exceed the applicable statutory monthly 
limit, the $300 reimbursement is excludable 
from R’s wages for income and employment 
tax purposes as a qualified transportation 
fringe. 

Q–18. What are the substantiation re-
quirements if an employer distributes 
transit passes? 

A–18. There are no substantiation re-
quirements if the employer distributes 
transit passes. Thus, an employer may 
distribute a transit pass for each 
month with a value not more than the 
statutory monthly limit without re-
quiring any certification from the em-
ployee regarding the use of the transit 
pass. 

Q–19. May an employer choose to im-
pose substantiation requirements in 
addition to those described in this reg-
ulation? 

A–19. Yes. 
Q–20. How is the value of parking de-

termined? 
A–20. Section 1.61–21(b)(2) applies for 

purposes of determining the value of 
parking. 

Q–21. How do the qualified transpor-
tation fringe rules apply to van pools? 

A–21. (a) Van pools generally. Em-
ployer and employee-operated van 
pools, as well as private or public tran-
sit-operated van pools, may qualify as 
qualified transportation fringes. The 
value of van pool benefits which are 
qualified transportation fringes may be 
excluded up to the applicable statutory 
monthly limit for transportation in a 
commuter highway vehicle and transit 
passes, less the value of any transit 
passes provided by the employer for the 
month. 

(b) Employer-operated van pools. The 
value of van pool transportation pro-
vided by or for an employer to its em-
ployees is excludable as a qualified 
transportation fringe, provided the van 
qualifies as a commuter highway vehi-
cle as defined in section 132(f)(5)(B) and 
Q/A–2 of this section. A van pool is op-
erated by or for the employer if the 
employer purchases or leases vans to 
enable employees to commute together 
or the employer contracts with and 
pays a third party to provide the vans 
and some or all of the costs of oper-
ating the vans, including maintenance, 
liability insurance and other operating 
expenses. 

(c) Employee-operated van pools. Cash 
reimbursement by an employer to em-
ployees for expenses incurred for trans-
portation in a van pool operated by em-
ployees independent of their employer 
are excludable as qualified transpor-
tation fringes, provided that the van 
qualifies as a commuter highway vehi-
cle as defined in section 132(f)(5)(B) and 
Q/A–2 of this section. See Q/A–16 of this 
section for the rules governing cash re-
imbursements. 

(d) Private or public transit-operated 
van pool transit passes. The qualified 
transportation fringe exclusion for 
transit passes is available for travel in 
van pools owned and operated either by 
public transit authorities or by any 
person in the business of transporting 
persons for compensation or hire. In 
accordance with paragraph (b) of Q/A–3 
of this section, the van must seat at 
least 6 adults (excluding the driver). 
See Q/A–16(b) and (c) of this section for 
a special rule for cash reimbursement 
for transit passes and the substan-
tiation requirements for cash reim-
bursement. 

(e) Value of van pool transportation 
benefits. Section 1.61–21(b)(2) provides 
that the fair market value of a fringe 
benefit is based on all the facts and cir-
cumstances. Alternatively, transpor-
tation in an employer-provided com-
muter highway vehicle may be valued 
under the automobile lease valuation 
rule in § 1.61–21(d), the vehicle cents- 
per-mile rule in § 1.61–21(e), or the com-
muting valuation rule in § 1.61–21(f). If 
one of these special valuation rules is 
used, the employer must use the same 
valuation rule to value the use of the 
commuter highway vehicle by each em-
ployee who share the use. See § 1.61– 
21(c)(2)(i)(B). 

(f) Qualified parking prime member. If 
an employee obtains a qualified park-
ing space as a result of membership in 
a car or van pool, the applicable statu-
tory monthly limit for qualified park-
ing applies to the individual to whom 
the parking space is assigned. This in-
dividual is the prime member. In deter-
mining the tax consequences to the 
prime member, the statutory monthly 
limit amounts of each car pool member 
may not be combined. If the employer 
provides access to the space and the 
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space is not assigned to a particular in-
dividual, then the employer must des-
ignate one of its employees as the 
prime member who will bear the tax 
consequences. The employer may not 
designate more than one prime mem-
ber for a car or van pool during a 
month. The employer of the prime 
member is responsible for including the 
value of the qualified parking in excess 
of the statutory monthly limit in the 
prime member’s wages for income and 
employment tax purposes. 

Q–22. What are the reporting and em-
ployment tax requirements for quali-
fied transportation fringes? 

A–22. (a) Employment tax treatment 
generally. Qualified transportation 
fringes not exceeding the applicable 
statutory monthly limit described in Q/ 
A–7 of this section are not wages for 
purposes of the Federal Insurance Con-
tributions Act (FICA), the Federal Un-
employment Tax Act (FUTA), and fed-
eral income tax withholding. Any 
amount by which an employee elects to 
reduce compensation as provided in Q/ 
A–11 of this section is not subject to 
the FICA, the FUTA, and federal in-
come tax withholding. Qualified trans-
portation fringes exceeding the appli-
cable statutory monthly limit de-
scribed in Q/A–7 of this section are 
wages for purposes of the FICA, the 
FUTA, and federal income tax with-
holding and are reported on the em-
ployee’s Form W-2, Wage and Tax 
Statement. 

(b) Employment tax treatment of cash 
reimbursement exceeding monthly limits. 
Cash reimbursement to employees (for 
example, cash reimbursement for 
qualified parking) in excess of the ap-
plicable statutory monthly limit under 
section 132(f) is treated as paid for em-
ployment tax purposes when actually 
or constructively paid. See §§ 31.3121(a)– 
2(a), 31.3301–4, 31.3402(a)–1(b) of this 
chapter. Employers must report and 
deposit the amounts withheld in addi-
tion to reporting and depositing other 
employment taxes. See Q/A–16 of this 
section for rules governing cash reim-
bursements. 

(c) Noncash fringe benefits exceeding 
monthly limits. If the value of noncash 
qualified transportation fringes ex-
ceeds the applicable statutory monthly 
limit, the employer may elect, for pur-

poses of the FICA, the FUTA, and fed-
eral income tax withholding, to treat 
the noncash taxable fringe benefits as 
paid on a pay period, quarterly, semi- 
annual, annual, or other basis, pro-
vided that the benefits are treated as 
paid no less frequently than annually. 

Q–23. How does section 132(f) interact 
with other fringe benefit rules? 

A–23. For purposes of section 132, the 
terms working condition fringe and de 
minimis fringe do not include any 
qualified transportation fringe under 
section 132(f). If, however, an employer 
provides local transportation other 
than transit passes (without any direct 
or indirect compensation reduction 
election), the value of the benefit may 
be excludable, either totally or par-
tially, under fringe benefit rules other 
than the qualified transportation 
fringe rules under section 132(f). See 
§§ 1.132–6(d)(2)(i) (occasional local trans-
portation fare), 1.132–6(d)(2)(iii) (trans-
portation provided under unusual cir-
cumstances), and 1.61–21(k) (valuation 
of local transportation provided to 
qualified employees). See also Q/A–4(b) 
of this section. 

Q–24. May qualified transportation 
fringes be provided to individuals who 
are partners, 2-percent shareholders of 
S-corporations, or independent con-
tractors? 

A–24. (a) General rule. Section 
132(f)(5)(E) states that self-employed 
individuals who are employees within 
the meaning of section 401(c)(1) are not 
employees for purposes of section 
132(f). Therefore, individuals who are 
partners, sole proprietors, or other 
independent contractors are not em-
ployees for purposes of section 132(f). In 
addition, under section 1372(a), 2-per-
cent shareholders of S corporations are 
treated as partners for fringe benefit 
purposes. Thus, an individual who is 
both a 2-percent shareholder of an S 
corporation and a common law em-
ployee of that S corporation is not con-
sidered an employee for purposes of 
section 132(f). However, while section 
132(f) does not apply to individuals who 
are partners, 2-percent shareholders of 
S corporations, or independent con-
tractors, other exclusions for working 
condition and de minimis fringes may 
be available as described in paragraphs 
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(b) and (c) of this Q/A–24. See §§ 1.132– 
1(b)(2) and 1.132–1(b)(4). 

(b) Transit passes. The working condi-
tion and de minimis fringe exclusions 
under section 132(a)(3) and (4) are avail-
able for transit passes provided to indi-
viduals who are partners, 2-percent 
shareholders, and independent contrac-
tors. For example, tokens or farecards 
provided by a partnership to an indi-
vidual who is a partner that enable the 
partner to commute on a public transit 
system (not including privately-oper-
ated van pools) are excludable from the 
partner’s gross income if the value of 
the tokens and farecards in any month 
does not exceed the dollar amount 
specified in § 1.132–6(d)(1). However, if 
the value of a pass provided in a month 
exceeds the dollar amount specified in 
§ 1.132–6(d)(1), the full value of the ben-
efit provided (not merely the amount 
in excess of the dollar amount specified 
in § 1.132–6(d)(1)) is includible in gross 
income. 

(c) Parking. The working condition 
fringe rules under section 132(d) do not 
apply to commuter parking. See § 1.132– 
5(a)(1). However, the de minimis fringe 
rules under section 132(e) are available 
for parking provided to individuals who 
are partners, 2-percent shareholders, or 
independent contractors that qualifies 
under the de minimis rules. See § 1.132– 
6(a) and (b). 

(d) Example. The following example 
illustrates the principles of this Q/A–24: 

Example. (i) Individual G is a partner in 
partnership P. Individual G commutes to and 
from G’s office every day and parks free of 
charge in P’s lot. 

(ii) In this Example, the value of the park-
ing is not excluded under section 132(f), but 
may be excluded under section 132(e) if the 
parking is a de minimis fringe under § 1.132– 
6. 

Q–25. What is the effective date of 
this section? 

A–25. (a) Except as provided in para-
graph (b) of this Q/A–25, this section is 
applicable for employee taxable years 
beginning after December 31, 2001. For 
this purpose, an employer may assume 
that the employee taxable year is the 
calendar year. 

(b) The last sentence of paragraph 
(b)(5) of Q/A–16 of this section (relating 
to whether transit system vouchers for 
transit passes are readily available) is 

applicable for employee taxable years 
beginning after December 31, 2003. For 
this purpose, an employer may assume 
that the employee taxable year is the 
calendar year. 

[T.D. 8933, 66 FR 2244, Jan. 11, 2001; 66 FR 
18190, Apr. 6, 2001, as amended by T.D. 9294, 71 
FR 61883, Oct. 20, 2006] 

§ 1.133–1T Questions and answers re-
lating to interest on certain loans 
used to acquire employer securities 
(temporary). 

Q–1: What does section 133 provide? 
A–1: In general, section 133 provides 

that certain commercial lenders may 
exclude from gross income fifty per-
cent of the interest received with re-
spect to securities acquisition loans. A 
securities acquisition loan is any loan 
to an employee stock ownership plan 
(ESOP) (as defined in section 4975(e)(7)) 
that qualifies as an exempt loan under 
§§ 54.4975–7 and –11 to the extent that 
the proceeds are used to acquire em-
ployer securities (within the meaning 
of section 409(l)) for the ESOP. A loan 
made to a corporation sponsoring an 
ESOP (or to a person related to such 
corporation under section 133(b)(2)) 
may also qualify as a securities acqui-
sition loan to the extent and for the pe-
riod that the proceeds are (a) loaned to 
the corporation’s ESOP under a loan 
that qualifies as an exempt loan under 
§§ 54.4975–7 and –11 and that has sub-
stantially similar terms as the loan 
from the commercial lender to the 
sponsoring corporation, and (b) used to 
acquire employer securities for the 
ESOP. The terms of the loan between 
the commercial lender and the spon-
soring corporation (or a related cor-
poration) and the loan between such 
corporation and the ESOP shall be 
treated as substantially similar only if 
the timing and rate at which employer 
securities would be released from en-
cumbrance if the loan from the com-
mercial lender were the exempt loan 
under the applicable rule of § 54.4975– 
7(b)(8) are substantially similar to the 
timing and rate at which employer se-
curities will actually be released from 
encumbrance in accordance with such 
rule. For this purpose, if the loan from 
the commercial lender to the spon-
soring corporation states a variable 
rate of interest and the loan between 
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the corporation and the ESOP states a 
fixed rate of interest, whether the 
terms of the loans are substantially 
similar shall be determined at the time 
the obligations are initially issued by 
taking into account the adjustment in-
terval on the variable rate loan and the 
maturity of the fixed rate loan. For ex-
ample, if the rate on the loan from the 
commercial lender to the sponsoring 
corporation adjusts each six months 
and the loan from the corporation to 
the ESOP has a ten year term, the ini-
tial interest rate on the variable rate 
loan could be compared to the rate on 
the fixed rate loan by comparing the 
yields on 6 month and ten year Treas-
ury obligations. Similarly, if the rates 
on the two loans are based on different 
compounding assumptions, whether the 
terms of the loans are substantially 
similar shall be determined by taking 
into account the different 
compounding assumptions. A securities 
acquisition loan may be evidenced by 
any note, bond, debenture, or certifi-
cate. Also, section 133(b)(2) provides 
that certain loans between related per-
sons are not securities acquisition 
loans. In addition, a loan from a com-
mercial lender to an ESOP or spon-
soring corporation to purchase em-
ployer securities will not be treated as 
a securities acquisition loan to the ex-
tent that such loan is used, either di-
rectly or indirectly, to purchase em-
ployer securities from any other quali-
fied plan, including any other ESOP, 
maintained by the employer or any 
other corporation which is a member of 
the same controlled group (as defined 
in section 409(l)(4)). 

Q–2: What lenders are eligible to re-
ceive the fifty percent interest exclu-
sion? 

A–2: Under section 133(a), a bank 
(within the meaning of section 581), an 
insurance company to which sub-
chapter L applies, or a corporation 
(other than a subchapter S corpora-
tion) actively engaged in the business 
of lending money may exclude from 
gross income fifty percent of the inter-
est received with respect to a securities 
acquisition loan (as defined in Q&A–1 
of § 1.133–1T). For purposes of section 
133(a)(3), a corporation is actively en-
gaged in the business of lending money 
if it lends money to the public on a reg-

ular and continuing basis (other than 
in connection with the purchase by the 
public of goods and services from the 
lender or a related party). A corpora-
tion is not actively engaged in the 
business of lending money if a predomi-
nant share of the original value of the 
loans it makes to unrelated parties 
(other than in connection with the pur-
chase by the public of goods and serv-
ices from the lender or a related party) 
are securities acquisition loans. 

Q–3: May loans which qualify for the 
fifty percent interest exclusion under 
section 133 be syndicated to other lend-
ing institutions? 

A–3: Securities acquisition loans 
under section 133 may be syndicated to 
other lending institutions provided 
that such lending institutions are de-
scribed in section 133(a) (1), (2) or (3) 
and the loan was originated by a quali-
fied holder. Subsequent holders of the 
debt instrument may qualify for the 
partial interest exclusion of section 133 
if such holders satisfy the require-
ments of section 133 and such loan does 
not fail to be a securities acquisition 
loan under section 133(b)(2). 

Q–4: When is section 133 effective? 
A–4: Section 133 applies to securities 

acquisition loans made after July 18, 
1984, and used to acquire employer se-
curities after July 18, 1984. The provi-
sion does not apply to loans made after 
July 18, 1984, to the extent that such 
loans are renegotiations, directly or in-
directly, of loans outstanding on such 
date. A loan extended to an ESOP or 
sponsoring corporation after July 18, 
1984, will be treated as a renegotiation 
of an outstanding loan if the loan pro-
ceeds are used to refinance acquisitions 
of employer securities made prior to 
July 19, 1984. For example, if an ESOP 
borrowed money prior to July 19, 1984, 
to purchase employer securities and 
after July 18, 1984, borrows other funds 
from the same or a different commer-
cial lender to repay the first loan, the 
second loan will be treated as a renego-
tiation of an outstanding loan to the 
extent of the repaid amount. Similarly, 
if, after July 18, 1984, an ESOP sells 
employer securities, uses the proceeds 
to retire a pre-July 19, 1984, loan and 
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obtains a second loan to acquire re-
placement employer securities, the sec-

ond loan will be treated as a renegoti-
ation of an outstanding loan. 

[T.D. 8073, 51 FR 4319, Feb. 4, 1986] 
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